Corporation Law
1) Introduction
a) Goal of business law is to advance wealth creation by facilitating voluntary cooperative behavior (aim of production, not distribution)

i) Measure of success is Kalgor Hicks efficiency

b) Modern rules are created with an eye toward what incentive effects rules will have on corporate actions

i) Fostering trust and the reliability of formal promises

ii) Reduce the costs of cooperative economic behavior – transactions costs

(1) anti-fraud law

(2) disclosure rules to reduce information asymmetries

iii) Reduce strategic costs – e.g. holdup problem

(1) Agency issues

(2) Collective action

c) Critical legal institutions include

i) Property

ii) Contracts

iii) Copyright

iv) Banking System

v) Capital Markets

d) The corporate form 

i) It is a contract between various constituencies

(1) Board

(2) Management

(3) Shareholders (have the residual cash flow and the control to optimize incentives)

ii) Form developed out of a need for capital aggregation

2) Agency Law
a) Definitions

i) Agency - relationship in which one person agrees with another to act on another’s behalf and subject to his control (contractual – but not exactly because third party interests are involved through the actions of the agent)

ii) Authority - that which the reasonable agent believes was granted by what the principal said or did (flexible in that the agent can do what is best for the principal – infer from the grant of power) (Res 26)

iii) Incidental Authority - authority that was not mentioned but was included in the actual authority – reasonable people will infer as included (Res 35)

iv) Apparent Authority - authority that agents appear to the third party to have based on actions of the principal (Res 27)

v) Inherent Power - extend authority from an innocent person to an undisclosed principal even when an agent violated a duty and did an unauthorized act (not a central principal)

vi) Estoppel - equitable, someone reasonably relied on your actions and you gained an advantage so you must continue to abide by the obligations that were agreed upon

vii) Unauthorized Acts of a General Agent - Incidental authority tasks that the agent was not authorized to do and does it anyway - courts are trying to reach a fair outcome so they say:

(1) When there is a disclosed principal there may be apparent authority (Res 161) 

(2) When there is an undisclosed principal the agent/principal is still liable (?)(Res194)
(a) If an agent of an undisclosed principal makes an unauthorized contract the agent is on the hook.  The principal could then affirm the contract and take it on if it is advantageous to him.

(b) If an agent of a disclosed principal makes an unauthorized contract the agent/principal is on the hook.  

viii) Employer/principal

ix) Employee/servant – employer does have control over the way things are done, the details

x) Independent contractor – employer does not control the details, but has the right to fire

xi) Ratification – when the principal indicates acceptance of agents’ act which were not originally authorized

xii) Termination – mandatory term that agency relationships can be terminated at any point (even despite a contracted term length) but you can get damages if there is a termination at odds with the contract length – no equitable relief of specific performance
b) Agency Formation

i) No writing necessary

ii) No intent necessary if there is control

c) Can the agent bind the principal?
i) Jenson Farms Co. v. Cargill, Inc (Minn. 1981) pg 16
(1) Was Cargill (larger company) liable for Warren’s (small farming company) debts?  Was there an agency relationship?

(2) Cargill had enough control over Warren to be considered a principal.  The intentions of the parties do not necessarily control whether the court will hold that there was an agency relationship.

ii) Nogales Service Center v. Atlantic Richfield Co. (Ariz. App. 1980) pg 20

(1) ARCO claims their rep did not have the authority to promise a discount.  Are they liable?  Apparent authority?  Are they the least cost avoider?

(2) There should have been a jury charge on inherent authority, but the objection was not raised in time

iii) General agents can bind principal to a contract through actual and incidental authority and can also bind based on principal’s representations to third parties (apparent authority)

d) Tort Liability – Principal is liable for employee torts when done in the scope of employment (Res 219-20)

i) Where an employee commits a tort that does not serve the interests of the employee, in principle the principal is not responsible.  See Res 228

ii) The law should shift liability to the cheapest loss avoider.

iii) Humble Oil and Refining Co. v. Martin (1949) pg 25

(1) Woman left car at a gas station and it rolled back and injured a family.  Who is liable?  Was the gas station operator (Schneider) an independent contractor or employee?  What about the station owner (Humble)?
(2) Owner was liable as principal.  Sufficiently controlled Schneider.  
(a) Paid 75% of operating expenses

(b) Had title to the property

(c) Gets residual of the enterprise

iv) Hoover v. Sun Oil Co. (Del. 1965) pg 27

(1) Fire injuring someone while car is being filled at station.  Sues operator of the station and refiner.  Is Sun Oil liable?

(2) Barone is an independent contractor and Sun Oil is not liable

(a) Rented space on an annual lease

(b) Rented Sun Oil equipment

3) Fiduciary Responsibility

a) Duty to exercise good faith in the management of the property under your control

i) Duty of loyalty

(1) obligation to exercise all power of loyalty in a good faith effort to advance the purposes of the relationship (and the principal)

(2) no transactions that involve conflict (where a party stands both as buyer and seller)

(3) no transactions that serve some interest of the agent’s over the principal

ii) Duty of care

(1) duty to exercise the duty of care of a reasonable person

b) Law seeks to strip fiduciaries of all benefit of a relationship if they breach their duties so sometimes the principal gets over-compensated when an agent breaches

c) Different types of fiduciary relationships (partnerships, corporations, trusts, agency) differ in duration and monitoring capacity
d) Tarnowski v. Resop (Minn. 1952) pg 34
i) Plaintiff wanted to get into a coin-operated machine business and asked agent to look into the business.  Agent looks into it and reports back.  The plaintiff buys the business on the recommendation of the agent and it turns out to be a terrible business and not as the agent described.  Plaintiff sues to break the contract and get his money back.  He also sues the agent for damages. Can the plaintiff get damages from the agent in addition to money from the seller based on breach of contract?

