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Introduction

I. Introduction
a. Organizational form created and sanctioned by the legislature – do it right and get the benefits

b. Two business forms that occur if you do nothing:

i. Sole proprietorship – all of the ownership in one person

ii. General Partnership – 2 or more people engaged in an enterprise for profit, where each of them has some ownership share and rights life of entity ends when 1 or more partner(s) dies or leaves

1. interests not freely transferable (partners have to consent to addition of new partners)

2. no centralized management (each partner has the authority to bind the partnership)

3. no limited liability
c. Other business forms: Limited Partnership (LP) ( combination of general partnership in terms of management and Limited Liability in non-managing investors. 

i.  Beneficial for tax reasons

ii. highly contractual in nature – default terms in statutes can be contracted around

d. Corporations have many more required aspects than partnerships

e. Corp cannot come into being by accident – must file right papers, etc.
II. Structures and characteristics of bodies

a. Characteristics of the corporation
i. Limited Liability

ii. Centrality of Management

iii. Perpetual Life

iv. Transferability of interests

v. Also: Separation of Ownership and Control (in large corps.), tax benefits
b. Partnerships

i. Life ends when one owner dies or leave

ii. Partnership interests are NOT transferable

iii. No centralized management:

1. each partner can bind the partnership by self

2. No limited liability!  Backed up by personal assets of each partner

c. Close Corporation

i. Small number of officers/managers

ii. Shareholders/directors tend to overlap

iii. Limitations on transferability of shares

iv. Often disregard corporate formalities

v. Courts tend to look at them more like partnerships 

III. Different  Views of Corporations

a. Contracts

i. Limited relationship

ii. Terms are laid out for a finite set of circumstances

b. Fiduciary model

i. relationships between directors and shareholders, managers and directors

ii. based on trust model in which fiduciaries have a duty to further interests of beneficiaries

1. beneficiary is powerless

2. trustee has obligation not to take advantage in any way.

iii. contrast to contract when people bargain for their own interests

iv. Conflicts are incurable for fiduciary

c. Reality ( Restrictive Agency relationship
i. Somewhere between contract and fiduciry
ii. Limits actions of officer as they affect beneficiary (shareholder) interest

d. Governmental Model ( Governance Structure of Corporations (see below
IV. Statutes

a. Corporate Statutes are Enabling statutes ( State Corporate Laws
b. Govern internal affairs of corp – relationships between managers, board of directors, etc. (not so much employees)

c. Statutes on corporate conduct usually speak to external factors: Environmental law, OSHA, Insurance Regulation, Banking Regulation
d. Federal Securities Acts – most directly affect Corporate conduct

i. Significantly amended with Sarbanes-Oxley Act (SOX) of 2002

ii. Address relationship to investors to a very limited extent

V. Corporate structure (inverse pyramid)

a. Shareholders elect directors

b. Directors hire and fire managers

c. Most focus on board of directors

i. Agent of shareholders

ii. Primary supervisory responsibility

d. Corps act through agents (can’t act by themselves) – same person simultaneously can be shareholder, director, and officer

i.  Must determine in which role a person is acting

ii. Different roles have different levels of authority

iii. Behavior has different legal consequences depending on different roles

e. Governance Structure
i. corporate charter ( Constitution

1. DE 102(b)(1) ( anything in bylaws can also be put in charter!!

ii. By-Laws (  like statutes

iii. Resolutions of Board of Directors ( regulatory material

1. usually transaction specific

2. limited authority

3. Not publicly available

iv. Checks & Balances – distribution of power
v. Emphasis on documents

vi. Residual powers in the voters (stock-holders)

VI. Mosaic of players

a. State law administered by state courses

i. DE court of chancery

ii. DE supreme court

b. SEC – regulates securities markets

i. Meshed w/ underlying state laws

ii. Brings its own federal cases  ( District Courts, DC Circuit
c. Federal courts

d. Markets ( listing standards: quantitative and qualitative
e. Congress/Federal Legislation ( Requirements of composition of boards

Directors
I. Board Basics
a. both inside and outside directors

i. Inside: employed full time by corporation – principally employed by corporation; often officers

ii. Outside: not fully employed, but often affiliated with the firm.  

1. major supplier 
2. commercial bankers (less common in larger companies because of liability concerns)

3. lawyers on the board may have some relationship

iii. “independent director” –  someone with unbiased view willing to give best judgment

b. often chaired by the CEO
i. CEO is often the only inside director 
ii. Lead director is head of outside directors – calls separate meetings.

c. 3 standing committees ( required by SOX to have at least 3 members, composed entirely of independent directors (each committed has a charter laying out obligations and responsibilities)
i. Audit committee ( independent auditors report to committee
ii. Compensation committee
iii. Nominating and governance committee
d. Dual Functions of boards

i. Mentoring and advising management ( retired executives, people with knowledge of the field
ii. independent agent of shareholders – monitoring/supervisory role
e. Controlling the board through PROCESS:
i. law can’t control substance of most decisions board should make

ii. Can change output by: changing information they receive, making sure they receive it and process it in  a certain way

f. Institutional investors (capital intermediaries)
i. Thought to be good directors: adequate interest and expertise 

ii. Control liquidity tradeoff ( don’t join board because active control risks liability exposure (insider trading)
g. Main Problem: Agency Costs the main problem we are seeking to correct

i. Separation of ownership and control ( divergence of interests between owners and directors
ii. High monitoring costs
h. NOTE: The Social Responsibility of Corporations
i. Large aggregations of wealth created by law and controled in a small group have a large amount of power

ii. Pensions are in danger ( companies in ailing industries are going bankrupt or not offering new pensions

iii. Social duties when going abroad
iv. Externalities ( environmental impact, ect.
v. Fair labor standards
vi. charitable expenditures generate PR

II. Mechanisms for controlling corporate management

a. equity-based incentives ( Stock Options ( contract rights to buy shares of stock.  Terms of options are set at date of grant 

i. incentives to raise stock price, stay with company)

ii. Problems: senior managers focus exclusion of any other goal.

b. Performance-based Compensation ( Compensation provided for meeting certain hurdles (earnings, etc.)

c. Monitoring ( by board and outside auditors

d. Law: legal rules and regulation including criminal sanctions; requirements for CEO to sign statements & certify financial statements

e. Market Forces ( Most significant influence on managers
III. Agency law
a. Person who by mutual assent acts on behalf of principal and under principal’s control

b. Basic Elements

i. Mutual assent

ii. Acting on behalf

iii. Control of the principal

iv. Knowledge NOT necessary

v. Consensual relationship, but you don’t have to consent specifically

vi. Doesn’t need to be in writing, nor is full understanding required

c. Liability
i. Agent is liable to principal for performance
ii. Principal liable to agent for payment and indemnification due to duties

iii. 3rd party can sue the agent or the principal or both

1. E.g., shareholders can sue directors for refusing to do a merger just to save their own jobs

iv. NOTE: Corporate officials may be not liable for actions of corporation.  If agent had authority to perform act, general rule is that agent is not liable, but corporation is
IV. Agency: Shareholders
a. have very few voting rights other than electing directrors

i.  state corporate law Required to vote on fundamental change

1. Mergers
2. Dissolution
3. Changes to the charter

ii. Other requirements of federal law, exchange listing requirements

b. Proposal mechanism ( Mechanisms for shareholders to propose things for voting
V. Agency Law: Directors
d. DE 141, Revised Model Act §801 ( Basic governing principle of corporate structure

e. All corporations must be managed by board of directors (mandatory under statute, except for closely held corporations) 
f. Corporation only needs one director, but large corporations have more
g. Constraints on the boards are more practical than legal
h. collegial body ( Limited action w/o a meeting.  Very rare that a single director can bind the corporation while acting as a directory
i. DE 141 (b) default rule
i. Board acts by voting at a meeting with a quorum present

ii. Quorum is by default a majority of directors (can’t be less than 1/3)
iii. vote of majority of directors is considered an act of the board

j. 2 main general exceptions:

i. action by a conference call DE 141(i), RMA 8.20(b) ( directors can act by any means by which all of the directors can hear each other.

ii. action by unanimous written consent DE 141(f), RMA 8.21 ( written consents must be unanimous

II. Agency: Officers
a. DE §142 ( says you can have officers you want as stated in bylaws  

i. one shall have duty to record meetings

ii. many offices may be held by one person

b. DE 148 ( You need 2 officers to sign documents and stock 

i. Something to certify person’s authority ( incumbency of an officer

ii. Proof that the person is who they’re supposed to be

c. See RMA 8.4(o)

III. Ultra Vires doctrine ( 3 forms of authority for Officers
a. Actual ( “real,” including express and implied authority
i. principal is bound if agent has actual authority
ii. agent’s point of view ( if principal’s words or conduct would lead a reasonable person in agent’s position that principal had authorized him so to act, there’s actual authority.
iii. express authority ( bylaw, resolution
iv. implied ( usually authority to do such acts as are necessary to accomplish what you’re supposed to do (e.g., sign contracts)
b. Apparent ( (not real) liability can result

i. 3rd party point of view -> if words or conduct of principal would cause reasonable person in 3rd party’s position to believe principal had authorized agent, then principal is bound
ii. Principal must make elimits of authority known!
iii. If corporate officer has engaged in certain transaction over and over again, and 3rd party knows that or has done so previously, reasonable to assume officer has authority

iv. Power of position ( certain positions are generally recognized to entail the performance of certain duties so it is almost per se reasonable for 3rd party to believe the person has authority

a. No one title that generates authority of principle supervising executive officer (CEO, President, Chair)
b. make sure to verify power (if transaction is significant enough to warrant it)

v. Ford v. University Hospital
1. Anaconda treasurer (Kraft) guarantees Robin Internationsl’s (CEO is friend of Kraft) debt to GOF.  GOF concedes that Kraft had no actual authority, but argues for apparent authority (reasonable ot assume that treasure has authority.
2. COURT ( Extraordinary transaction (use of corporate assets for non-corporate purpose) puts GOF on notice that they have to investigate .  Court places burden of investigation on the Π who asserts apparent authority
3. Kraft could have bound Anaconda to transaction w/in scope of his authority even if it was fraudulent (e.g. if he embezzled bank loan, Anaconda would have to pay)
vi. American Union Financial (p. 63) ( Secretary sealed and certified fraudulent copy of resolution of boards.  3rd party was entiteled to rely on resolutions w/o investigation
1. it’s the job of the secretary to seal and certify resolutions

2. reasonable to assume she had the authority
3. NOTE: secretary de facto has great power, because it’s her job to maintain records and certify incumbency

c. Real Estate Corp v. Thunder Corp. (Ohio 1972)

i. FACTS: Cohen (owns 80% of Thunder) issued second mortgage on property, but money was paid to Winthrop Homes (Cohen’s other corp.) 
ii. Mortgage was invalid; would have required approval of all stockholders.  
d. Inherent ( “creeping mass of authority that emerges after a while”

i. Least defined area of authority – some pieces not part of traditional agency law

ii. Principal’s Point of View ( Reasonable person in principal’s position would have foreseen deviation that occurred and foreseen that it might be likely

iii. Rationale: don’t want to make people negotiate a contract in which they’ll have to think of every possibility; things will come up we can’t anticipate;  “good faith” idea in contracts
iv. Principal can police activities of agents, and we don’t want to impose too much risk on third parties
IV. Ultra Vires
a. Corporations used to have to list purposes.  1967 ammendment ot DE law allows broadest purpose clause (DE §102(a)(3)) ( “to engage in any lawful act or activity for which corps may be organized under Gen Corp Law of DE.
b. Majority of states asy that by unanimous action shareholder may authoritze or ratify and ultra vire act.
c. DE §124 (supp. 162-63) ( No act of transferednce of coporate property shall be invalid, unless asserted:

i. (1) in a proceeding by stockholder against corporation to enjoin action

1. If a contract is set aside, cout may award compensation for loss or damage resulting from enjoining performance 

2. No damages for anticipated profits

ii. (2) proceeding by corporation or stockholder against incumbent or former offier/director for loss or damage due to unauthorized acts

iii. Proceeding by Attorney 
General to dissolve corporation

d. RMBCA 3.04 ( similar language.  
i. (c) in shareholder proceeding (b)(1),  court may enjoin or set aside the act
a.  if equitable and 
b. if all affected persons are parites to the proceeding, and
c. may award damages for loss (other than anticipated profits) sufferd by corporation or any other party
Duty of Care
I. Basics
a. 2 broad obligations for board
i. Duty of care
ii. Duty of loyalty (conflicts) ( agent has obligation to act in best interests of principal or beneficiary; conflict of interests must be either avoided or cured, or agent is NOT acting faithfully
b. Conceptually ( grounded in negligence theory

i. Can vary in facts of circumstances
1. Duty (owed to Π), 
2. breach (by conduct of ∆ - fell below standard of reasonableness), 
3. causation (proximately caused by conduct), 
4. injury
ii. directors may incur personal liability
1. exchange for discretion afforded by courts
2. Companies may DNO insurance to cover directors
iii. contract may remain in force if duty is violated
c. NOTE: Directors do not, cannot and should not manage daily affairs of company; set strategic goals and set up monitoring system
II. Business Judgment rule

a. Shlensky v. Wrigley (Ill. 1968) ( Stockholder says directors are being wasteful by not putting in lights!
i. Claim was dismissed because there is no fraud, no illegality, no conflict of interest ( directors made their decision in good faith
ii. Business Judgment Rule (P. 77) ( presumption that directors are acting in good faith and in best interests of corporation.  Π must overcome presumption in favor of board’s judgment
1. Policy concern: institutional competence: As between institutional competence of the courts and the competence of the board of directors, we would rather err on the side of the board.
2. Policy concern: encourage forward looking decisions (risks) on behalf of corporation: unprotected board would have incentives not to do anything; risk-averse boards would put assets into treasury bills and collect interests.  Benefit of the doubt encourages boards to act.
iii. Proximate cause ( Π Must show that there is actual harm (not speculative), i.e., negative affect on net earnings ( Court says Π does not do this
b. NOTE: General mismanagement case is the hardest to bring: No specific transaction to show
c. Miller v. AT&T  (3rd Cir. 1974) ( – collection of debt normally falls under business judgment rule.  Shareholder derivative action against board after Board failed to collect debt for services to DNC ( alleged breach of duty, illegal $1.5 million contribution
i. Holding: survives motion to dismiss, but on thin grounds
ii. If illegal political contribution, there is breach of duty

iii. Failure to collect a debt falls under business judgment rule

1. debt is an asset, and directors have authority to allocate assets 

2. May not collect on debt for various business reasons 

iv. Court makes it almost impossible for Π to win; must prove: Contribution for purpose of influencing outcome of federal election.  
1. no document that says political contribution 