ii) He is entitled to damages in addition to the money he got back based on breach of loyalty (lied to the buyer and did not disclose commission from seller)

e) In Re Gleeson (Ill. App. 1954) pg 36

i) Mary Gleeson leases land to a friend and his partner.  When the lease is almost expired she dies and leaves the estate in trust to her kids.  Friend is made executor/trustee of the trust and he leases the land himself for the year right after she died and the following year leases to someone else for the same price he was paying.  Was his leasing of the land the first year after Gleeson’s death wrong? Breach of fiduciary responsibility? 

ii) He should have either decided to lease the land or to pass on the trustee relationship to someone else.  This is self-dealing. (but it may not have been efficient to do anything else!  And it requires going against the trust)

4) Partnership
a) Reasons to choose the partnership model

i) Agency is limited with regard to gathering capital.  Partnership allows partners to contribute equity to a firm to allow it to grow.

ii) Opportunity to create strategic partnerships – skill sets

iii) Changes incentive structures – make people partners so they will work efficiently and in the company’s best interests
b) Elements

i) It is an association of two or more persons for the carrying on a business as co-owners (UPA Sec 6) – all share residual profits
ii) Mandatory terms of a partnership (whether or not there is a written agreement – RUPA 103)

(1) Partners may not unreasonably restrict the right of books and access

(2) May not unreasonably reduce the duty of care

(3) May not eliminate the duty of good faith and fair dealing or duty of loyalty 

(a) See Meinhard v. Salmon (N.Y. 1928) on fiduciary duties
(i) They were partners and then Salmon agreed independently to a subsequent contract w/ a new partner w/ out telling Meinhard.  

(ii) Where one partner has managing power – he has highest duties of loyalty

(iii) Allen prefers the dissent – there was no general partnership – only partnership for one venture so the loyalty does not extend to this level

(4) Partners can ratify constraints on duty of loyalty
(5) No partner has power to dispose of partnership’s good will, to do any act to make the partnership impossible, confess a judgment (these categories of actions are NOT w/in the authority of a partner) 

(6) Can limit authority of an individual partner through partnership agreement BUT they may still have apparent authority 

(7) Every partner has authority to bind the firm unless the 3rd party knows about a limitation on authority 
(a) See National Biscuit Co v. Stroud (1959) pg 58 where one partner binds another to but bread for store
(8) Admit new partners unanimously

iii) Governed by partnership agreement (as limited by UPA 9) and under common law changes to the partnership agreement must be adopted unanimously

c) Partnership Property

i) Owned and managed by the partnership – not the individual partners

ii) A partner’s creditors cannot take the property, they get a right to attach an interest in his income in the partnership

iii) Partnership creditors first take from the partnership and then go to the partners’ property – they are jointly and severally liable

(1) New partner (joins after the incident leading to partnership liability) is jointly and severally liable only to the extent that his property in the partnership may be taken (UPA 17)

(2) New partner not liable for partnership liabilities even from partnership assets (RUPA 26b)

(3) If the liability is due to one partner’s recklessness, the jointly and severally liable partners can sue for breach of duty of care to recover their losses

d) Limited partnership includes general partners who have managing responsibility and liability and also limited partners who buy interest in the organization but have no managing responsibility or liability (See Delaney v. Fidelity Lease Limited (Tex. 1975) pg 74 where a limited partnership controlled by a corporation was held invalid)
e) Identifying Partnership

i) Vohland v. Sweet (Ind. App. 1982) pg 47
(1) Man managed some aspects of the business (plant nursery) and received 20% net profits as a salary – was he working on commission or in a partnership?  Can he force the business to dissolve and take 20% of the value of the property?

(2) Court held that he was a residual claimant who was interested in the efficiency f the business – got net profits and was therefore a partner.  (But note that we was not liable and did not sign contracts for the company)

ii) If the partners carry out the features of partnership then subjective belief about the relationship does not matter
f) Dissolution or Winding Up
i) Originally any time a partner died/quit the partnership had to dissolve (See UPA 29 and following)
ii) RUPA creates an option for disassociation which allows a partner to leave with the partnership intact (RUPA 601, 701, 703)
iii) Munn v. Scalera (1980) pg 51

(1) If a partnership dissolves who is liable for completing performance of partnership contracts (to build a home)? 
(2) Once partner took on the obligations and there was a material change in the agreement based on the creditor (homeowners) acts, so the obligations and liabilities fall on him (UPA 36)

(3) Both partners would have been liable had creditor not modified the performance obligation

iv) Jingle Rule
(1) Conflict between creditors of the entity and creditors of the individual partners (In Re Comark (Bankr. C.D. Cal. 1985) pg 55)

(2) Partnership creditors get priority in all partnership assets and individual creditors get priority in private assets (common law rule)

(3) Bankruptcy law changed the rule so creditors of partnership still have priority in partnership assets BUT they are treated in parity with individual creditors (means partners are bankrupt)
(4) Homestead exemption allows people to keep their homes

v) Adams v. Jarvis (Wis. 1964) pg 63

(1) Even though there is a default rule for dissolving a partnership if one partner leaves, we will allow the partnership to continue as envisioned by the partnership agreement

(2) The partner who is leaving is entitled to his portion of the accountr receivable as of the time he withdrew (UPA 38(1) applies only unless otherwise agreed)

(3) As the law of disassociation evolves it makes partnerships more permanent

vi) Dreifuerst v. Dreifuerst (Wis. 1979) pg 66

(1) Brother have a business and agree to dissolve it – can some of them force an in-kind asset distribution rather than selling assets and doing a cash distribution?

(2) Absent an express agreement to do an in-kind distribution you have to follow the statute and sell the assets for cash (UPA 38)

vii) Page v. Page (Cal. 1961) pg 70

(1) Partners had a linen supply business and when the business started doing well, the lending partner tried to withdraw

(2) No evidence that the partnership agreement was for a given term (no implied term) – so he had a right to dissolve at will – could sell the assets and partner would be paid from that
(3) Nonetheless, he has a fiduciary duty to his partner (pg 72)

5) Corporate Form

a) What are the advantages?

i) More stable than partnerships

ii) Easier to manage – particularly for large firms

iii) Owner liability in partnerships impedes investment

iv) Corps permit specialization of function – divide between management and capital.

b) Elements

i) Legal personality with indefinite life

ii) Limited liability for shareholders

iii) Free transferability of share interests – capital market

(1) Efficient capital market hypothesis

(a) Informational efficiency

(b) Fundamental efficiency

(2) Three forms

(a) All information will be assimilated into the market price (strong form)

(b) Stock price rapidly incorporates public information about companies very quickly so that you cannot make money buying and selling stock (semi-strong form)

(c) Historical market prices are not a guide to the future prices (weak form)

iv) Centralized management and employee indemnification

v) Appointment of managers by equity investors

c) Creating a corporation – corporate documents

i) Charter (includes capital structure, indemnification rights) – approved by shareholders

ii) By-laws (more easily changed by Board and shareholders (DE 109b)

6) Debt, Equity, and Economic Value

a) Financing a corporation – sell securities
i) Debt

(1) Corporation pays definite interest and interest payments are tax deductible

ii) Equity

(1) Common stock

(a) residual cash flow rights

(b) residual control rights

(c) not required to have one share, one vote

(2) preferred stock

(a) preference against common stock rights

(b) claim to residual before common stock

(c) generally has a par value and stated dividend rate

(d) dividend only paid when the Board declares it

iii) Convertible debt (debt that turns into equity

iv) Warrants to buy stock

b) Time value of money
i) Present value = FV/(1+interest rate)

(1) The higher the discount rate, the lower the present value

ii) Expected Value

(1) Weighted average of the value of the investments

c) Diversification
i) Systematic risk

(1) Everyone assumes this type of risk – no premium

(2) Part of the system – cannot be avoided

ii) Idiosyncratic risk

(1) Get a premium because not everyone assumes this risk

(2) Can limit this by diversifying your portfolio – some high risk ad some low risk

(3) High BETA is riskier

d) Discounted cash flow – estimates value and risk
i) Evaluates a company by projecting its value over time
ii) Generally used by courts to determine value

e) Optimal capital structure

i) How much debt to equity do you want to have?

(1) Modigliani Hypothesis claims that it does not matter how you divide debt and equity

(2) Now economists think it does matter because of bankruptcy transactions costs, debt is tax deductible, and influence on agency behavior 

ii) Generally a company wants slightly more equity than debt.

7) Creditor Protection

a) Forms

i) Contract terms

ii) Default rules

iii) Mandatory disclosures

iv) Dividend limitations – to protect against looting

(1) stockholders can take out a combination of retained earnings and stated capital

(2) can do a revaluation to ensure that all assets are reflected on the balance sheets

v) Minimum capital (this does not exist in the US)

b) If a company is insolvent, the Board may owe a duty to the creditors (where they usually owe a duty to the holders of equity) – See Guyer vs. Indersoll (DE)

i) Credit Lyonnais Bank Nederland v. Pahe Communications Corp. (Del. Ch. 1991) pg 139
(1) Does the Board owe its duty to the Bank as creditor or to the controlling shareholder?

(2) Board has a social, not legal, responsibility to do the right thing and ensure that the creditors are not left empty-handed

c) Uniform Fraudulent Conveyance/Transfer Act (pg 140 and 380 in the supp)
i) Relates to people who give money away to a preferred person rather than paying it to the person she owes the money
ii) Selling without fair consideration (even without fraudulent intent) when:

(1) the remaining capital is unreasonably small (4a(2)(1))or

(2) it was intended or believed that you would be left with debts beyond your ability to pay (4a(2)(11?)) or

(3) you become insolvent as a result (5a) or

(4) you transfer money to an insider for pre-existing debt (5b)

iii) Actual intent to avoid paying debtors (defraud, conceal, hinder, delay)

d) Equitable subordination

i) Court may subordinate something that looks like a loan from a controlling shareholder to a company 

ii) Test for whether something with be subordinated is whether the transaction can be justified within the bounds of fairness.
iii) Costello v. Fazio (9th Cir. 1958) pg 142

(1) Shareholders in a corporation finance with a loan from one party and go bankrupt – should that shareholder’s loan be subordinated?

(2) Yes, the firm was undercapitalized and the other creditors were not sophisticated parties who could understand its capital structure

e) Piercing the corporate veil

i) Only happens when there is fraud or corporation does not meet formality requirements

ii) Most of the piercing cases involve misrepresentations (92%) and most are contract cases (though theoretically it should be most important for tort claimants since they cannot protect themselves in contract)

iii) Sea-Land Services, Inc. v. The Pepper Source (7th Cir. 1991) pg 148

(1) Man owns many corporations but doe not hold annual mtgs, etc.  Can his creditors hold him personally liable?  Can they hold his other corporations liable?