2. would have to prove no other legitimate motive

III. Smith v. Van Gorkom (De. 1985)
a. Significance: 
i. First in series of cases dealing with fiduciary questions, but principles apply to duty of care analysis generally
ii. Major statement by DE Supreme court about how board should function ( provides a roadmap for lawyers 
b. FACTS: company (Transunion – rail car leasing co.) had unused investment tax credits (ITCs) and extra cash after deductions for depreciation.  Van Grokom (CEO) and Board offer Pritzker stock lockup deal.  Board approves agreement w/o reading it; Van Gorkom signs it in his box at the opera.  
c. Holding: violation of Duty of Care

i. Requirements to get business judgment protection

1. Informed
2. Good faith
3. Honest belief that it’s in best interests of the company
ii. Standard of liability is gross negligence
1. They failed to become informed 
2. Must have informed themselves of “all material information reasonably available to them”
iii. Moves beyond business judgment to look at predicate judgment

iv. Decision Making Process was inadequate

d. Court is interested in the process they used to get the number. 
i. Knew a lot about company and knew nothing about this deal
ii. When “betting the company” make sure they know as much as you can
iii. Premium over market is not enough to show informed decision
e. NOTE: informed shareholder vote could have cured uninformed board action (p. 95)
f. NOTE: court implies different standard for outside vs. inside directors

i. Inside directors presumed to have greater familiarity with company
ii. outside directors would have to rely to greater extent on what their officers tell them
iii. DE §141(e) ( directors are entitled to rely on expert reports by accountants, counsel, etc.: no real reports in this case
g. Dissent: Directors were qualified to make the judgment, did nothing wrong:
i. 116 years of combined experience, 69 years as directors, 4 CEOs, 1 economist, Professor at Yale, Dean at Chicago
ii. They acted because they: Trust van gorkom, Know the company
iii. Premium was so high, it shouldn’t matter
iv. They relied on Wrigley standard (which they met)

h. Effects ( investment bankers get lots of work, attorneys change how they advise boards considering merger: lots of process!
i. Legislative response: § 102(b)(7) ( allows charter provisions that eliminates personal liability for directors for money damages in cases of breach of duty.  Cannot eliminate for breach of :
i. Breach of Duty of loyalty

ii. Acts/omission NOT in good faith,  intentional misconduct, knowing violation of law

iii. Unlawful distributions ( Transaction from which director extracted improper personal benefit 
j. On Remand ( Court determined that $1-2 additional per share should have been paid: $23 million total liability, only $10 million covered by directors’ liability; Pritzker came in and paid $13.5 million for directors
IV. Duty to monitor as party of duty of care

a. Three factors that make duty to monitor part of duty of care
i. Onus placed on board by law and courts

ii. Need for relevant and timely information

iii. Potential impact of federal sentencing guidelines (risk of aggravated sentence if you don’t have proper system)

b. Standard of obligation  of board in today’s world: exercise good faith judgment that corporation’s reporting system is adequate in concept and design to ensure that relevant information will come to their attention in a timely manner in the course of normal operations
c. Caremark:  Provider of health care services, cost of which was reimbursed by Medicare and Medicaid made agreements with physicians to buy medicines sold by Caremark, or refer patients to Caremark facilities.  Company pleas guilty to civil and criminal charges and pays $250 million in penalties.  Πs’ claim directors allowed situation to develop and continue which exposed corporation to liability.  Violated duty to be “active monitors of corporate performance” ( failure to act in the company’s interests
i. Result ( Board met their obligation (they were on top of it – had system, reviewed it and revised it): Internal audit plan, Employee guide to contracting relationships, Audit committee received information from Price Waterhouse, took additional steps to increase supervisions
d. Designing monitoring procedures:
i. Hire experts: lawyers and accountants
ii. Outside auditors do most of the compliance monitor design work
iii. Often hire people as residents in general counsel’s office
e. Latest word
i. Disney litigation ( Chancery opinion of Aug. 2005, On Appeal to DE Supreme Court 
1. Orvitz fired for no cause, cost $140 million
2. opinion reaffirmed business judgment rule and allowed directors to be protected
ii. acting in good faith is central
iii. failure to act in good faith my be found where fiduciary intentionally acts
1. with purpose other than best interests of company
2. in violation of law
3. failure to act in the face of known duty (conscious disregard of duty)
iv. board may rely on compensation committee unless:
1. reason to suspect a problem

2. significance of matter would raise required behavior standard

3. conflict b/w comp and 1 of its officers raises level of care

Duty of Loyalty
I. Duty of Loyalty
a. Based on Conflicts of interest

i. Concerned about director/board context:

ii. Fiduciary duty ( obligation to think of interests of other party: power/dependency relationship, potential for abuse
iii. Many conflicts that we don’t care about ( all kinds of everyday tradeoffs are not important (not disabling conflicts)

b. Fiduciary obligations vs. Need to participate in “conflicted transactions”

c. Ways to resolve the problems (4 views):

i. old rule ( all conflicts are disabling

1. p.114, n.53: CARDOZO ( “A trustee is held to something stricter than the morals of the marketplace.  Not honesty alone, but a punctilio o fan honor the most sensitive is then the standard of behavior.”

2. PROBLEM ( eliminates too many transactions, including those which are beneficial

ii. Internal corporate mechanism (process questions)

1. disclosure – make sure decision-makers are not conflicted and had sufficient information (  informed consent

2. reflects a view that not all conflicts are disabling

3. Use existing structures to vet the transaction

iii. Use a referee ( independent third party (not necessarily a court) to make determination on transaction; not all conflicts are disabling, but structure makes parties incapable of objective decision
iv. Let it all go ( just apply business judgment rule

d. IN PRACTICE:

i. Loyalty violation voids the contract
ii. Duty of care issues can lead to damages, but contract remains in force
II. Cookies Food Products v. Lake Warehouse Distributing, Inc. (Iowa 1988)

a. Interested director contracts

b. FACTS: BBQ sauce: ∆acquires 53% of Cookies (controls 4/5 of borad seats), and controls Lake (exclusive distributor).  Π challenges deals as wasteful: breach of duty.  ∆ gives sellf compensation: royalty for taco sauce, “consulting fees.”  Lake distributorship agreement gets extended and enriched, requires Cookies to pay for short-term storage at “going rate”
c. NOTE: Shareholders were locked in – Herrig has no incentive to cater to them, and no buyer has any incentive to invest in minority stake.
d. Court ( No finding of breach of duty

i. duty of loyalty attaches when he assumed controls (1981); before that business judgement rule
ii. Standard of Law ( earmarks of arms-length transactions: bargaining by both sides, arrival at reasonable price

iii. Mere possibility of profit is not enough to be liable
iv. Even if we assume Cookies could have acquire at lower prices, NOT convinced that prices were unreasonable or exorbitant

v. P.120 ( “Reality is that Cookies company is profitable.”  In times of economic disaster, company is example of success: investments have multiplied 4-fold, new jobs,  good product at fair price

III. DE 144 ( conflicts. 
a. (a) No contract is voidable solely because officer/director is officer director of or has financial interest in other party, if:
i. Disclosure of relationship/conflict and vote by majority of disinterested directors (even if less than quorum)

ii. Disclosure of conflicts and good faith approval by shareholders

iii. Contract is fair

b. (b) Common or interested directors mayb e counted in presence of quorum of board or committee meeting that authorized contract/transaction

IV. NY and CA statutes
a. Mere conflict cured by meeting statute
b. fairness standard if conflict not cured

i. CA ( “just and reasonable”
ii. DE ( “Fair” 
iii. NY ( “fair and reasonable”
iv. Which statute would minority shareholder prefer to apply

c. Disclosure
i. NY requires only that shareholders be aware of conflict
ii. DE and CA have more complete disclosure standard; require disclosure about all material elements of transaction

d. Voting

i. NY must have quorum of minority shareholders, or unanimous if not a quorum
ii. DE only need majority of disinterested directors (even if less than quorum)
e. in sum ( DE has higher disclosure requirement, but acceptance vote is easier
i. CA ( goodfaith shareholder vote (majority of disinterested)
ii. DE ( “shareholders entitled to vote thereon.  Transaction must be specifically approved”
f. Shortcomings of statute ( only address problem of director being on both sides of transaction; doesn’t address all loyalty problems.
V. Parent – Subsidiary relationship (Sinclair Oil Corp. v. Levian)
a. Courts are tough on Squeeze out mergers

b. Extra step ( Π must prove self-dealing in order to take away business judgment protection

c. Sinclair  (  Sinclair owns 97% of sinven, rest is owned by Π.  Appoints all Sinclair insiders as Sinven board member.  Π made three claims: paid huge dividends because parent needed cash, didn’t allow Sinven to take expansion opportunities,  cused Sinven not to pursue breach of contract claims
i. Court: If you find contract with self dealing, apply intrinsic fairness test with shift in burden of proof
1. Imbalance ( “parent has received a benefit to the exclusion and at the expense of the subsidiary.” (benefit/detriment test):
2. Need to find self dealing ( structural conflict doesn’t tell us when there is self dealing
ii. 1st claim ( Dividends (  no self dealing; Subject to business judgment rule.  Dividend declared for all shares; minority shareholders got their expected profits as well
iii. 2nd Claim ( Corporate opportunity: SC denied SV opportunity to expand; not reviewed b/c no self dealing, Π offered no proof of opportunity foregone
iv. 3rd Claim ( Breach of Contract: caused Sinven not to act on breach of contract claims.  Sinclair received  benefits, but Sinven did not.  No Business Judgment Rule.  Sinclair failed to show that causing Sinven not to enforce contract was intrinsically fair (failed fairness review)
d. Use of 2-step alanlysis: create adiditon hurdle for Π, otherwise everything would be challenged
VI. Corporate Opportunity Doctrine
a. Claim based on transaction that did not take place., but Π believes that it should hav
i.  “occurs when corporate manages take for themselves that which allegedly belonged to corporation and would have allowed it to expand financial opportunities or decreased financial burden”
ii. would have affected business in material way
b. DE’s Guth Test (come to be called “line of business” test)
i. officer or director is conflicted and can’t take opportunity when i

1. corporation is financially able to undertake, and 
2. It is in line of business of corporation
ii. Guth Corroloary ( OK to take opportunity if corporation has no expectancy.  This happens when:
1.  opportunity comes to director in his individual capacity (as opposed to official capacity), and
2. opportunity is not essential to corporation, and
3. if “officer/director has not wrongfully embarked corporation’s resources therein”
iii. Test vs. Corrolary
1. Test ( about line of business
2. Corrolary ( about the capacity in which opportunity comes
3. Nature of opportunity is analyzed differently depending on capacity in which individual is presented opportunity
c. Corporation capacity in which you act is crucial.  It determines:
i. Propriety of actions, what liability you will face
ii. power that you have (things you can do as director but not as shareholder, as officer that you can’t do as a sole director)
iii. In this  Rapistan, facts make claim of offer in individual capacity suspect
iv. Once you find individual capacity, test for opportunity goes way up (“essential,” “existing interest or expectancy,”  “indispensable” “deprivation threatens viability,” “urgent or viable need,” “fits into established corporate policy”)
d. Use of corporate assets ( cash, goodwill, facilities, corporate time (compensated time)
i. TEST ( significant use of corporate assets; and direct and substantial nexus or causal connection
e. Rapistan v. Michaels (MI 1994)

i. FACTS:  Three managers of Rapistan (subsidiary of Lear-siegler holdings) leave company and help new employer acquire third company.  Π claims that Rapistan should have had opportunity to acquire Alvie.  
ii. Holding: no liability – opportunity was presented to them in their individual capacities, invokes Guth test
iii. Policy: Courts Protect officers of companies, because they favor the individual’s right to work at most chosen place of business
f. Burg v. Horn (2d Cir. 1967 ( applies NY law)
i. ∆s formed corp (Darand) to help Π get their feet wet in real estate business.  Π knew that ∆ had similar business, but expecte ∆ to still favor new business with good properties; no agreement to that effect
ii. Distinct from Rapistan:
1. Corporation formed differently
2. Πs know that ∆s had competing interests
iii. Court ( “Under NY law, a court must determine in each case, by considering the relationship between director and corporation, whether a duty to offer the corporation all opportunities within its ‘line of business’ is to be implied”
1. Π knew that ∆ had other  businesses
2. can’t imply duty to offer Darand all properties w/o out evidence of an agreement or understanding to that effect.
iv. HAYS dissent ( draws on “punctilio of honor” test
1. Concerned about slippery slope
2. Burden of proof should be on conflicted party 
g. Alexander & Alexander of N.Y. v. Fritzen (NY 1989) ( execs from Π’s property and casualty insurance co learned that major client needed life insurance.  ∆s formed their own company and made $750k.  
i. Court found no corporate opportunity.  
ii. Employer’s responsibility to determine strategic expansion
iii. Π made no showing of an expectancy, tangible or otherwise, in the life insurance business, that such business was eesential or necessary, or even that they would’ve gone into the business if Πs had not.
h. ALI § 5.05 ( What is a corporate opportunity?
i. Can’t take corporate opportunity unless
1. first offers it to the corp. and makes disclosure concerning conflict of interest and opportunity
2. it is rejected by the corporation, and
3. either

a. rejection is fair to the corporation;
b. opportunity is rejected in advance by disinterested directors (or in case of senior exec by disinterested superior) in manner that satisfies business judgment rule, or
c. rejection is authorized in advance following disclosure by disinterested shareholders, and not equivalent to waste of corporate assets
ii. Only applies to directors or senior officers
iii. Definition of corporate opportunity §5.50(b)
1. “in connection with performance of functions as directory or senior executive”
a. Any opportunity which is coming your way as a director
b. or which you should understand is being brought to you because of your position with company
c. Or comes to you through corporate information or property
d. Or closely related to business in which company engages or expects to engage
iv. ALI applies most strictly to inside directors and senior executives
v. ALI is aspiration to an extent, but it reflects doctrinal rationales
vi. Once there is disclosure and board rejects, still have duty not to compete if you remain, but no duty to stay and forgo opportunity with competitor
i. Policy reasons for allowing people to leave:
i. Entrepreneurialism
ii. Freedom of mobility
iii. Courts don’t like to develop rules that make people stay at jobs they don’t want to be at, or quit and have to work in a less valuable situation where talents aren’t really being exploited
j. Historical development
i. Original fiduciary cases were all very tough: punctilio language 
ii. Over time developed concept of director as less than trustee but more than independent contractor
iii. Periods of rapid economic expansion made courts look more kindly at officers and directors who want to branch out 
iv. Today ( corporate opportunities viewed in procedural and disclosure context: prefer disclosure mechanisms (like securities); don’t want courts making these decisions
k. In re eBay ( “Spinning” case; 4 eBay directors were allocated shares in hot offerings by underwriters in hopes of getting future business; Πs claim that opportunity to get stock should be given to eBay corporation, not by the individual directors  Court held this was a corporate opportunity
i. Line of business (p. 9-10) ( investment is a line of business in which eBay was already engaged
ii. Capacity in which ∆s received offers ( because of their positions 