(2) Yes, there was no formality to the corporations – they were just personal toys and he is liable

iv) Kinney Shoe Corp. v. Polan (4th Cir. 1991) pg 152

(1) Can Kinney hold their leasee personally liable for his company’s default?

(2) Three part test (third part is optional)

(a) Did he control the company (unity of interest and ownership)?

(b) Would there be an inequitable result if the court does not act?

(c) Is the party suing a sophisticated party who should have known better?

(3) Polan (lease) meets the first two and can be held liable

8) Derivative Suits

a) Elements

i) Accomplishes the work of two suits

(1) Claim against the party who injured the company

(2) Claim against the directors for failing to do their duty and sue for the wrong

ii) Recovery goes to the corporation to protect the creditors

iii) Shareholders sue because the company is controlled by the people responsible for the wrong

(1) Must own stock at the time of the wrong you allege to have standing.
(2) Must own stock continuously until the judgment (unless there has been a merger – DE eliminates claim when there is a merger)

iv) Distinguishable from class action which is a claim based on shareholder property rights – rather than a claim on behalf of the company

v) Common-fund to reimburse for lawyers fees as part of the settlement to correct the collective action problem 

(1) Contingency – percentage?

(2) Lindi Rule – consider the riskiness, work put in, etc.

(3) Delaware Rule – all of the factors together

b) Before the shareholders sue they must demand the Board sue and give the Board an opportunity to decide whether to sue (business judgment).  That decision will be respected by the court unless the Board was responsible for the wrong and therefore it does not make sense to ask.
i) Rule Fed Rule Civ. Pro. 23.1
ii) Levine v. Smith (Del. 1991) pg 364
(1) Holding: “Assuming a plaintiff cannot prove that directors are interested or otherwise not capable of exercising independent business judgment, a plaintiff in a demand futility case must prove particularized facts creating a reasonable doubt as to the soundness of the challenged transaction  sufficient to rebut the presumption that the business judgment rule attaches to the transaction”

c) Universal Demand Rule- ALI Corporate Governance (pg 367-8)
i) Shareholder must make a demand – then the Board decides whatever

ii) If they don’t allow the suit then shareholder goes to court to prove why the Board should not be respected (you ask even when Board is responsible for wrong)
d) Never Make Demand - DE Court position
i) If you go to the Board and make a demand, court assumes you concede that Board is independent 

ii) No one makes a demand because they want to preserve their right to claim that the Board is not independent as well as that they made an unsound decision
e) Special Board Committees

i) A special committee of directors who do not have a conflict to investigate the wrong

ii) Auerbach v. Bennett (N.Y. 1979) pg 374

(1) Court considers the independence of the committee and whether the investigation was reasonable

(2) If both are true then the decision of the special committee stands

iii) Zapata Corp v Maldonado (Del. 1981) pg 375 – 

(1) Court considers the independence of the committee and whether the investigation was reasonable

(2) Then the judge adds his business judgment (this is just to preserve the court’s rights)

f) Settlement
i) Most suits are settled

ii) Both parties have incentives to settle rather than expose themselves to the risk of trial (plaintiff attorney fees lead to settlement and defendant concern over indemnification leads to settlement)

iii) Carlton Investments v. TLC Beatrice International Holdings (Del. Ch. May 30, 1997) pg 386

(1) After a year of litigation the defendant proposed a settlement to the court.  The plaintiff didn’t want to settle but the defendant wanted to notify the other shareholders and try to get the court to approve the settlement
(2) Shareholders often object to attorney’s fees – they get notice of it in the settlement

9) Fiduciary Duties of Directors

a) The basic duties are:

i) Care

ii) Loyalty

b) Who is held to these duties?

i) Board

ii) Officers (these are actual agents of the company)

c) Duty of Care – Generally

i) As a decision-making body for the Corporation, the Board has a responsibility to have the appropriate information when making decisions – investigate

ii) In judging whether they met their obligation the court may consider the cost of getting information, the significance of acting immediately vs delaying, and the novelty of the decision

iii) Court limits negligence claims asserting that there was improper decision-making using the business judgment rule

(1) Rather than leaving a negligence question about the reasonable man for a jury, the court turns the issue into a question of law

(2) Allows the court to dismiss bad claims at an early stage of the suit
(3) Gagliardi v. Trifoods International Inc (Del Ch. 1996) pg 241

(a) Man was forced out of directing his company and then another person who was brought in to manage was even worse

(b) He brought a claim of mismanagement

(c) Dismissed under the business judgment rule (if courts are always second guessing the directors then they will be very cautious and it will work against shareholders in general)

iv) Directors are protected so that they have incentives to take risk for the company

(1) Indemnification – companies indemnify their officers to the full extent possible under the law

(a) Supp pg 136 - rules regarding indemnification

(b) Waltuch v. Conticommodity Services, Inc (2nd Cir. 1996) pg 243
(i) He was a silver trader who lost a lot of money and was sued – he sought indemnification for the 2.2 million dollars in lawyer’s fees after he settled a suit (in one of the suits he paid a penalty implying that he did not act in good faith)

(ii) Under one section of the law there was a good faith requirement for indemnification. But another section allows indemnification for any claim that concluded with vindication (and vindication can be defined as anything that is not a judgment of liability)

(iii) Can he be indemnified even though he was not acting in good faith?   How do the sections of the law fit together?  Court held that for the claim on which he did not pay a penalty he can be indemnified, but where there is a good faith requirement, you don’t get indemnified for those claims (Section a of the statute re: good faith is read into the other sub-sections) 

(c) Thompson DOJ Memo – was an attempt to pressure companies not to indemnify, but the courts held that it interferes with right to contract
(2) Director and Officer Liability Insurance

(a) Provides deep pockets to pay costs

(b) Limited post Enron re fraudulent inducement and bankruptcy

(3) Charter Waiver of Liability for Directors – Del 102(b)7

(a) Response to Van Gorkom

(b) Companies may put in charter a provision that says directors will not be liable to the company for damages in any case for which they have no conflict and in which they act in good faith

(c) Directors protected unless there is deliberate indifference

d) Duty of Care and Attention – in Decision-making
i) Claims are generally brought as derivative suits

ii) Most transactions will be judged under a business judgment rule to determine whether the directors met the duty of care
iii) Kamin v. American Express Co (NY 1976) pg 248
(1) Shareholder claimed that the dividends given out by the directors was a waste of corporate assets – he thought that they should use the stock being issued out to the shareholders for another purpose

(2) The directors believed that it would be better for the company to give out the stock than to report a loss 

(3) Court allows the directors’ decision to stand

(4) Business Judgment Rule: Where there is a rational process and no conflicting interests the company’s substantive decision (no matter how stupid) is not the arena of the courts

iv) Smith v. Van Gorkom looks like it falls into this category, but it isn’t quite this category (pg 253)

(1) Even though there was a knowledgeable CEO and no conflict of interest the Del Supreme Court said that they breached their duty of care by not taking enough time, getting information, etc.

(2) Allen believes this is a response to changes in merges and acquisitions

(3) Response was enactment of 102b7

v) McMillan v. Intercargo Corp. (Del. Ch. 2000) pg 256
(1) Plaintiffs allege that the directors breached duty of care when selling the company (after it was sold)

(2) They can’t get damages because they waited until after the deal went through – and because the company had a 102(b)7 provision

(3) This returns the situation to the lay of the land before Smith

e) Duty of Care – Monitoring

i) Board can violate a duty to monitor through inaction

ii) Francis v. United Jersey Bank (N.J. 1981) pg 266

(1) Re-insurance brokerage firm owned by a family (only board members were family members).  Father dies and leaves it to the sons who begin taking too much money out of the transactions.

(2) Trustee brings a claim against the mother for not paying attention to the sons illegal actions and stopping the actions (she must have some assets left)

(3) She claims that she was old, didn’t understand the business, and was depressed/drunk

(4) Judge holds that a director must

(a) Acquire a rudimentary understanding of a business

(b) Attend meetings of the board – and ask questions

(c) Maintain familiarity with financial status of the corporation

(d) Review financial statements

(e) Object to illegality and try to convince others or step down

(5) Therefore she is liable – she didn’t take these steps

iii) Graham v. Allis-Chalmers Manufacturing Co. (Del. 1963) pg 271

(1) Derivative suit to claim fines which had been charged to a company for price fixing

(2) No evidence that the directors were personally involved in the price fixing, but the company still paid a good deal in settlement so the shareholders wanted to recover the fines from the directors

(3) Holding: Directors are entitled to rely on honesty and integrity of their staff unless something happens to make then suspicious (red flags case)

iv) In Re Caremark International Inc. Derivative Litigation (Del. Ch. 1996)

(1) This is the settlement hearing for a derivative action

(a) The court needs to make sure that a good claim is not bribed away so that the lawyers get a legal fee

(b) Court must assess the merits of the claim to make sure there is fair compensation

(2) Original issue was Caremark’s bribery of doctors to use their services

(3) Company paid a 250 million dollar fine for violating a statute and then a derivative suit comes to try and recoup the losses

(4) Board had taken some steps to prevent this type of behavior

(5) But court says that Allis Chalmers creates an incentive for Boards to be disengaged and Boards should have a duty to get information and monitor – 

(a) Must put in place information gathering mechanisms (280)

(b) Only a sustained or systematic failure of the board to exercise  oversight will establish lack of good faith (pg 281)

v) Disney

vi) Worldcom

(1) Selling bonds on bad information about the company – sued under Section 11 where the investors can undo their purchase if they bought on misinformation and directors can also be held liable.  

(2) The directors were relying on the CFO’s statements, but they were scared and settled the suit.  They should have been indemnified

vii) 404 of Sarbaines Oxley is related to financial reporting (securities law)

(1) CEO and CFO have to certify weaknesses in reporting

(2) Auditor must certify the reporting systems as well

(3) Much more rule based approach than the corporate law which centers on general principles of loyalty…

viii) DE 141e – Board members can rely in good faith on the records of the corp, officers, experts selected with reasonable care, etc. 

f) Duty of Care – Duty to Conform to the Law

i) Miller v. A.T.&T. (3rd Cir. 1974) pg 282
(1) ATT was owed 1.5 million dollars for phone services during the 1968 democratic convention, but the Board made a decision not to sue without any conflict of interest.
(2) Holding: Not suing was a violation of statute not protected by the business judgment rule since it was, in effect, a contribution to a political party.  This is at least a triable issue so the claim should not be dismissed.