1. purpose of the share allocation was (1) to reward ∆s for having hired Goldman to manage public offering, (2) to induce them to bring future business
2. Chandler says relationship was formed in corporate capacity
iii. Garden variety breach of duty of loyalty  ( like a bribe, taking commission to bring business to Goldman; creates immediate and direct pecuniary conflict
iv. Distinguished from other cases: ∆s were fulltime employees, didn’t leave eBay to start another business; activities relied upon by an enormous number of investors
v. Epilogue ( Case settled: ∆s Paying $4 million to eBay, Goldman paying eBay $400,000, Spinning is now illegal
Corporate structure
I. Need to understand how the corporate structure will allow you to bring into effect the various goals of the bodies:

a. Understand the business deal

b. What’s being put in

c. What they want to get out and why
i. Control

ii. Equity

iii. Income/employment

iv. Limited liability

v. Growth business ( gazelle, venture capital
1. Will require more capital and investors coming in

2. Even if not a gazelle, you’ll need to hire more employees, acquire more assets, etc.

vi. Stable business ( lifestyle company; nice, stable cash flow – live wherever you want, play tennis when you want)

vii. Transferability
viii. Tax Position
d. Protection ( How much do the parties trust each other?  
e. How to change corporate form in order to actualize the goals

II. Where to incorporate ( Delaware or home state

a. Small company doing business in one state should probably incorporate in home state; don’t want to pay more than one set of taxes or fees

b. Once company does business in more than one state, will have to qualify to do business in those states, DE starts to make sense ( law is most widely known, most comfortable for market, Nobody has facilities in DE
c. California ( corporate law is different

III. Capital structure
a. Three factors (tradeoffs): Balance of “fear and greed”

i. control

ii. return

iii. priority ( If company goes under, who gets paid first?

b. Equity: Stock

i. Common stock vs. Preferred stock

ii. Characteristics of concern:

1. votes (control)

2. dividends on stock (ongoing return on investment)

3. liquidation preference ( if there’s a liquidation, who gets
iii. Preferred stock ( can have a return (stated dividend) which looks just like an interest payment. If dividend isn’t paid, unless it accumulates, it evaporates. This is preferable to debt because if it comes down to it, dividend doesn’t have to be paid—no defaulting

1. Cumulative preferred ( carries over as an obligation to the next year

2. Participating preferred ( stated dividend amount entitles you to that amount of dividend, but not more. So if you want to participate in the growth of the company, you don’t want this because there is a limit on how much return—but less risky. 

3. No maturity: debt is owing at a specific time. This is an equity instrument—no maturity.

4. Liquidation preference: gets paid out before common stock.

iv. Consideration of Shares: Board of Directors gets to decide what counts as consideration for the shares
v. Par value of Shares: Historically, it is the minimum value that is meant to be in the corporation. Today, shares are issued without par value. If stock is issued with par value, that is the minimum you can charge. This is irrelevant to the market value of the stock (or the “true” value), and refers only to the initial issuance. Principal function of par value today is to define what goes into the “stated capital account” 
vi. Other alternatives: non voting common 
1. Another class of common, non voting common
2. Offer Lindsay a compensation package
c. Debt ( heavy use of debt can indicate that industry is mature (e.g., tech companies have begun debt financing)
i. Lenders look at:

1. Current equity/assets

2. Potential earning stream has present discounted value

3. Probability of default 
ii. Coupon or interest rate (ongoing current return)

iii. Maturity ( comes to an end at repayment date (term, maturity date)

iv. Secured debt ( lender has first call on particular assets

v. Priority in repayment over equity
1. ranking of different classes of debt

2. most senior debt (secured debt) gets paid out first

3. principal tells you how much you’re allowed to get back during liquidation

d. Hybrid instruments ( combinations of various characteristics

IV. Structural documents:

a. Hierarchy of documents:

i. Sttute

ii. Charter/certificate

iii. Bylaws

iv. Board resolution

b. Certificate v. bylaws

i. cert is public, bylaws are not

ii. cert only amended by vote of stockholders; can be formally demanding and (in public company) can be time consuming
c. Cert of incorporation vs. articles of incorporation: little but significant difference: if you call it “articles” in DE, it won’t be accepted, Sec of state offices are willing to reject filings for non-compliance with technical requirements of statute
V. Charter Requirements ( DE § 102(a) and Model Act 2.02 
a. Name: DE § 102(a)(1)
i. DE requires designation at end of name that implies corporation (corp, Inc, ltd, club, foundation, etc.)
1. England ( PSC
2. France, PS
ii. Revised Model Act ( name must meet requirement of Sec 4.01
1. corporation, corp, company, inc or limited
2. Can’t use club, association, etc.
iii. In NY, you can’t even use the word company (corporation, inc, limited)
iv. name must be different from other companies that are organized in that state or registered to do business in state (See DE 102, RMBCA §4.01)
v. Reality ( Do search for corporation names and reserve name (DE holds for 30 days)
b. §102(a)(2) Location of registered office in state and agent at such address

i. Revised model act ( street address of initial office and registered agent ( separate section requires registered agent in state

ii. Used for: franchise fees, taxes, service of process

iii. Service agents often provide registered agents

c. §102(a)(3) Nature of business to be conducted/purpose

i. DE ( can just say “any lawful activity for which corporations may be organized;” if you limit purposes have to change charter to diversify
ii. Model Code ( must say an interest

iii. Check to see if you need a real purpose clause

d. §102(a)(4) ( shares of stock (values, # authorized, etc.)

i. Total # of shares authorized to issue

ii. Par value of each of such shares (Or Statement that all such shares are to be w/o par value)
iii. Total  # of shares issued and outstanding

iv. If you’re going public, then what need authorized but un-issued stock.  If you’re not going to be on board, only mechanism of controlling growth/use of equity is to keep # of authorized but un-issued shares low

v. As a practical matter, keep it low and easy to amend later.  Filing fees are based on # of shares authorized

vi. Describe different classes of stock ( Designate rights and obligations of preferred classes of stock
e. 102(a)(5) ( name and mailing address of the incorporators:
i. Most junior lawyer on a project is usually the incorporator
f. Signature and acknowledgement ( DE 106: All documents must be filed according to requirements of statute
g. Optional features of charter 102(b), RVMA 2.02

i. DE 102(b) ( anything else that is not prohibited by law
ii. Permissive provisions

iii. 102(b)(7) ( Limitations of personal liability for breach of duty of care 

VI. Getting your corporation up and running

a. Must issue shares

b. Incorporator either: elects board and retires, or elects board and adopts bylaws and retires
c. bylaws matters: corporate seal, voting

d. choose between putting things in bylaws (private and easily amendable) or charter (public)

e. Keep track of your shares and who owns them ( can get lots of rights if company goes public: Lawyer usually holds corporate notebook
Disregarding the Corporate Form

I. Disregarding the corporate form (“Piercing the Corporate Veil”)
a. Corporation is treated as a separate legal entity (from stockholders, directors, officers, etc.):  Incurs obligations and Liability, Represents itself, can be present in court, can sign for things

b. Entity theory is basis for limited liability

c. UNLESS there is reason not to treat the corporation as separate entity
d. Clash of competing values: limited liability vs. compensating victim
e. Benefits of limited liability:
i. Lower risk ( Investor liability is limited to value of investment

ii. Allows aggregation of capital ( reduced risk encourages investment
iii. allows for riskier activity than individual risk preferences
iv. Lowers monitoring vertical costs ( less risk means less need to be constantly involved
v. Eliminates horizontal monitoring costs: don’t need to know about other investors:  Who are they?  What assets do they have?
vi. LOWERS OVERALL TRANSACTION COSTS
vii. Standardizes price ( if risk is proportional to investment, everyone buying same instrument will pay same price
f. Problem with limited liability ( Permits excessive risk taking 
i. corporations can incur costs which they can externalize 
ii. people would do things they wouldn’t be willing to do as individuals
g. Different theories for piercing the veal:
i. Inadequate capitalization
ii. Intermingling theory ( didn’t observe formalities; corporation was treated as shareholders’ personal property
iii. Fraud-based theory 
iv. Limited examples of “legislative piercing”
II. Inadequate capitalization ( Kinney shoe corp v. Polan
a. FACTS:  Polan owns Industrial and Polan Industial (PI); Π leases to I; I subleases to PI.  PI doesn’t pay I.  Kinney judgment against I for $166K, but PI declares bankruptcy.  Π seeks to collect from Polan himself
b. Court  ( PIERCE THE VEIL
i. Two prong test:
1. Alter-ego theory ( corporation has no “separate personality”
2. Fairness ( If they are treated separately, would there be an equitable result 
ii. Corporation is nothing but a shell -( No assets, Industrial had no capital, Polan bought no stock, didn’t invest money
iii. No formalities observed: kept no minutes, elected no officers, no shares were issued
iv. “Nothing in, nothing out, no protection!”
c. Reality ( Kinney probably knew Industrial was a vehicle created for purpose of entering into the lease; easily could have looked 
d. Note 2 ( almost all cases combine inadequate capitalization with another element (in this case intermingling).  Too hard for courts to determine appropriate level of capitalization
III. Walkovsky v. Carlton ( cab case
a. FACTS:  Π is hit by a camp which is being negligently operated.  Corporation which owns cab has assets consisting of 2 cabs (morgated), statutory minimum insurance ($10,000), medallions that are not subject to being taken for satisfaction of creditors.  ∆ is the single shareholder, owns 9 other corporations w/ same assets.  
i. Π has judgments against driver and corporation, but insufficient assets 
ii. Π wants to reach through to owner of corporation
b. Π’s claim ( All corporations were operated as single enterprise; entire structure was intended to and does operate a fraud on general public
c. COURT ( found for ∆ (5-2) against piercing ( horizontal vs. vertical integration 
i. Mangan ( Terminal operating corporation was running cab companies, and one of them injured Π, BUT Pierced veil to get at larger corporate entity (NOT individual); horizontal intermingling 
ii. This Case ( Making horizontal (NOT vertical) claim
d. Dissent ( More important to provide recovery for injured Π 
i. “A participating shareholder of a corporation vested with a public interest, organized with capital insufficient to meet its liabilities which are certain to arise in the ordinary course of the corporation’s business, may be held personally responsible for such liabilities.”
ii. Outs to maintain limited liability
1. income insufficient to cover insurance premiums over statutory minimums
2. initially adequate finances dwindle under pressure of competition, bad times, or extraordinary unexpected liability
iii. Verdict should be determined on standard of what company should have done to prepare for risks
iv. Keating ( fraud is imposing risks outside the company that should have been maintained within the company

e. NOTE: Hardest fact of the case ( Legislation only requires $10,000 insurance for each cab
f. Had the Plaintiff requested that they consolidate the companies would have yielded a result in his favor ( courts are much more likely to pierce intra-corporate veils than between a corporation and its individual shareholder
g. Is discomfort with the case actually based on certain assumptions about the parties?

IV. Piercing the veil in public companies

a. FACT:  Corporate veil of public companies is never pierced, even to reach largest shareholders, because that type of abuse we’re looking for is hard to commit

b. Exception:  Corporate-subsidiary case

i. No legal bars to wholly-owned subsidiaries

ii. In parent-subsidiary context, some people argue that excessive risk taking is encouraged by “double layer” of insulation

c. Bartle ( Corporation established to develop low-cost housing for members (veterans)
i. Majority won’t go through veil unless there is fraud ( will not pierce unless they think the corporate form is being abused, reluctance to second-guess business judgment
ii. Dissent ( “alter ego theory:” Subsidiary had same directors and same management, Was merely an alter ego of corporation

1. Usually this theory requires some messing around of the assets (intermingling) between shareholder of the company

d. Courts will pierce more often in contract claims than in tort claims

i. Contract claims are foreseeable, don’t arise by operation of law, can be negotiated, extend over time, paid out of operating expenses (not even paid out of profits

Securities Regulation

I. Securities Regulation
a. Two important statutes
i. Securities Act of 1933 (Securities Act, or ’33 Act)
ii. Securities Exchange Act of 1934 (Exchange Act, or ’34 Act)
iii. Passed in response to the depression, Tried to correct problems that caused the fall out
b. Superimposed upon two systems
i. self-regulatory systems by stock exchanges

ii. State regulatory system (“Blue Sky Laws”)
c. ’33 Act ( Regulates primary market transactions

i. principal players are issuers, underwriters and dealers
ii. Essentially a disclosure system Prospectus, Registration statement
iii. All public offerings must be registered with SEC
d. ’34 Act  (intended to regulate secondary markets (not secondary offerings)
e. 3rd and 4th markets
i. 3rd ( after hours trading (used to be confined to West Coast)
ii. 4th ( Institutional investors trade pieces of portfolio with each other; networks 
iii. All these markets coexist, affect each other and are connected by regulatory mechanisms
f. 3 main mechanisms to regulate markets:

i. Requires markets to register
ii. All market professionals must register with and become members of a national securities associations (NASD)
iii. Markets have regulatory power over members
g. Debate on efficacy of self-regulation (SRO) vs. federal regulation
i. Congressional compromise ( keep Wall St. from opposing the Exchange Act
ii. Some efforts have saved SEC time and money
iii. But is it the “fox guarding the hen house”?
II. Disclosure for public companies.  
a. 3 markers of registration (p. 313)
i. 500 shareholders and 10 million in assets
ii. Regulary reports: 10-K, 10-Q, 8-K
iii. Proxy statement must be issued before meetings 

b. System is called “continuous disclosure,” but it’s really periodic disclosure 

c. Prohibits certain fraudulent actions ( vague statute allows SEC and courts do determine what ocntistutes fraud
d. Congress edits ’34 Act (not ’33 Act): insider trading, creation of single unified national market system (still an aspiration), SOX

III. Listing Requirements of the Markets

a. SROs primarily regulate their members (i.e., broker-dealers)

b. Company cannot trade w/o a listing agreement, terms are:
i. quantitative ( size, # of shares, share price, liquidity (NYSE has highest standard)

ii. Qualitative – corporate governance requirements not otherwise required by state and federal law

c. In theory these are contractual standards, but de facto, they are necessary to be a publicly traded company
d.  Basic anti-fraud provision: 10b-5

i. 10b and 10b-5 reach any transaction in connection with purchase or sale of securities (small or large, private or public)

ii. Rule 10b-5 ( Employ a device , Made untrue statements of material fact, or omissions; Engage in act, practice, course of business which operates as a fraud or deceit upon anybody

iii. Simply need interstate commerce nexus (easy to find)