g) Duty of Loyalty – Generally

i) Duty is to shareholders (except when the company is in insolvency)

ii) Dodge v. Ford Motor Co. (MI 1919) – Shareholders wanted dividends rather than price cuts and high wages and the court held that the duty was to the shareholders

(1) This is the only case that says this

(2) The reason it came out that way is that the owner explicitly said he was acting for the public rather than for his shareholders
iii) A.P. Smith Manufacturing Co. v. Barlow (N.J. 1953)

(1) Company gave away money to a University and shareholders claimed it was a breach of duty

(2) Holding: The company’s long term health is improved by making reasonable gifts and so they are allowed

h) Duty of Loyalty - Regulation of Self Dealing

i) Self-dealing transaction – if a person s involved in both setting the terms of the transaction and effectuating the transaction where – he is on both sides of the transaction (even a fair transaction)

(1) Can be attacked unless

(a) There is full disclosure

(b) Price is fair

(c) Process is fair

(2) Entire Fairness Review

(3) Equitable remedy is to give all the economic benefit of the transaction to the other party

(4) Defendants bear the burden to prove the fairness once the plaintiffs show that it is a transaction that warrants the review

ii) Originally all transactions between corporate directors and company were off limits (like the trustee rule)

iii) Safe harbor statutes were introduced to allow transactions between directors and companies provided that they follow the provisions established for trustees and beneficiaries
(1) Trustee could deal with a trust beneficiary if:

(a) Beneficiary was competent to contract

(b) There is full disclosure

(c) The transaction is objectively fair

(2) Transaction is voidable if these conditions are not met

iv) Sample Safe Harbor Laws

(1) Del 144 – Interested Directors (must be fair, full disclosure to other directors or shareholders)

(2) Indiana Statute supp pg 354 – “not voidable solely for the director’s interest in the transaction” – same type of statute

(3) CA statute requires that the transaction be ratified by disinterested shareholders (the interested party cannot be the ratifying party)

(4) Model Business Corporation Act (supp pg 290) – explicitly does not allow interested parties in voting to approve transactions

(a) 861 – A transaction affected by a corp may not be subject to equitable relief in a proceeding that is not a director conflicting transaction.  Even a conflict transaction cannot be grounds for relief if a disinterested board approved it or  the shareholders approved

(b) Attempt to set up conditions that make a transaction reasonable such that it will not be subject to the fairness review

v) Sinclair Oil Corp. v. Levien (Del. 1971) pg 299
(1) Levien was a subsidiary owed almost entirely by Sinclair and it was paying out large dividends to shareholders rather than exploring other expansion

(2) Minority shareholders sued to claim that Levien should have been investing n expansion 

(3) Court held it wasn’t even self-dealing because everyone was getting the same thing – all the shareholders benefited equally

(4) Business judgment applied unless there is waste
vi) Cookies Food Products v. Lakes Warehouse (Iowa 1988) pg 303

(1) Director is a controlling shareholder in a case and is being accused of self dealing (transactions with controlling directors will always be scrutinized)

(a) Invented new product - taco sauce, distributed the products, was compensated for running the business

(b) He argued that it was all fair and approved by the board of the company

(2) Demonstrates the typical application of Safe Harbor – even though the decisions were approved by the Board the court deems that it must pass on the fairness of the transactions

(3) Compliance with the statute does not exclude judicial review

vii) State Ex. Rel. Hayes Oyster Co. v. Keypoint Oyster Co. (Wash. 1964) pg 294

(1) Hayes owns 25% of his brother’s oyster company and another percentage of the Coast oyster company of which he is also CEO

(2) He decides to sell part of Coast to a new company, Keypoint (and he’ll own half) but he does not disclose to Coast that he will have a role in Keypoint

(3) Later, Coast wants to take Hayes’ portion and claims that he should not get to keep his half because of the self-dealing

(a) The fact that it was in secret indicates that it was not fair – full disclosure would indicate fairness

(b) Court is trying to create incentives for full disclosure

(4) The court orders that Coast get Hayes’ shares

i) Ratification of Self Dealing Transactions
i) Shareholder Ratification

(1) Majority of the public shares must vote for the transaction

(a) Give them full disclosure

(b) Voluntary vote

(c) Disinterested shareholders

ii) Special Committee Negotiations

(1) Independent

(2) Good outside advice

iii) See In Re Wheelabrator Technologies (Del Ch. 1995) pg 316

(1) Does Wheelabrator control?

(a) Does it own 51% of the stock?

(b) Do you control in fact?

(2) Affects of shareholder ratification:

(a) Extinguish claims of lack of due care

(b) Trigger business judgment review for cases involving a minority of directors

(c) Shift the burden of proving fairness in controlling director cases

iv) Weinberger

(1) Entirely fair

(a) fair price

(b) fair process

j) Duty of Loyalty - Corporate Opportunity Doctrine

i) Is it a corporate opportunity?

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

(2) Line of Business – is it the same business

(3) Fairness – where did you get the information, did you bring the opportunity to the Board? (ALI 505)

ii) Did the company somehow ratify the use of the corporate opportunity?

(1) Disclosed and consented?

(2) Ratified after the fact

(3) Beyond the company’s financial capacity

(4) Outside the scope of business in the corporate charter?

iii) Remedy is disgorgement of profit (but you don’t lose the investment)

iv) Broz v. Cellular Information Systems Inc (Del 1996) pg 332

(1) Cellular licenses were sold at auction.  CIS was a troubled cell company and Broz was on its Board as well as owning his own company.