IV. Ripeness: Company has no duty to disclose before information is ripe (they have a firm number from accountants)

a. Policy ( must give companies an opportunity to get a handle on information (with due diligence) before we require disclosure
b. Fiancial Industrial Fund v. McDonnell Douglas :  Π (mutual fund) bought a ton of McDonnell Douglas Stock and it drops 2 days later when ∆ announces earnings decline.  Π claims that ∆ violated Rule 10b-5 through silence (omission).  Court Holds that Company “exercised and due diligence in the ascertainment, the verification and the publication of the serious reversal of earnings in May.”  Π fails to show there was a duty to disclose sooner

c. SEC has established triggering events that require disclosure (“duties to speak”).  Aside from those, management retains discretion about whether or not to disclose

d. Ripeness ( “information must be ‘available and ripe for publication’ before there commences a duty to disclose.”
V. Materialiaty is the threshold for application of federal securities laws

a. Disclosure requirements include Certain basic information (e.g., location of plants), plus a Penumbral area 

b. Soft information” ( Speculative/contingent information (projections).  This is often the information the market really wants

i. managements views on how things will go

ii. transactions that are in consideration

c. Basic v. Levinson ( Basic was involved in mereger negotiations, but made affirmative denials to the media. Πs who sold stock before the deal was announced sued because they missed out on merger premium.  6th Cir held making a materially misleading statement turns the subject of that statement into something that is material.  Explicitly adopts TSC materiality standard: 
i. “Substantial likelihood 
ii. that disclosure of omitted fact 
iii. would have been viewed by reasonable investor as having significantly altered 
iv. the ‘total mix’ of information made available”
v. Balancing Test:

1. probability that the event will occur, times

2. participated magnitude of the event

vi. Lesson ( Say “no comment;” no affirmative denials of true facts.
d. Duty to Correct, Duty to Update
i. Duty to Correct: must correct affirmative misrepresentations

ii. Duty to Update: Disclosure that was true when made, but due to changing circumstances, no longer true. Must update if the statement has a forward intent and connotation upon which parties may be expected to rely. 
iii. Backman v Polaroid (pg 329) ( Polaroid issues a press release announcing that Polavision costs substantially exceeded revenues; stock price plummets. Πs claim that as of January, Polaroid failed to disclose adverse developments with regards to Polavision inflated the market price for Polaroid shares (In February, they did disclose). 
1. Holding: report’s relatively brief mention of Polavision difficulties became misleading in light of subsequent information acquired by Polaroid. While brief, the report was still correct. 
e. In re Time Warner Securities Litigation (pg 333) (After hotly contested merger, Time took on a lot of debt.  Sought to reduce debt by announcing seeking “strategic partners” to make equity investments in the company, but it didn’t work.  Subsequent Rights offering was highly dilutive.  District court finds for ∆s.  Circuit Court Holds the allegations of nondisclosure survive the motion to dismiss.  
i. NO affirmative misrepresentations ( statements can’t be material if they’re not traceable back to company.  Investors will discount such material if there’s no source.  Company has no obligation to comment on information from third parties
ii. Duty to update and nondisclosure. Duty to update opinions and projections may arise if the original opinions have become misleading due to intervening events. 
1. Company has chosen to speak about a material 
2. Duty arises whenever secret information renders prior public statements materially misleading (p. 335)
3. Having publicly hyped strategic alliances, Time Warner may have come under a duty to disclose facts that would place the statements in a materially different light.
iii. Court is concerned about too much litigation ( “do NOT hold that whenever a corp speaks, it must disclose every piece of information in its possession that could affect price of its stock”
f. Texas Gulf Sulfer (  mineral explorations in Canada.  Company decides to keep information secret in order to buy up surrounding land as cheaply as possible
i. Timing of disclosure of material facts “is a matter for the business judgment of the corporate officers entrusted with the management of the corporation” (Attorneys are good at deciding valid corporate purposes, so not much litigation
ii. Opinions and Materiality: Virginia Bankshares v. Sandberg ( : directors of target company tell target shareholders that acquiring co is offering “high” value and “fair” price.  
iii. Πs’ claim ( disclosures in proxy statements (which must precede shareholders meeting) are falsely misleading.  Price was below book value because of appreciation of certain assets
iv. Defense ( These statements are mere opinions

v. Court ( Statements of Opinions can be material if
1. made by people whom Πs are entitled to rely (i.e.,  board members)
2. Treated as statements of fact that can then be proven false: Can verify statements of value of company
3. non-actionable opinions ( things that you can’t verify through objective factual information

VI. Standing ( Blue chip Stamps
a. FACTS:  Trading stamps company forced to sell stock, but Πs didn’t buy

b. Πs Alleged that prospectus was intentionally misleading ( too gloomy because they didn’t want all these people buying out their company
c. Court ( Πs have No right to action
i. Must be a buyer of a seller in order to have right of action
ii. Policy rationale ( vexatious litigation
VII. Reliance
a. Close Relative of Causation 
i. Transaction causation is actually reliance (caused this particular transaction) ( “but for” proof of reliance
ii. Loss causation is a form of proximate cause
b. Affiliated UTE citizens of Utah v. US ( Agents at first bank of Utah sell stock in tribal assets for members; Owe duty of disclosure.  Sell shares to non-Indian buyers at higher price and pocket pockets
i. Omission case ( no misstatement was made; they were silent.  Is it possible to rely on omission:
ii. ∆ ( nothing to rely upon.  Can’t meet reliance requirement
iii. Court: do NOT need to show reliance in fraud of omission.  Reliance is presumed in omission cases (rebuttable presumption)

iv. Duty to disclose is the surrogate for reliance
v. NOTE: Face-to-fact transaction makes case unique
c. Basic v. Levenson ( reliance on affirmative misleading statements.  Fraud on the market theory
i. Rebuttable presumption ( semi-strong ECMH
1. market price will incorporate all publicly available information
2. How could you rebut the presumption?
ii.  “Who would rely on crooked craps game?”
iii. Narrow holding: In a case of misstatement, causation is presumed 
iv. 6th Cir elements of fraud on the market claim (note 27)
1. Public misrepresentations
2. Material
3. Traded on efficient market
4. Would induce reasonable relying investor to misjudge value of shares
5. Π traded between time bad information hits market and curative disclosure gets reflected in price
d. Rebutting the presumption (open market affirmative misrepresentations)

i. Market doesn’t reflect the fraud (market makers knew truth)
ii. Investor doesn’t believe market price is correct

iii. Corrective statements issued

iv. Π might have sold for unrelated reasons
e. In summary: Only place you have to show reliance is affirmative misrepresentation in face to face transactoin

i. Face to Face transaction
1. Omission – apply Affiliated Ute → no reliance requirement.
2. Affirmative misrepresentation – must show reliance.
ii. Open Market
1. Omission – apply Affiliated Ute → no reliance requirement.
2. Affirmative misrepresentation – presumption of reliance – Basic
f. Affirmative  misrepresentation vs. omission cases: Many statements can be characterized either way
i. Π wants Misrepresentation ( can use fraud on the market
ii. ∆ want omission ( harder to prove (fiduciary duty to disclose??)
VIII. Scienter (
a.  Ernst & Ernst v. Hochfelder (1976) ( E&E is an accounting firm auditing accounts of small brokerage house.  President of brokerage house was stealing the money, committed suicide, so Πs sued E&E (president and brokerage house were gone)
i. Πs’ claim ( E&E aided and abetted president’s violation by failing to discover the secret accounts; “negligent nonfeasance” by E&E
ii. Holding: No private cause of action in absence of proof of Scienter; Scienter does NOT mean negligence
iii. Plain Meaning argument: “manipulative or deceptive device or contrivance” implies deliberate misconduct
iv. 10b-5 cannote exceed 10(b) ( language of statute itself is confining; Administrative rule cannot exceed grant of rulemaking authority or substantive source of authority
b. Central Bank of Denver ( Public Building Authority issues bonds to finance buildings; central bank is underwriter
i. Issue, can we bring Rule 10b-5 lawsuit against Central Bank?
ii. KENNEDY: No aiding and abetting liability under 10b-5
1. Congress knew what they were doing; could have included “aiding and abetting” if they wanted to
2. §11 gives list of potential defendants ( doesn’t say “aiding and abetting”
iii. Policy Arguments ( aiding and abetting is too broad, costs of vexatious litigations
iv. can prosecute for aiding and abetting only when they knowingly provided substantial assistance
IX. Damages (Mitchell v. Texas Gulf Sulfur)
a. FACTS: D had an initial misleading press release and later a curative one.  Ps sold stock after the curative press release
b. Court ( investors have an obligation to exercise ordinary due diligence in investing, so P will be charged w/knowledge of the curative press release after a period of effective dissemination (5-7 days_
c. Black letter: during Period of time between release and dissemination, Πs can sue for damages
i. Effective dissemination was 5-7 days 
ii. Period is shorter today b/c of increasing hypothesis of informational efficiency (better communication, think more of professionals than individuals)
d. reliance based measure of damages: difference between highest price during the period and Πs’ sale price
X. Santa Fe v. Green ( DE short form merger.  Sante Fe owned more than 90% of stock in Kirby Lumber, conducted Short form merger to merge Kirby into Santa Fe.  
a. Πs claim: No valid business purpose for transaction, Lack of prior notice is a fraud, Price was fraudulently low (“gross undervaluing”)
b. Court ( 10(b) requires  a disclosure defect
i. Once full and fair disclosure happens, there is no substantive review of the terms
ii. It’s not a fairness statute; it’s a disclosure statute
Insider Trading
I. Insider Trading Law 

a. Insider uses material non-public information and uses it in an unfair way

i. Example ( somebody on board of directors of bidder buys stock in target company 
b. Elements of claim
i. Material, non-public information
ii. obtained by means of a relationship which gives you access for legitimate corporate purpose
iii. Use of this information to buy or sell securities
c. Tippee Liability ( Only if tipper breached a duty, and tippee knows of should have known about breach!
d. Classes of Insiders
i. Direct insider ( director, executive (Cady Roberts)
ii. Tipper/Tippee ( Dirks
iii. Constructive/Temporary insider (p. 468, Dirks n. 14) ( fiduciary relationship inheres duty (lawyer, accountant)
e. Stealing information by outside thief is not insider trading ( Liability for theft, but not for insider trading
f. NOTE:  Courts won’t let you contract out of duty not to engage in insider trading (can’t contract out of fiduciary duty)
g. NOTE: Now, a firm can be liable unless they have taken necessary steps to prevent insider trading liability
i. reasonable and appropriate steps includes requiring everybody in a law firm to get permission from firm
1. some firms require approval for all trades
2. Some require investment only through certain funds
3. Firms have training and make people sign statements
ii. publicly traded companies regulate senior executives, PR people, etc.
iii. securities and accounting firms have procedures in place
II. Cadey, Roberts & Co. (1961) ( abstain or disclose rule
a. FACTS:  Cowdin is director of Curtis-Wright (aerospace corp.) and also associated with Cady, Roberts (registered broker-dealer).  Cowdin leaves board meeting to tell CR partner that CW is about to cut dividends.  administrative proceeding brought against a firm.  

b. There is a cause of action under 10b-5 for insider trading

c. Abstain or Disclose Rule (p. 458): 

i. May trade if you disclose information first

ii. If you cannot disclose the information (improper or unrealistic), “the alternative is to forgo the transaction”

d. Rejects distinction between purchasers and sellers (∆ tried to claim only purchasers owed duty to shareholders)
e. Rejection of defense: no affirmative representations, so no duty to disclose
i. can’t possibly do that and have an effective anti-fraud provision
ii. “anomalous indeed if the protection afforded by anti-fraud provisions were withdrawn from transactions effected on exchanges, primarily markets for securities transactions”

f. Rule is invoked when there is an asymmetry between parties, as long as that asymmetry arose as a result of corporate role and conduct

III. US v. Chiarella (1980 ( post Cady, Roberts) ( duty doesn’t flow with information; must be an insider
a. Chiarella changes analysis completely ( 

i. Moves to turn on the duty of individuals
ii. After Chiarella, insider trading only if the non-disclosure is in breach of a duty to disclose: “mere possession of non-public information” (i.e., silence) cannot give rise to fraud claim unless there is a duty to speak first (Dirks)

b. FACTS:  Chiarella worked for financial printer and traded on information he saw in documents

i. Court ( Fraud goes out of duty to disclose, and Chiarella had no duty to disclose

ii. ∆ was NOT corporation agent, NOT a fiduciary, NOT a person in whom sellers had placed their trust and confidence

iii. Declines to find generalized duty to refrain from trading when one encounters information;

iv. NO general duty to the market, NOparity of information requirement 

v. DUTY DOES NOT FLOW WITH THE INFORMATION!!

c. Policy ( Limit class of defendants, Kill off level playing field (“parity of information”) theory
IV. Dirks v. SEC (1983) (Tipper/Tippee liability, personal benefit test)
a. FACTS: Dirks (tippee) was a securities analyst, gets information form Secrist, former officer of Equity Funding (insurance policy issuer writing policies for people who don’t exist, or people who’ve already died).  Dirks decides to investigate, but Wall Street Journal won’t carry the story.  Dirks tells his clients, and they sell their interests in equity funding

i. Stock price drops, NYSE halts trading, everybody moves in and discovers that the assets booked don’t exist

ii. SEC censures Dirks; 2nd Cir. Upholds censure

iii. Footnote #1 ( DOJ thinks whistle-blowing case shouldn’t go forward)

b. Problem ( Dirks had no relationship to the company;  “Unclear how Tippee acquires Cady, Roberts duty”
c. Court ( Dirks is not liable, because as tipee we can’t look at him until we can find breach by insider.  Court concludes there is no personal benefit to whistle-blowing insider
i. Rule:  Tippee’s liability is entirely derivative of the insider’s duty
ii. Personal benefit Test ( 
1. Insider must have breached duty by disclosing to tippee, and 
2. will personally benefit directly or indirectly from the disclosure (Pecuniary gain, Reputational benefit, Gifts to trading relative or friend in conjunction with a tip)
iii. Tippee Liable if  “knows or should know of tipper’s breach of duty”
1. Ross v. Licht (S.D.N.Y.) in footnote 20, enough to know “breach of trust by insider of which tippee had knowledge”
d. Effects: Prosecutors must now establish relationships; Bring in facts to show personal benefit that insider received
e. NOTE:  Injury to market doesn’t depend on benefit to insider
f. Footnote 14 close loophole: temporary insider status for fiduciaries
i. entered into relationship by virtue of which party is given access to confidential corporate information for corporate purposes; 
ii. relationship must imply a duty (lawyer, accountant, etc.)
iii. Person becomes tipper rather than tippee

iv. Example ( Aspartame scientist found problems, sold stock short, then disclosed negative information (case dropped because he lost money)
g. SEC v. Lund (1983) ( Company president liable after declining investment opportunity from friend on behalf of company and taking it on behalf of self

i. Friend is not a breaching insider, so Lund has no liability under Dirks
ii. Lund was found liable as a temporary insider: grounded in friendship, created special confidential relationship
V. Regulation FD (Fiar Disclosure) (promulgated in 2000)

a. Disclosure obligation 

b. Content:
i. Deliberate disclosures of material non-public information to any market professional or shareholder likely to trade, must make full public disclosure simultaneously
ii. Inadvertent disclosures ( must make disclosure w/in 24 hours

c. Some thought FD would kill the market ( everybody would know everything

d. Other companies liked FD because it evened the playing field

e. conference calls with dial-in number to listen or webcasts 

f. Compliance with FD is now in the listing standards

g. Regulation has worked ( 1 enforcement action against CEO who made stupid selective disclosure

II. Misappropriation theory (O’Hagan)

a. Misappropriation Theory ( Liability for breach of duty to information holder; trading on information that you receive in confidence
i. Must find duty by trader to keep information confidential 

ii. Breach of duty to source of information (not to shareholders of company  we are trading)

b. NOTE:  Blue Chip Stamps limits applicability of misappropriation claim; can only be brought by SEC or DOJ, since shareholders are non-trading parties

c. O’Hagan: Partner at firm representing bidder bought call options for stock in target company and made $4.3 million.  Relationship was with bidder, not target; was in no way an agent of company whose securities he bought

i. GINSBURG ( upheld misappropriation theory and Rule 14(e)

1. O’Hagan Owes duty of trust and confidence to the firm
2. Firm owes duty and confidence to client

3. Duty to disclose to firm before trading

4. Policy ( rule focuses on duty rather than actual harm, because latter is harder to prove
d. O’Hagan Court cites U.S. v. Carpenter ( Wall Street Journal heard on the Street columnist (R. Forester Winnings) conviction upheld when he leaded publication dates of columns to friend in order to trade on likely effect of columns’ information

i. Information was NOT “material non-public”

ii. Carpenter owed a duty to the journal, who owned his information (WSJ could have traded on that information)

iii. WSJ prohibited practice through employment policy manual
iv. Conviction, upheld by 2nd Circuit, Supreme Court split 4-4, so lower court decision stood
e. NOTE:  Blue Chip Stamps limits applicability of misappropriation claim; can only be brought by SEC or DOJ
f. Policy aspects of misappropriation
i. Furthers one of the most important purposes of the exchange act: insure honest securities markets and promote investor confidence
ii. Find a way to make insider trading that doesn’t meet Chiarella burden  problematic (“makes scant sense” that lawyer for bidder is liable, but lawyer for target is no”) 
g. § 14(e) and Rule 14e-3 ( fraud in connection with tender offer
i. regulating the bidders in takeovers, Targets are regulated by duty of care, etc.

ii. 14e-3 ( rule promulgated after Chiarella in an attempt to undo some of the setbacks

1. makes it illegal to trade on the basis of non-public information, even if this information does not derive from the company whose stock is being traded

2. rule a reaches trading in which “a breach of duty is likely but difficult to prove”
iii. Court ( SEC has discretion to make prophylactic rules

h. Consequences: 2 sets of liability claims:
i. Insider is involved
ii. No insider, but breach of duty in flow of information
III. Tippees of Misappropriators (Chestman)
a. Stretching out the chain of liability; how far do we have to trace it back?
b. FACTS:  Chestman is relative of CEO of Waldbaums, which was taken over by A&P in friendly deal.  Famiy information put information in hands of niece’s husband (Loeb).  Loeb tells ∆ (broker) who trades on informaiton
c. No 10b-5 claim (Loeb is not an insider, owes no duty to any company), so court turns to misappropriation theory

d. Court on fiduciary relationships
i. Fiduciary relationship can’t be imposed unilaterally ( just sharing information doesn’t create the relationship

ii. must look for the “essential characteristics” of these relationships

1. discretionary authority of one party and dependency of other

2. reliance and de facto control

iii. Must show: repeated disclosure of business secrets added to family relationship (more than mere family relationship
e. Result ( no misappropriation; Did NOT prove that Loeb had been brought into the inner circuit

f. 14e-3 violation (  Keith and Chestman traded in non-public material information; allows SEC to dispense with “subtle problems of proof”
Shareholder Voting
I. Shareholder democracy

a. Power of shareholders to exercise their votes in order to direct the leadership of the company.

b. state law requirements shareholders to vote on: electing directors, organic corporate changes (merger, sale, etc.), amendments to cert of incorporation (corp charter)

c. NASDAQ requires shareholder votes for Stock option plans 

d. Management is rarely challenged, and challenges are rarely successful: 

i. management controls the machine of shareholder voting

ii. Collective Action Problems ( cost of waging any type of campaign or opposing management is very high.  Almost no shareholder for whom it is worth it to incur expenses

iii. Reliance on market mechanisms to control management

iv. Institutional investors don’t act because they need to preserve liquidity. 
e. Proxy systems ( One party is given power as fiduciary to vote shares for owners.  Power to vote is limited to voting shares in circumstances: limited agency relationship for a specific purpose

f. Directors are usually elected by a plurality, not a majority
g. 2 developments spurred return of proxy fights as mechanism for proxy fights

i. Difficulty of financing hostile takeovers after failure of junk bond market at the end of the 1980’s 
ii. Management of Target Corporations started to figure out ways to deflect takeovers (stop them or slow them down to increase costs)
II. Costly process of waging proxy fight
a. Management

i. Disclosure ( Proxy statement (rule 14A-3), Schedule 14A

ii. Solicitation of proxy

b. Opposition( Schedule 14-B disclosure document to be sent out with or in advance of the first solicitation of proxy.  Must make certain disclosures (who they are, what they plan to do, etc.)
c. Once proxies are sent out, hire proxy solicitation firms to get shareholders to submit their proxies. 

d. Last signed, dated proxy counts unless you show up in person (which revokes your proxy)

e. Sources of funds ( incumbents have access to corporate funds for legitimate corporate purposes

III. State law principles

a. Annual meeting to elect directors ( DE §211(b)

b. 10-60 days notice for shareholders ( DE 222(b)

c. Record date  ( shareholders on that date are those who can vote
i. Must be 10-60 days before meeting date (DE 213(a))
d. Bylaws set meeting dates and procedure requirements 

e. 212(a) ( shareholders of record of common stock get 1 vote per shares 

f. 212(b) ( shareholders need not be present, can vote by vote by proxy

i. Must specify if proxy is meant to be active for more than 3 years
ii. 212(e) ( irrevocable porxy
g. Proxy is not bilaterally enforceable, latest signed dated proxy is the one that counts
h. DE §216 ( quorum may be present; default quorum is majority

i. DE §228 Action by written consent is authorized by state statues 

i. 228(a) ( number of shares that would be required to take action at a meeting where all shares were present (i.e., 50% + 1  shares)

j. No information is required to be dist. under DE law
k. State requirements must be met! 
IV. Voting Systems
a. Cumulative Voting

i. Allows shareholder to cumulate or aggregate his votes in favor of fewer candidates than there are slots available – including aggregating all his votes for just one candidate 

ii. idea is that a minority shareholder can likely get at least one seat on the boar

iii. Evasions – when it is mandatory, various techniques can be used to get around it

1. Staggered terms ( reduces the dir class size, so need more minority votes

2. Removal of dirs by maj vote ( Can remove dirs by maj vote, but creates a problem, let them elect, and then remove, some states ban

3. Reducing the # of dirs (increases the size of minority block necessary to secure bd rep)

4. Use of stock w/ltd or weighted voting rights, or non-voting stock
iv. Pros/cons
1. Pros: gives minority class a window into the boardroom

2. Cons: it fosters dissention and forces majority to discuss issues w/o presence of minority faction

v. In practice: cumulative voting has been meaningless pretty much, but when it is eliminated stock prices decline by a significant amount
1. maybe shareholders see taking action and removing cumulative voting is a telltale signal about future managerial intentions

b. Class Voting p.614

i. Requires that the class of shareholders adversely affected by the change approve it by majority vote

ii. Typically occurs when corp makes new class of stock, which is senior and will deplete payment to existing class

iii. Coercion is still possible b/c they can vote as a class – but common stock can vote to withhold dividends – and no interest accrues, and time of eventual receipt, if ever, is speculative – can depress the value of preferred stock

iv. Mergers can require class voting even by nonvoting shares if the plan of the merger contains provisions which would entitle the holders of such a class to vote and vote as a class

c. Supermajority Voting  ( RMBCA §7.27 allows greater quorum or voting requirements – but to change the cert of incorporation to have the greater requirement, the vote to pass it must meet the same quorum requirement, and be adopted by the same vote/voting groups required to take action under the quorum
i. Some states allow a simple 51% majority to adopt a supermajority 

ii. Seems strange that a bare majority can bind hands of a larger majority at one time and not another

V. Federal disclosure requirements are superimposed on state law.  Core package of information: Annual report, Proxy statement
a. §13(a) ( Need to file a report if you acquire over a certain % interest in a company
b. §14(a) of 34 ACT ( unlawful to solicit proxy in violation of SEC rules (or allow name to be used in solicitation) 
c. SEC rulemaking authority is not unlimited: can’t prohibit specific agendas, but can require disclosure of agenda on proxy form

d. Schedule 14-A proxy statement disclosure requirements
i. 14a-1(f) ( definition of Proxy

1. The term "proxy" includes every proxy, consent or authorization within the meaning of section 14(a) of the Act. The consent or authorization may take the form of failure to object or to dissent.
2. Includes any attempt to get a shareholder to act 

ii. 14a-1(l) ( The terms "solicit" and "solicitation" include: 
1. Any request for a proxy whether or not accompanied by or included in a form of proxy:
2. Any request to execute or not to execute, or to revoke, a proxy; or
3. The furnishing of a form of proxy or other communication to security holders under circumstances reasonably calculated to result in the procurement, withholding or revocation of a proxy.
NOTE: 3 is the catch-all
VI. Proxy in Practice

a. Bulk of information is usually in annual reports (75 days after fiscal year – soon to be 60 days for large companies)

i. Filed between March 1 and March 15

ii. Financial statements go stale on March 31

iii. Then 10-Q is required; must be filed 40 days after end of Q (May 10)
b. Timing the Proxy mailing: between filing of annual report and time it goes stale (March 15 – May 10)

c. Timing the meeting: Mid-April/Mid-June

i. Need to give 10-60 days notice of annual meeting

ii. Public company takes about a month to get proxies returned


d. Proxy Rules ( Policy Rationales
i. §14 mandatory disclosure to cure information disparity
ii. Shareholder Proposal Route (Rule 14A-8) ( SEC has tried to make proxy machinery more available to shareholdes
VII. DataPoint
a. FACTS: Company is under attack by investor (Asher Edelman) who threatens to Solicit written consents of shareholders in order to remove the board.  Texas Council recommends that the board adopt a bylaw:
i. record date 15 days after notice that someone will solicit
ii. not allowing action for 45 days after record date
iii. creates 60 window to get an alternative transaction going to deter Edelman (or get shareholders on management’s side)
b. DE Court strikes down bylaw under §228
i. Delay is unreasonable ( about board’s purposes; underlying intent has nothing to do with validity of consents
ii. Permissible bylaws ( delays to engage in ministerial review
1. Board is entitled, if not obliged to make sure that process of committing and soliciting consents is properly done
2. Once company is under attack, motives of board become suspect and are subject to greater scrutiny
c. In sum: Boards can use these technical devices, but cannot impede shareholder voting rights
VIII. Who pays for Proxy? ( Rosenfeld v. Fairchild Engine
a. FACTS: Π (shareholder owns 25% of stock) challenged corporation’s expenditures for proxy fights, after the company reimbursed both sides
b. Majority Holding (p. 608)

i. In a contest for control that is not a personal contest, they can make reasonable expenditures to state position and explain why its policies were in best interests of the corporation
ii. Π challenger must prove

1. motive was not in best interests of corporation, or
2. specific expenses were unreasonable and improper, or
3. not really a policy contest, but one over personal power
c. Effect of the rule ( gives management essentially a free hand to determine the conditions of a proxy fight.  
IX. What consitutues solicitation?
a. Studebaker v. Gitlin (consent to view shareholder lists)
i. FACTS: shareholder solicited 42 other shareholders in order to aggregate shares exceeding 5% to get access under state law to shareholder list.  ∆ and SEC argued that authorization to inspect shareholder lists wer w/in scope of 14(a)
ii. Court (2nd cir) ( This was proxy solicitation.  shareholder list authorizations were solicited as part of “a continuous plan” that was intended eventually to lead to a proxy solicitation.
iii. “reasonably calculated to result in procurement, withholding or revocation of a proxy”
b. Brown v. Chicago R.I. & P. Ry. ( Union Pacific RR Co published newspaper ads in 50 cities extolling benefits of merger w/ Rock Island; did it to get RI shareholders to sell to CNW (takeover to stop merger).  Holding: Proxy rules don’t apply because no proxies solicited.

c. 1st Amendment Issues: LILCO v. Barbash ( during proxy contest, “steering committee to replace LILCO” places ad in paper calling for formation of LIPA to replace LILCO. LILCO sued, claiming ad was misleading and publishers needed to file proxy statement.  