(2) A license came up for sale and someone brought it to Broz’s company

(3) Broz asked some of the other Board members if they wanted the opportunity and they said no, so he took it

(a) They consented to let him on the Board even though he was in the business and might have a competing interest

(b) But he did not take it to the full Board

(c) He ended up competing against the company that bought CIS after the deal went through

(d) But he did not have to anticipate the future desires of CIS’s new owner since the merger was still not complete when he made the purchase

v) In Re Ebay, Inc. Shareholder Litigation (Del. Ch 2004)

(1) Investment bank was flipping IPO shares.  Goldman Sachs allocated IPO shares to their “friends” who were directors of Ebay.

(a) There was great value in being able to access initial public offerings in high tech shares (bankers choose the initial price based on what they think the market will bear).  

(b) IPOs are generally under-priced so that the price will shoot up in the first day.  

(c) Investment banks have the ability to allocate shares to their customers.

(2) Did these directors take a corporate opportunity in the profits they made on their Ebay stock?

(3) Yes – this was a corporate opportunity

(a) Ebay did have a business of investing

(b) This opportunity came to these people because of their corporate office (This was like a bribe for these officers to keep using Goldman Sachs).

(4) Surprising decision in the market

k) Duty of Loyalty – Compensation

i) Use of incentive compensation to eliminate agency problems

(1) Stock options

(a) Future incentive plan

(b) Create risk incentives as officers try to raise the company stock value

(2) Restricted stock

(a) Issue stock rather than options with restrictions on resale for a period of time

(b) Better alignment than options which induce risky behavior

ii) Perceived excesses in compensation

(1) American Tobacco (Duke Case)

(a) Controlling shareholder decided to pay 10% of the profits to some of the officers and put it in the by-laws

(b) Later other shareholders sued to change the by-laws

(c) Supreme Court said that the compensation was too much

(d) Note: This was a rare case until a few courts decided to remind companies that they could be sued over extreme compensation

(2) In Re the Walt Disney Company Derivative Litigation (Del. Ch 2005)

(a) Would have expected that this would be dismissed under the business judgment rule, but the court was sending a message using the flexible doctrine and did not dismiss

(b) Ultimately they decided the case on business judgment, but he described he outer reaches of duty of care and potential liability

(c) Was the contract excessive?  How do you evaluate a contract?

(i) Ex ante you have to think about the potential consequences – when constructing a contract

(ii) Court should evaluate the contract decisions as of the time they were made

(3) Grasso’s (NY Stock Exchange CEO) compensation was slapped down under a statute requiring reasonable compensation for “non-profit” executives

(4) All members of the compensation committee now have to be independent according to NY Stock Exchange rules

iii) Officer compensation 

(1) Tried on waste – no consideration, no reasonable relationship between what is given and received

(2) Court will use a business judgment rule to judge whether there is a waste unless there is a lack of good faith

iv) Director-Officers Compensation

(1) You get business judgment rule if you have an independent committee

(a) Default rule is that this has to be fair

(b) Standard procedure is to get the shareholders to ratify this with full disclosure

(c) Courts will be more likely to get to a waste standard since these are self-dealing transactions  (See Vogelstein case in the book)

v) Bonuses

(1) Generally upheld, but if it is ex post payment you can expect courts to be more intrusive and ask about reasonableness

10) Shareholder Votes
a) Shareholders vote on:

i) Directors (DE 211)

ii) Amendments to a charter (DE 242)

iii) Mergers (DE 251)

iv) Bylaws (DE 109)

v) Sale of substantially all assets in a company (DE 271)

vi) Dissolution (DE 275)

b) Voting Process

i) Board initiates – except election of directors

ii) All shares vote

(1) Default is one share, one vote (but this can be modified to no votes or multiple votes) (DE 151)
(2) Dual voting structure – where different classes of stock have different voting power

(3) Cumulative voting - Each shareholder get one vote per open seat and can allocate them in any way (could put all their votes on one seat to take some control)

(a) Increases the likelihood that smaller, non-majority shareholders can have some representation on the Board

(b) Can be written into the charter

(4) Class voting (pg 211 in supp)

(a) When a certain type of stock will be affected that class gets to vote on the change

(b) You would need a majority of each class (I think?)

iii) Must hold an annual mtg (DE 211b) and there is a record date to determine who owned shares for the purposes of that year’s mtg and vote

(1) Quorum of votes necessary at a mtg (DE 216)

(a) Default is that you need a majority of shares entitled to vote

(2) To win a vote

(a) Directors elected by a plurality because there are contested elections

(b) For substantive changes you need a majority of votes present

iv) Special Mtgs

(1) Can be called by the Board or under some statutes, by a certain percentage of shareholders

(2) Realistically, called by the Board when there is a merger agreement

v) Staggered (Classified) Boards (DE 141)

(1) Must be in the charter or voted on by the shareholders

(2) Make changes in corporate control more difficult

c) Removing Directors During their Term

i) Default rule: may be removed with or without cause by the shareholders – except if you have a staggered Board then the shareholders have to show cause for removal DE 141k

(1) This rule makes important the rule for calling a special mtg

(2) Or the consent statute DE 228  (allows shareholders to vote or act on any matter they could have voted on at a mtg through a consent solicitation)

ii) What is good cause?