i.  District court said SEC coldn’t regulated ads w/o 1st Amendment problems

ii. 2nd Cir reversed, holding proxy rules could cover communications appearing in publications indirectly addressed to shareholders, but declined to rule on 1st Amend issues
iii. What is the line between commercial speech (VA Pharmacy) and political speech?  Proxy fights may blur that line.
d. 14a-2 Federal Proxy Rule Exceptions
i. 14a-2(b)(2): solicitation made otherwise than on behalf of registrant, where total number of persons solicited is not more than 10.
ii. Other exemptions: 14a-2(b)(1)
1. Any solicitation by or on behalf of any person who does not, at any time during such solicitation, seek directly or indirectly, either on its own or another's behalf, the power to act as proxy for a security holder and does not furnish or otherwise request, or act on behalf of a person who furnishes or requests, a form of revocation, abstention, consent or authorization. 
2. This rule allows institutional investors to talk to each other
3. Exception ( Doesn’t apply to registrant, affiliate or associate of registrant
4. Exceptoin ( (ix) Any person who is likely to receive a benefit from a successful solicitation that would not be shared pro rata by all other holders of the same class of securities, other than a benefit arising from the person's employment with the registrant; and
5. In other words, if you’re acting for your own benefit, you have a problem
iii. NOTE: If you actually decide to solicit proxies, you lose your exemption retroactively
iv. 14a-2(b)(3) ( furnishing proxy advice by an advisor “in the ordinary course of business” to “a person with whom the advisor has a business relationship”  who doesn’t receive special remuneration for advice
1. covers lawyers, brokers, investment advisors, but NOT proxy advisor who “receives special remuneration” for advice
v. 14a-1(l)(2)(iv)( exempts statements made by security holder “stating how holder intends to vote and reasons therefore,” 
1. as long a statement is either publicly released to media or directed to persons whom holder owes a fiduciary duty
2. allows institutional investors to issue press releases as to how they will vote.
vi. 14a-2(a)(1) ( exempts solicitation by banks and brokers who hold securities in “street name”
vii. 14a-2(a)(6) ( ads that simply tell people where to obtain prosy statement or other solicitation material
viii. 14a-2(b)(3) ( proxy voting advisors who give general financial advice; receives no special remuneration from any person other than recipient of advice; advice not furnished on behalf of any person soliciting proxies on or behalf of participant in an election.
e. Most important effect of exemption( shareholders can talk to each other. 
i. Most cannot maintain a sufficient staff of analysts to analyze all proxies of companies they own

ii. Turn to financial advisory firms

1. ISSproxy.com

2. Glass, Lewis
Shareholder proposals

I. Shareholder Proposals (14a-8)

a. Shareholder democracy ( type of voice other than a proxy fight
b. Takes some heat off the system ( may not be used very much, may not be very effective, but it still acts a safety valve for allowing shareholders to act
c. Elligibility

i. 14a-8(b) (1) must hold at least $2000 or 1% of outstanding for at least 1 year
ii. 14a8(c)( Only one proposal per meeting (i.e., 1 per year)
iii. 14a-8(d) ( Only 500 words
d. 14a-8(i)(1) ( may exclude proposals that are improper under state law

i. Broad ( shareholders may not demand that board of directors do something (state law gives board day-to-day control); can’t attempt to usurp their power

ii. Not so important ( phrase proposals as requests (must be precatory)
1. not legally binding
2. persuasive ( board faces risk of being deposed (proxy contest from institutional investors who usually own 50% of vote)

e. 14a-8(i)(5) ( relevance; no proposals that relate to activities that 

i. account for less than 5% of Total assets, Net earnings, or Gross sales

ii. Or is not otherwise significantly related to the business

f. 14a-8(i)(7) ( ordinary business operations

g. 14a-8(i)(4) ( no personal graveness

h. 14a-8(i)(6) ( proposals where the corporation lacks the power or authority to implement the proposal  (can’t make  Bill Gates president)

i. 14a-8(i)(11) ( substantially duplicated by a proposal already in the proxy statement

j. 14a-8(i)(12) ( no re-submitted proposals.  No substantially similar proposals in 3-year time window, UNLESS each proposal passed threshold: 1 prior ( 3%; 2nd time ( 6%; 3rd time ( 10%
k. SEC has balanced other interests against ability to propose: costs of proposals, potential for abuse
l. Company must file with SEC in order to exclude.  SEC must respond:

i. No action position

ii. Tell company they have to put it in

m. 3 alternative proposals for SEC, which got no support
i. Abolish 14a-8

ii. Include all proposals up to a certain maximum (regardless of content)

iii. Leave 14a-8 alone

II. Medical Committee for Human Rights v. SEC (political causes and ordinary business matters)
a. FACTS: Shareholder Proposal to limit sale of Napalm and eventually stop making making the chemical
i. Absolute and precatory
ii. Grounds for proposal: general political and moral concern, economic 
b. Court: Management bears the burden of proof to exclude a shareholder proposal
i. Court finds reasons unconvincing: not clear that this is just an ordinary business function, seems something more than that
ii. “overriding purpose of 14(a) is to ensure shareholders exercise their rights to control important decisions that affect them in their capacity as stockholders and owners”
iii. i.e., you can’t exclude this on ordinary business grounds, when you are doing this for political reasons (which are part of rights for ownership) ( “generates little profit and relates problems for company”
c. Ordinary Business is a “moving target” ( significant policy issue
d. Shareholder proposal as a way to become aware of significant policy concerns that may affect ability to operate the way they want.
III. Roosevelt v. DuPont (management function)
a. FACTS: Roosevelt made proposal to stop using CFCs and find substitutes

b. Court ( questions involving fundamental business strategy or long-term goals (extraordinary business) and ordinary matters that are mundane in nature and do not involve substantial business considerations

i. Found ordinary business: DuPont was already phasing out CFCs

c. Questions:  What if Roosevelt had submitted at a time that DuPont wasn’t considering phasing out CFCs?
i. This would be an issue more like Napalm in terms of effect likely to have on company

ii. Since policy is already underway, it’s  another 

IV. Crackerbarrel (699, n.2) ( shareholder proposal for nondiscriminatory hiring policies related to sexual orientation
a. SEC changed position and decided to permit the exclusion of all employment-related matters. 

b. 2nd Cir. Backed SEC in NYCERS v. SEC ( change in interpretive rule which did not require notice & Comment

c. SEC eventually reversed its position because of public pressure: “Since 1992 relative importance of certain social issues relating to employment matter has reemerged as a consistent topic of widespread public debate . . .” 

V. Governance issues are always includible

a. Majority voting issues

b. Board membership

c. Executive compensation and employment policy for senior officers
Federal Law on Proxy Fraud
I. Rule 14a-9
a. Anti-fraud provision applicable to proxy solicitations

i. Similar, but not identical to 10b-5

ii. Claims are somewhat different

b. Private right of action recognized in J.I. Case v. Borak (1964)

i. Necessary to recognize right of action in order to realize purpose of Congress

ii. Court allowed damages claim to go forward

c. Other options besides damages:  invalidate proxies, cancel vote, re-vote

d. Injury ( integrity of the proxy process

i. Private remedy is available

e. Standing requirement ( Π was subject of proxy solicitation 

i. shareholder of record, or beneficial shareholder
ii. at time of proxy solicitation
II. Materiality
a. Material misstatement or omission must still be shown

b. Disclosure trigger is simpler than 10b-5

i. Required to prepare, file and disseminate proxy statement

ii. Must disclose line items

iii. Catch all ( “all material facts necessary to make statements made not misleading 
c. VA Bankshares ( gives materiality standard, but different information is material in suffrage decisions than investment decisions

d. U.S. v. Matthews (p. 704) ( ∆ was object of grand jury investigation into bribery and tax evasion charges agains him in capacity as corporate officer.  He did not disclose investigation or allegations in proxy statement when renominated as director.  

i. Acquitted of bribery and tax evasion

ii. Convicted of securities fraud (for omission)

iii. 2nd Cir reversed conviction ( Line item disclosures require only criminal convictions and pending criminal proceedings (after indictment)
iv. Proceedings before indictment need not be disclosed
e. GAF v. Heyman (1983) ( insurgent who won proxy fight was being sued by sister for mismanaging the family trusts (breach of fiduciary duty).  Πs (incumbent management) claimed that insurgent’s proxy statement was misleading because it omitted this lawsuit
i. 2nd Cir refused to require this disclosure, wouldn’t reverse results of election
ii. Anybody can allege anything in a civil suit
iii. Without requiring further proof other than filing of civil suit, it would require too much disclosure; beyond what we need for intergrity of proxy process
iv. Concerned about proxy contests becoming a forum for litigating and re-litigating issues in any pending prior suit
v. Dicta ( There is a sphere of information that might be interesting and possibly relevant, must be protected from public disclosure; 
1. must satisfy significant burden of proof to require disclosure
2. unless it has to do with the office, or self-dealing, we’re going to draw the line at what might arguably be material to some, but really belongs in realm of private information
f. NOTE: Our system requires much more than other systems
i. many people see this as private information
ii. BUT there is a limit
III. Scienter ( Different from 10b-5

a. Gould  v. American- Hawaiian S.S. Co ( Only have to prove mere negligence (director would have known  proxy statement in its final form was false if he had read it, which was his duty) 
i. seems to view liability as tort-like
b. 2 reasons not to require mens rea (as in 10b-5)
i. Language of statute/rule ( no “artifices to defraud” and such language
ii. Liability for negligence won’t deter information flow ( Proxy statements are required disclosure document
1. lower liability threshold

2. confined claim by shareholders with respect to document 

c. liability varies with role ( Adams v. Standard Knitting Mills
i. requirement of Scienter for proxy rules as they apply to outside accountants
ii. for someone who doesn’t benefit from misleading information, Court is willing to require a higher level of proof
iii. potentially enormous liability for relatively minor mistakes under a negligence standard
iv. NOTE: standard rejected in 3rd Cir as applied to investment bankers See Hershowitz v. Nutri/System
IV. Causation 
a. Mills v. Electric Auto-Lite Co.
i. FACTS:  Mills being merged into Mergenthaler.  Challenge proxy statement for merger vote.  Accusation that board recommending merger failed to disclose that all directors were representatives of Mergenthaler

ii. ∆ ( no causal relationship between omission and merger

1. Terms of Merger were fair; Everybody would’ve voted for it anyway ( no injury caused by omission in proxy statement

iii. Essential Link Test under 14(a) ( “Where there has been finding of materiality, there is causation if Proxy solicitation itself (NOT defect) was an essential link in accomplishment of transaction. 
1. Didn’t want courts deciding which statements actually influenced shareholders’ votes (fact-sensitive inquiry
2. Federal interest is NOT in substantive fairness; federal interest is in disclosure!!
b. once you have materiality and essential link, presume causation and reliance

c. Test makes sense (materiality + use of proxy process), because federal interest is in the communication process.  

d. Virginia bank Shares ( Under the circumstances of this case, NO ESSENTIAL LINK: No causation if votes are not needed
i. Π claimed ( proxy was necessary because vote was necessary under state law to insulate directors from liability for conflict of interest
ii. under VA law, vote of majority of disinterested shareholders would have voided the conflict
iii. directors are sometimes advised to seek a “sanitizing vote” from minority shareholders
iv. Rule: any shareholder whose vote is not legally required to do the transaction, does not get standing.  
Close Corporations
I. Close Corporations ( Defining Characteristics
a. Small number of shareholders 
b. Overlap between management and control
c. High level of illiquidity
d. Investors are not diversified 
e. Restrictions on transferability of cshares
f. All of this results in high risk for those involved
II. Reasons for legal distinction

a. Corporate law is structured around protecting the passive shareholder who is not part of management, 
b. Close corporations tend to neglect formalities
c. 10b-5 still applies
d. State statutes govern internal corporate governance in these cases
III. Comparisons to partnerships
a. General partners have personal liability ( NO LIMITED LIABILITY
b. Each general partner has full authority to bind partnership (agents inter se): liability can be incurred to the point of bankruptcy
c. admission of partners only by unanimous  consent
d. high fiduciary duties
e. unilateral dissolution.  Any partner has authority to dissolve at any time

IV. Becoming a close corporation in DE
a. Have shareholder vote under §344 (requires 2/3 vote)
b. Qualifcations §342

i. < 30 shareholders

ii. Restrictions on transfer

iii. No public offering

c. §350 agreement restricting discretion of directors

i. Need agreement of holders of 51% of the outstanding stock (not 51% of shareholders)

ii. NOTE: taking on director-type liability
1. Matters in non-unanimous case.  Only Shareholders who sign the agreement are bound by it.

2. Non-signatory shareholders can go after signatories personally for director-type liability for decisions made at shareholder level

d. §351 to take away power from board (needs to be unanimous)

1. In unanimous cases, nobody can go after anybody else

ii. DE 351 lets you get rid of board entirely require unanimity, so there are no complaining shareholders
V. Shareholder Agreements ( 
a. DE § 218 (c) ( shareholders can make written, signed agreement that binds them to exercise voting rights in a certain way
b. DE §212(e) ( irrevocable proxy can be used to solidify deal
i. Voting is “an interest sufficient in law to support an irrevocable power.”
c. Cumulative voting ( no longer mandatory

i. Gives minority shareholders greatest possible chance

ii. Multiply # of shares by # of slots (670 shares x 7 slots – 4410 votes)

iii. Can cast total votes in any combination they want

d. shareholders can do what they want in voting

i. no legal duty to vote at all

ii. a group can combine to get benefits of concerted action

iii. shareholders can vote their own self-interests however they want
e. Ringling v. Ringling:  3 shareholders and 7 member board.  Corporation has cumulative voting.  If Edith Ringling and Haley vote together, they are guaranteed to elect 

i. Agreement: If Shareholders fail to agree on electing directors, subject to binding arbitration.  In 1946, Mr. Haley refuses to vote his shares as directed by the Arbitrator

ii. Supreme court of DE:  Reject Mrs. Haleys votes in breach of contract

1. Board ends up split 3-3 and only six directors are elected!

2. Mrs. Ringling ends up with a deadlocked board 
iii. Why did the Court come out like this?  Could this outcome have been avoided?

1. After arbitration, shareholders are still left with the power to vote their own shares

2. Need an enforcement mechanism ( if you breach arbitrator’s ruling, then you need to assign their votes to someone else
f. Revised Model ACT Voting  Agreements
i. §7.31 ( gives outlines for voting agreements

ii. 7.32 covers extraordinary agreements( eliminate the board, govern distributions, establish who shall be on the board, exercise of voting rights, etc.
iii. §7.32(b) ( circumstances for irrevocable proxy

1. set forth in (A) articles or bylaw, or (b) unanimous written agreement of all shareholders an made known to corporations
2. unanimous agreement for amendment

3. default duration of 10 years

iv. 7.32(c) ( agreement must be noted on front or back of stock certificate

v. 7.32(d) ceases to be effective when shares become publicly traded

vi. 7.32(e) ( liability for acts covered by agreement transfers to shareholders
vii. In Sum ( 7.32 agreement in model act state requires unanimity, and is valid for 10 years (unless agreement provides otherwise)
VI. Voting Trusts
a. Abercrombie v. Davis ( Oil Co. joint venture organized in the form of a joint venture
i. 2 individuals and 9 oil companies (11 shareholders); 15 directors
ii. 6 of 11 shareholders who owned 54% of stock entered into voting agreement with agents (elected directors)
1. delivery all shares to agents for 10 years (“stock certificates endorsed in blank”)
2. 10-year irrevocable proxies
3. Votes cast were to be determined by the 8 agents, by agreement of 7 out of 8
4. Arbitration to solve disagreements by agents
5. Convertible as a voting trust by action of 7 agents
6. Designed to solve problems of agents
iii. Claim: This is an invalid voting trust ( Not really a voting agreement; violates voting trust statute
iv. Court ( Test for voting trust: separation of voting rights from ownership of the stock
1. Provision to turn this into a voting trust
2. No shareholder could pull out agreement and prevent trust
3. Terms of trust are the same as the terms of voting agreement
b. DE Statute on Voting Trusts DE 218(a)
i. Transfer title of stock ( Trust owns the stock, shareholder becomes beneficiary of the trust; no longer the record owner of the share
1. Transfer title to trustee, 
2. file copy of trust w/ corporation, 
3. stock certificates are transferred to trustee, cancelled
4. new shares, which are legended

ii. Model Act ( 7.30
1. §7.30(b) ( duration of not more than 10 years 
2. §7.30(c) ( can renew w/ extension every 10 years
iii. Irrevocably proxy is superfluous if there is only one trustee

c. Voting Trusts used to solve control problems 
i. Voting trustee now has all the control

ii. Voting Agreement can be kept longer (in DE), and can be kept secret

iii. Voting Trust must be disclosed

iv. Voting Trust shares are not tradable

v. Creditor desire power to vote shares for a period of time

vi. self executing: No worries about people selling shares or breaching
vii. Alien Ownership Rules ( Federal regulations don’t permit companies in certain industries to be controlled by non-US interests

viii. Anti-trust reasons ( de facto Divestiture for anti-trust purposes 
VII. Changing Capital Structure: Lehrman v. Cohen  (Giant Food Case)

a. FACTS: Two families control Giant Food, each with own class of stock: AC for Cohen, AL for Lehrman; each entitled to elect 2 out of 4 directors; cumulative voting

i. New Class AD ( Company’s counsel (Dansky) had right to elect fifth director.  No other rights except return of $10 par value
1. functions solely as a deadlock breaker 
2. no dividends, no rights upon liquidation, etc.
ii. After 14 years ( dansky combined with AC to elect himself president and give himself 15 year contract
b. Court:  This is NOT A VOTING TRUST
i. Perpetual and irrevocable, but

ii. Shareholders can still vote their share

c. Courts don’t look into capital structure because

i. this isn’t secre

ii. unanimous agreement

iii. did everything by the book – followed every corporate procedure 

iv. Institutional competency (  A motive inquiry would involve courts in kind of inquiry that they’re not so good at making

d. Advantages and disadvantage over voting trust
i. Once you put it in correctly, there are no other statutory requirements
ii. Perpetual
iii. Self-executing ( no need to put shares in trust

iv. Functions on shareholders level (although effect felt at board level)

e. virtually NO Limits on issuing stock
i. DE 151(b) only requires that there be outstanding at all times one class that is not “callable”
ii. RMA 6.01(b) ( at least one class much have unlimited dividend and liquidation rights, but both don’t have to be in same class of stock
f. Planning ahead with capital structure

i. Don’t allow class owner to become director or officer: Make it part of the terms of the stock
ii. Restrict the transferability, so he can’t transfer to associate who can elect him director
1. Can’t make the stock completely non-transferable, but you can limit transfer

g. Think through unanticipated changes and how those changes will affect control provisions you will put in

h. RMA § 7.27 ( must put voting requirements in the charter
VIII. Creation of executive committee (or management committee)
a. DE 141(c), RMA 8.25(a) ( authorized committees made up of one or more directors
i. Not every state allows single member committee!
b. Can delegate powers and functions to committee (statutory exceptions)
c. DE 141(c)(2) Statutory limits of committee power
i. Approiving any action expressly reqiring stockohodler approval
ii. Changing bylaws
iii. Merger or sale of substantially all corporate assets
iv. Declare dividend or issuance of stock (unless specified by resolution, bylaws or certificate)
v. RMBCA §8.25(e) ( limts on Model Act Committees
1. authorize distributions, except according to methoc prescribed by board
2. approve or propose action to shareholders

3. fill vacancies on board

4. change bylaws
IX. Restrictions on transferability

a. DE §202 ( list of restriction

i. Must be noted conspicuously on share
ii. Need to be in bylaws, charter (or even shareholder agreement in DE)
iii. DE §202(c)(3) ( allows for consent restraints
b. RMA 6.27 (d)(3) ( allows for consent restraints “if the requirement is not manifestly unreasonable”
c. Will NOT work if it is an effective prohibition on transfer and not just a restriction
i. For this purpose, stocks have been held to be items of personal property (not contract rights)
ii. IF shares are property, then they are alienable
d. Allen v. Biltmore tissue (  First option buyback at purchase price.  Kaplan dies.  Executors felt the price was too low; fair market value  
i. Court (  Concedes that appraised market value would be much higher, BUT parties entered into this commitment freely
ii. “More than mere disparity between option price and current value must be shown.”
iii. NOTE: Price of Zero would be de facto prohibition on alienability
iv. Reasonableness of the term is assessed at the time it is imposed.  
v. At the time these restrictions were embedded, there was no readily ascertainable market value.  The closest you can come is the stock price at the time.
vi. Ways to invalidate on price: Price is zero, Fraud \

e. Rafe v. Hindin ( 2 50% owners, Stock can be transferred to other owner, 3rd party only w/ other owner’s consent.  A greement is invalid.  No provision that prevents other from unreasonably withholding consent, arbitrary right to prohibit any sale.  De facto prohibition on transfer
f. Restrictions on transferability appeal to courts because it makes close corps function like partnership
g. Court’s options ( can go one of two ways
i. Read in reasonableness term to further the intent of party
ii. You wrote this wrong, so it’s gone (restraint on alienation)
h. NOTE:  Partnership has restrictions on entry, but not restrictions on dissolution.  Restraint on alienability of stock is restriction on boy

i. Different restrains
i. Right of first refusal is least severe form 
1. Somebody makes bona fide offer (not collusive)
2. Option arises to meet the offer

ii. First option ( option exists for certain period of time.  Price is known (or calculably by form)
iii. Buy/Sell Agreement ( may be triggered by certain events whether you want to sell or not
1. Typically arise if an employee/shareholder decides to quit and work somewhere else; must sell, corp must buy

2. Change in control
3. Death/incapacity
4. Price can be set by agreement (fair market value)

iv. Consent restriction ( most restrictive
1. Other parties have to consent
2. Subject to reasonableness restrictions
3. Reasons for reasonable to reject can be pretty broad

j. corporate buyout( leas impact on balance of power, but must be negotiated at beginning.  Must have means to fund:

i. combination of cash and debt
ii. all debt ( often buy out arrangement will specify notes at a certain rate and period (5-year notes)
iii. key-employee insurance (   family won’t want to wait for notes to be paid off; cash will also allow corporation to fund the buy-out
iv. Corporate buy-back usually has least dramatic effect on other arrangements, but it must be negotiated at beginning

X. Election of directors and Appointment of Officers


a. McQuade v. Stoneham ( (N.Y. 1934) NY Giants baseball team, Agreement for election of directors, appointment of officers and salaries.  Π (treasurer) was fired when other two signatories didn’t vote for him; sues to enforce agreement
i. Court ( controlling shareholder  the corporation and minority shareholders; no cause for firing
ii. Holding ( Agreement is void
1. Agreements limiting the power of the board to act according to its unrestricted lawful judgment are illegal
2. Board must be able to act according to its unrestricted lawful judgment
b. Clark v. Dodge (N.Y. 1936) ( Two shareholders Dodge (75%) and Clark (25%).  Dodge would vote for Clark to be director and GM and to get ¼ of the net income as salary or dividend.  In return, Clark would disclose specified formula to Dodge’s son and instruct him in details and methods of manufacture
i. Court Upholds agreement
1. Distinct from McQuade ( unanimity; “where there is complete identity between shareholders and board,” we don’t worry ( distinction in form only
2. In McQuade, there were other shareholders
ii. Test ( only slight impingement
1. No damage suffered or threatened by this provision
2. Construes ¼ of net income as after directors set aside payments to creditors.
iii. Other factor at play ( Clark had secret formula for product, and he agreed to disclose it to Dodge’s son.  Having done that, Clark has fully performed
c. Where there are less than 100% of shareholders, no agreement; slight impingement OK when you have unanimity
d. Long Park, Inc. (N.Y. 1948) ( 3 shareholders; management control given to one of three shareholders provided that other shareholders could enter into arbitration to change management
i. Court ( this is no good; it sterilizes the board
ii. Could’ve been done more easily; shareholders’ agreement to elect A as director with irrevocable proxy for non-compliant party
iii. NOTE (  Simplicity is golden
e. Galler v. Galler (Ill. 1964) Test: unanimity, No apparent public injury, Absence of minority interests, No apparent prejudice to creditors
XI. Fiduciary Obligations to Minoirty Shareholders
a. Donahue v. Rodd Elecdtrotype ( Original corporation has 2 shareholders: Rod (80%, financial type, manager) and Donahue (20%, ran machines, etc.  Rod’s sons joined the business and become directors.  Joseph Donahue had died, and Harry Rodd wanted to turn the company over to his kids.  .  Corporation repurchased 45 of 81 shares at book value ($800/share) and he sold the rest to his sons.

i. Donahue’s widow claims they should have bought out her shares as well.  There’s a conflict, and this was a breach of duty
ii. ∆ ( 2 claims:
1. corporation has the power to buy and sell, and repurchase shared
2. no fiduciary problem: action  taken in good faith , inherently fair (i.e., fair price) ( book value is usually a low price
iii. Court: Held for the Donahues; impose high level of fiduciary duty on majority shareholders in close corp

1. MUST have a relationship of trust, confidence and absolute loyalty ( required by practical realities of situation
2. minority vulnerable to a variety of oppressive practices by the majority
b. Majority must act in good faith w/o prejudice
i. Stockholders who caused corporation to enter into agreement “must have acted with utmost good faith and loyalty to other stockholders.”
ii. “Not honesty alone, but the punctilio of honor the most sensitive”
iii. Minority shareholders had to receive equal opportunity to get in on the deal.  No disproportionate benefits

c. “Tag along rights” and “drag along rights”
1. Tag along right ( gives you right to sell equal percentage of your shares as other seller (If HR sells 50% of his, I get to sell 50% of mine)
2. Drag along right ( forces you to participate in bona fide sale.
d. Wilkes v. Springside Nursing Home, Inc. ( 4 partners found a nursing home as partners.  Wilkes gets voted out as officer and director, and loses his salary.  Clear freeze out followed by a squeeze out 
i. Court ( Modifies Donahue Standard:
1. Pernicious denial of employment, BUT requiring Wilkes to be re-hired overrides core control function of board
2. “Majority conceitedly have rights to “selfish ownership” in corporation which should be balanced against the concept of their fiduciary obligation to the minority.”
ii. Two part test
1. Control group has to show legitimate business purpose for acting taken 
2. minority must “demonstrate that the same legitimate objective could have been achieved through an alternative course of action less harmful to the minority’s interest”
iii. Result ( Case is remanded to see if there is another way they could have gone
e. Zidell v. Zidell, Inc. ( Stock transfers: 3 shareholders ( 2 own 37.5%, one owns 25%; one shareholder bought 25%  block, and acquired automatic majority.  Π wants stock to be offered to and purchased by corporation 
i. Court ( refuses remedy
1. “as a general rule, director violates no rule by dealing in corporate stock on his own account”
2. absent insider trading, state law doesn’t care if directors buy or sell stock in own company
ii. in order to overcome need evidence:
1. that company had policy of purchasing stock; OR
2. agreement among shareholders to maintain proportionate control
iii. NOTE: In this case, Π wants relief that would favor him at expense of other shareholders.  It was never a 50/50 corporation
iv. Parties could’ve preserve proportionate ownership through agreements, but they didn’t

f. NOTE progression of cases

i. Donahue ( minority shows transaction/behavior ( control group has to come back and prove they didn’t breach duty
ii. Wilkes ( non-control demonstrates transaction and sits down, but court says they can do it if there’s a legit. Business purpose
iii. Zidell ( requires more: you could’ve done other stuff, I won’t just strip rights away
g. Nixon v. Blackwell (DE Court on fiduciary duty)( Pure contract analysis
i. court ( it’s like a contract that you don’t like.  In that case, we don’t have to give you a remedy
ii. stockholder makes business judgment on whether or not to buy into such a position and by what terms
iii. Tools of good corp practice are designed to give purchaser bargaining power
iv. “violence” to our corp law to do add this fiduciary duty

h. MA vs. DE
i. DE ( negotiate out front: Leaves structure and rules intact, Court isn’t going to do this for you
ii. MA ( pernicious problem, extra fiduciary duty
1. You can do it, but you need to show us that you had good reasons
2. NOT unconscionability 
3. Once you show structural effect, we are going to impose legitimate business standard on you
iii. Lurking questions ( Is DE court assuming that either you are sophisticated, or that you’re going to be represented by counsel in order to make these arrangements real

iv. MA court generates more litigation and gets court involved with decisions they don’t want to be involved in

v. DE court is more efficient, but it leaves this population out to dry
vi. There are costs to either system.

Change in Control
I. Basic Theory
a. Most Πs proceed on all fronts at once ( only takes one problem to remove business judgment rule

b. Procedural nature of court inquiry muddies the water ( courts don’t look at what was decided; they look at how the decision was made

c. Bidder’s board (   business decision: regulated under securities law

How do we view the target board??

d. Target Board ( focus of legal inquiry

i. Is target board always conflicted, or is it presumptively non-conflicted?

ii. Is decision to fight or accept take over an ordinary business decision?

iii. 2 ideas of board behavior:
1. brokers: ( get the deal done, get best price, disseminate information, OR advise them it’s not the right time to sell

2. surrogate for shareholders make a decision for shareholders in light of their expertise

e. Other interests in corporation as a whole ( employees, customers, creditors, cultures, values.  What can a board do to implement those?

f. Dynamics of either tendering shares into tender offer, or voting through proxy mechanism ( Collective action problem and Coerscion

g. U.S. Rule ( control may be transferred whenever and at whatever price those in control want.  

II. Takeover Cases
a. Chancery court opinions occur in rapid succession
b. Success/failure of transaction is determined by market, NOT court
c. BUT time is of the essence; costs to carrying care.  If you can get an injunction, you can delay (and prevent) a deal; if you don’t, deal happens and case is dropped
d. Defensive tactics:
i. Prudent action w/ best interest of shareholders in mind, OR

ii. Merely determined to prevent take over (preserve power and prestige)

e. Jurisprudence is rooted in fiduciary law
III. Cheff v. Mathews (1961) ( Holland Furnace Co under investigation for sales practice.  7 board members controlled 22% of stock; Cheff was only insider on board; well-known corporate raider bought 17.5% of stock.  Board bought him out for slightly above market

a. Π  (shareholders)(, but this deal was done for selfish reasons

b. Court ( there was a reasonable threat to existence of corporation; business judgment restored; Danger of conflict in this situation is high, but board showed evidence of threat.  Standard:
i. use of corp. funds is improper if your board is simply trying to keep its own jobs

ii. initial burden on board to show: “reasonable grounds to  believe a danger to corporate policy and effectiveness existed by presence of Maremont stock ownership”
c. Factual context:
i. Things the board did: Outside advice,  Cited bad things Maremount had done, Treasurer and Cheff did “personal investigations,” Actual meetings with Maremount and personal observations

ii. What the board found: Maremount had deceived Cheff, Wanted to eliminate retail sales force, Demanded place on board, Engendered unrest in key employees , Advice from and Dunn indicating M’s past liquidation activities, Advice from Meryll to purchase M’s shares

d. Significance ( beginning of idea that decision to sell requires higher standard than business judgment

IV. Unocal Corp. v. Mesa Petrolium Co.
a. FACTS ( Boon Pickens does “two-tier front-cash tender” offering $54/share for 37% of stock (gets him just over 50%), “Back end” junk bonds valued at $54 for back end of remaining 49%.  Shareholders will tender in because it’s either that or the back end.  Unocal responds with exclusionary self-tender ( buying back 49% of stock at $72/share in better paper (“senior debt”) if Pickens’ bid succeeds.  Strategy:

i. “Benevolent justification” ( protecting 49% of shareholders who care about Unocal (don’t care about 37% who would sell out)
ii. Defense ( If deal happens, Mesa ends up with 100% of highly leveraged company
b. Court ( “enhanced business judgment rule”
i. Board has “a fundamental duty and obligation to protect the corporate enterprise, including stockholders, from harm reasonably perceived regardless of the source.”
ii. Structural conflict, so potentially disabling that board will be required to satisfy certain burdens of proof
c. 2 part Test

i. reasonable grounds for believing a threat existed based on good faith and reasonable investigation
ii. Response has to be reasonably proportional to the threat.  Factors company can take into account (p. 985) (new feature, “second bite of the apple”)
1. inadequacy of price

2. nature and timing

3. illegality

4. risk of non-consummation

5. class/value of securities being offered

iii. NOTE: Overt pecuniary conflicts are not forgivable this way
d. Impact: NO “unbridled discretion” for scorched earth defense. Board now bears the burden of proving that defensive action was reasonable in relation to the threat
e. Good faith, reasonable investigation  (Van Gorkum)

i. Bid is posed by known corporate raider who gets away with “greenmail” (not credible investor)

ii. Brought in outside professional advisors to evaluate the bid, who issued “inadequacy opinions”

iii. Insulated decision-making process ( outside directors met on their own and made recommendation to full board

iv. met several times 

f. Defensive tactic ( exclusionary self-tender at $72/share.  

i. Price ( company is seeking to get $ in hands of shareholders at price they think reasonably reflects value of company

ii. Exclusionary aspect ( protects shareholders who are being coerced, and can exclude Mesa; otherwise board would be funding the bid they’re trying to avoid.  

iii. Court ( this is reasonable and directly responsive to the threat posed by Mesa bid
V. Poison Pills

a. Putting defensive tactic into place not the same as implementing tactic.  

i. some pills can be redeemed before it goes into effect

ii. Big difference between putting risk of pill out there and putting the pill in place

b. Pill is an appropriate mechanism to bring bidder to table with board:  option to negotiate to get pill redeemed or have a proxy fight

c. Unocal ( can’t destroy the company to save it

d. Moran ( upholds pills generally

e. Intuition ( earlier board decides on strategy, less tainted itwill look; closer you are to the battle, more suspect your actions will look
VI. Revlon (DE 1986) ( once we know the company is definitely going to sell, the board can only favor a deal for shareholder interests

a. FACTS: Revlon trying to protect against hostile bid from Pantry Pride.  Board adopted stock repurchase program with discriminatory flip in poison pill ( If somebody acquired 20% of company or more:

i. each shareholder except for trigger would have right to exchange stock for $65 notes w/ 12% interest due and payable in one year

ii. Unless acquired 100% at value above $65

iii. Pill is contingent right to all shareholders 

iv. NOTE: Rights are redeemable by board at $0.10 each

b. Is pill facially legal?

i. Yes ( board can deal in its own stock

ii. Can issue stock as long as there’s authorization in the charter

iii. No Limitations on board incurring debt
iv. Full power to issue options

c. Why this pill?

i. Deters the Perlman’s bid ( doesn’t want a company loaded with debt 

ii. Current poison pills have lower triggers (~10%) because people don’t own such large interests anymore

iii. 2 aspects ( pricing company in a way intended to get $ to stockholders; discouraging leveraged bidders

iv. Redeemable ( allows board more control

v. Consequences ( Board not only has to look at enactment of pill, but also question of not redeeming the pill

1. never seen a case in which pill was allowed to go into effect

d. Further Facts

i. Pantry pride responds with $47.50 “any and all” offer as long as board redeems the pill

ii. Revlon makes an exchange offer for 10 million shares

1. Note: $47.50 at 11.75% interest with 1/10 of share at $9 preferred

2. defensive effects ( limited ability to incur additional debt, sell assets, pay dividends

iii. Pantry Pride offers $53/share if they’ll redeem the pill and do a negotiated merger ( Exactly what the courts were hoping the pill would do.

e. Moment of Change: Revlon authorizes management to negotiate with other bidders (  “directors’ role changed from defenders of the corporate bastion to auctioneers charged with getting the best price for stockholders at a sale of the company.”
i. Board’s actions are now reviewable de novo
1. bust up threat is gone

2. Price is only remaining threat

3. Initial reasonable belief that Perlman was a threat to policy is now gone 
f. Board favors Fortsmann bid:
i. Measures: crown jewel lock-up, goodbye fee, no shop clause
ii. reasons: higher price, protected note holders, financing in place
g. Court ( Action doesn’t pass muster

i. Problems with board’s reasoning: benefits to noteholders, not good faith when it happens at expense of shareholders
ii. Board’s actions in their favor was self-interested (prevent lawsuit

iii. tactics are not per se illegal, but only permissible reason to use them is to bring another bidder into the offer to get a better price
VII. Mills v Macmillan (1989)
a. Rule: Once management is found to be dominant over conduct of argument, then board loses presumption of good faith and business judgment
b. FACTS: company solicits offers from KKR, but doesn’t pay attention to Maxwell bid.  Hints at KKR to raise bid, but doesn’t do so for Maxwell.  Connection between KKR and sitting management.
i. Court ( Tip was vital to KKR.  Revised 2 part Revlon Test
ii. Π must show that directors of targt treated one or ore of respected bidders on unequal terms

iii. Examine whether director properly perceived that shareholder interests were enhanced.

iv. Board’s actions mjust be reasonable in relation to advantage sought to be achieved

VIII. Paramount (Time-Warner merger)
a. FACTS ( Time started developing business more into entertainment (broad strategic initiative); make bid to Warner, wanted to control board of surviving entity, and was willing to pay premium for control of governance issues (keep journalistic integrity)

i. triangular merger ( Time dropped acquisition vehicle (Time-Warner) to merge with Warner; Stock for stock merger ( stock of parent in exchange for stock of target

ii. State Law required vote of Warner shareholders, but not of Time

iii. listing agreements (NYSE and NASDAQ) required shareholder approval for issuing that much stock (>20% of company)

iv. cross-lockups; each company gave the other a lock-up, exchange of shares with right to 10% of company

v. Time agreed to very strong “no shop” clause 
b. Paramount “any and all” cash tender offer for Time at $175/share

c. Time Response ( board meets and concludes:
i. bid constitutes a “threat”( inadequacy of price and threat to the Time Culture ( control over own destiny and particular governance structure

ii. Restructure transaction as 2 step acquisition; Buy 51% of Warner at $70/share, 2nd Step issues  package of cash and securities 

iii. Deal no longer has to go to Time Shareholders, who might vote to take Paramount offer
d. Paramount moves to enjoin the deal

i. Only threat is a price threat (not a coercive bid), so only acceptable defenses are those designed to get the price up

ii. Defensive Actions must be proportional: Even if there was a price threat, defenses have to be dismantled once the price threat is removed
e. Court ( Do Time directors have supervening fiduciary duty to desist from merger plan in order to give shareholders opportunity to vote on Paramount proposal?

i. “thoughtfully planned consolidation of time and waner”
ii. DE law obliges board to consider long term plans
iii. No obligation to seek short term profits, and to change long-term plans

iv.  invokes Van Gorkum ( can’t just kick it to the shareholders; need to consider long-term well-being

f. Unocal Test only applied to action after Paramount made its first bid
g. Broad reading ( validation of the “just say no” defense ( company can just refuse any and all offers that come along (even good ones)
h. Scott  reading ( court looks carefully at transaction history and actions of boards; relies on long-term strategic agenda to meet Unocal test
i. DEL SUPREME COURT: A Revlon claim – here no level playing field duty b/c/ it will arise when
i.  a co. initiates an active bidding process seeking to sell itself & 
ii.  to effect a business reorganization involving a clear break-up of the company ( in response to a bidder’s offer, it abandons its long-term strategy
iii. In Sum ( Time merger did NOT trigge Revlon duties, because Time retained control
IX. Paramount v. QVC
a. FACTS: Paramount tried to do what Time did , Tried to implement through transaction with Viacom, QVC weighed in as bidder
b. Court ( Because of structure of Viacom, the transaction was in fact a transfer of control
i. Viacom was controlled by a single shareholder 

ii. Transferring stock put sufficient control in hands of single party

iii. This was what we tried to avoid in Revlon
iv. Vision falls apart ( it’s now at the mercy of that single shareholder, and his vision will win out!
c. Duty of Care Case ( Board failed to consider both offers neutrally and carefully
d. Rules:
i. Must assume that management will not be impartial

ii. Must acquire all the information that is possible (See Van Gorkum)

iii. 1057 ( leeway to consider more factors than price
iv. Not required to make a perfect decision, but 

1. must make it on basis of all available infomraiton

2. must be reaonsable

e. Result: board loses! -( Failed to get all information, No reasonable basis ( vision thing fell apart with single shareholder control that would result from Viacom deal
i. Paramount Board has initiated an active bidding process seeking to sell itself by agreeing to sell control to Viacom in circumstances where another company was equally interested.

ii. potentially “draconian” provisions:

1. Note Featuer and Put Feature of stock lock-up
2. Termination fe
3. No-Shop
f. Viacom breach of contract claim for stock lock-up (p. 1062) ( to the extent that a contract, or a provision thereof, purports to require a board to act or not act in such a afashion as to limit the exercise of fiduciary duties, it is invalid and unenforceable”
i. if Viacom spend money on reliance on contract, it’s gone
X. OmniCare, Inc. v . NCS Healthcare, Inc.
a. Past cases
i. Unocal ( issue is reasonable response to threat.  
ii. Revlon ( once sail is inevitable, you have a duty to auction.  
1. your duty is to your shareholders
iii. McMillan ( you need to have a “level playing field”
iv. QVC ( Effective Change in control triggers auction duty.  Need to have disinterested directors in control
1. Contracts that would require you to breach fiduciary duty are void (tip for bidders)

2. Need to use all available information

b. FACTS: NCS was insolvent; Received formal notice of default and acceleration of debt from the trustee for note holders.  Omnicare made offers structured as asset sales in bankruptcy.  ad hoc committee for note holders brings in Genesis, who requires certain guarantees (251(c) agreement, 2 voting agreement of prominent shareholders
i. NOTE: fiduciary of directors when company goes into insolvency allows them to consider interests of noteholders
ii. Omnicare weighs in with 11th hour bid ( Board take bid to get a better deal out of Genesis and Board takes Genesis bid
c. Issue # 1 ( What is the standard of care?
i. Chancery court ( Unocal applies; this was reasonable

ii. Majority ( Unocal applies, but the agreement doesn’t meet the standards.  These are defensive actions.

iii. Dissent ( no reason to apply Unocal
1. no structural conflicts to trigger Unocal
2. board was acting in good care with good faith 

3. Only one viable deal was on the table

4. looking for business judgment protection (Van Gorkum)

d. Dissents ( rule might prevent companies from locking in beneficial deal

i. First dissent ( In this case, it was the only beneficial deal for a company on the brink of bankruptcy

ii. Second dissent ( If you apply Van Gorkum or Unocal, you’ll reach the same conclusion ( when board acts rationally and in good faith to preserve a deal in the absence of a second one, judgment should not be second-guessed

iii. Both say that the court is adding a new piece that is in contradiction to what was said in previous decisions

e. After Omnicare
i. Can’t enter into a contract with no fiduciary out

ii. Shifts the balance of negotiation ( How great a fiduciary out do you need; how far can you lock up before you’ve concluded the ultimate success of the bid?

XI. Control as an asset 
a. General U.S. Rule ( controlling shraehodlers can sell their assets absent some exceptions

i. Fraud, breach of fiduciary duty, etc. are exceptions

b. Controlling shareholders can’t sell unless they share the premium they receive with other shareholders (i.e., must sell whole company)  

c. UK Rule is the converse: Purchasers can’t buy control from one person.  Must make offer to everybody and purchase pro rata

i. Buy 51% of each shareholder’s stake

ii. UK requires tender offer if you’re going to buy over 30%

iii. PA and MA have similar system ( over 20% purchase, you must give appraisal right to all shareholders to get fair value for their shares

XII. Perlman v. Feldman (2d Cir) p. 1085
a. FACTS: Feldman was chairman of steel co
i. sold 37% of the stock (his block and others) to Wilcourt Co for $20/share (market price was <$12, book paricde awa $17)

ii. bidder is willing to pay “control premium” over market price

b. Court ( this is about misappropriation of corporate asset

i. Ability to control distribution of steal was a valuable asset in the hands of the corporation (dismisses questions about legality of practices)

ii. Obligation not to transfer control would be based on disproportionate transfer of corporate wealth
iii. Feldman sold his stock to people who would end the plan.  In that case, Feldman took the corporate asset and sold it (like selling fleet of trucks along with stock and getting paid for trucks)

c. Strategic buyers ( attracted to company precisely because its assets are 

d. Key to the case: multiple roles ( Dominant shareholder, president of the company, chairman of the board.  A shareholder acting solely as a shareholder should be able to do whatever it wants

e. What’s really going on?  

i. Feldman received a merger offer, rejected it, and then sold stock at premium.  These facts clearly move the breach to the president and/or director level

f. Rule
i. Old Rule ( “you can sell whenever you want unless you know your sale will do harm to the corporation”

ii. Feldman rule: If sale makes valuable Feldman plan go out the window, then it’s like looting the company

iii. Sale of office ( type of fraud.  You’re really selling your directorship

PAGE  
62