(1) Generally must relate to self-dealing or some other stealing

(2) Any crime relating to honesty would be cause

iii) See Campbell v. Loew’s pg 174
(1) director must get notice and opportunity to argue

(2) this decision was excessively legalistic and led people to stop removing for cause in DE

iv) Board has no power to remove a fellow director – only shareholders

d) Consent Solicitations

i) Shareholders can file written consents rather than calling a special mtg DE 213b

ii) Was an attempt to be a cost-savings measure for small company, but is now used in hostile takeovers

e) Proxy Voting

i) Used to get a quorum to the mtgs DE 211

ii) Authorization to act as a proxy can come through almost any means 

iii) If you want to get something on the agenda, or make a change you need to solicit votes through proxy (Fed law governs who can solicit proxies)

iv) Can try to get your own proxy statement into the company’s proxy solicitation (pg 217 SEC 14 a-8) 

(1) Company must put a shareholder proposal in its proxy statement under certain circumstances (SEC14a-8) if they meet certain formal requirements

(2) May exclude shareholder proposals in limited circumstances (pg 218)

(a) If it would put the company into conflict with state law

(b) Election contests

(c) Absence of authority to do what the shareholder wants

(d) If it relates to the company’s ordinary business (the province of the Board) – management function

(3) Company will try to exclude statements by getting “No Action” letters from the SEC which promise that if they exclude these statements the SEC will not take action (ie legal to exclude)

f) Access to the Proxy (under Fed control)

i) Regulation for solicitation of proxies – pg 412 of supp

ii) Must file lengthy forms to solicit proxies (14(a)1) – makes filing expensive
iii) SEC made changes to make it more possible to communicate as long as not soliciting proxy to vote in 1992

iv) When soliciting proxies you must not make a false statement or an omission, etc. (14(a)9 pg  - 227

v) J.I. Case v. Borak (1964) – 
(1) private cause of action for violation of 14a9 inferred by the court

(2) elements of cause of action

(a) false statement or omission in a proxy

(b) of a material fact

(c) made with intent to defraud (or recklessness)

(d) that causes injury

vi) Mills v. Electro-Autolife – 
(1) Whenever the proxy vote is a step in some deal the court assumes that people relied on the proxy

(2) Practical remedy is corrective disclosure and the plaintiffs get a fee

vii) Virginia Bankshares Inc v. Sandberg (1990) pg 229

g) Reimbursement for Proxy Voting

i) Rosenfeld v. Fairchild Engine and Airline Corp (N.Y. 1955) pg 183

(1) Dissident shareholder solicits proxies and won control over the company.  Then after the fight the company reimburses the management expenses for collecting proxies and also the dissident expenses.  

(2) Should the management’s reasonable expenses be reimbursed?

(3) Should the dissident’s expenses get reimbursed?

(4) Reasonable fees of management and reasonable fees of a party to a prevailing proxy contest will be reimbursed

(5) Should they also pay for unsuccessful proxy contests?

(a) Would create too great an incentive to contest if you reimbursed for all proxy contests, but maybe they could pay for the percentage of votes that the person received in the vote

ii) This is like awarding attorney’s fees – it shares the cost of a successful fight across all those who benefited

h) Fiduciary Duties in a Voting Contest

i) Schnell v. Chris-Craft Industrial Inc (Del. 1971) pg 559

(1) Management wanted to move their meeting up so that the proxy contest people will not have time to get their materials out

(a) They had the legal power to do it according to the by-laws

(b) But it could be enjoined as a result of the fiduciary duty

(2) They cannot advance the mtg because it is done with the intent of “obstructing the legitimate efforts of dissident stockholders”

ii) Blasius Industries Inc v. Atlas Corp (Del. Ch. 1988) pg 560

(1) Shareholders want to sell assets and have a big dividend and the management do not want to do this 

(a) Shareholders wanted to expand the board and put their people in t take control

(b) Management preemptively puts two new people on the board who support their positions (preventing the shareholders from taking control)

(2) These managers were acting in good faith – they thought the shareholder plan was too risky…

(3) But even though they were acting in good faith it is an invalid act since they were trying to impede the shareholders franchise 

(4) Cannot impede shareholder franchise without a compelling reason

i) Management Controlling the Vote

i) DGCL 160c (pg 190)

(1) Treasury stock is not voted – stock that is held by the company itself

(2) A subsidiary controlled by the company cannot vote its shares 

(3) These shares are also not counted for the quorum

ii) Management is always trying to figure out ways to use the company’s capital to control its shares

iii) Speiser v. Baker (Del. Ch. 1987) pg 191

(1) Fight over control of a corporation.  There was a subsidiary controlled by the two directors of the larger company.  

(2) Did the structure violate either 160c or a general prohibition against manipulating structures to interfere with the vote?

(3) Yes, this was a manipulation of the public shareholders right to vote – no justification/public benefit
iv) Hilton Hotels Corp. v. ITT Corp (D. Nev. 1997) pg 177
(1) Company wants to stave off a takeover so they sell many assets to a new company and create a staggered board in that new company
(2) Radically changes the voting rights of the shareholders and is not allowed
j) Vote Buying

i) Schreiber v. Carney (Del. Ch. 1982) pg 199
(1) One of the shareholders had a large stock and they wanted him to vote for something which would be good for the company, but have bad consequences for him in taxes.  In order to induce him to vote for it, they gave him a loan which would offset the loss.  Then they subjected the deal to a shareholder vote.

(2) Is that okay?  Is it vote-buying?

(3) The transaction was done for corporate benefit by the board and ratified by the shareholders.  The guy was not benefited, just left in the same place as he would have been if the company did not do the deal

(a) Look at it first under fairness standard

(b) Ultimately the court says that the factors lead him to decide under business judgment rule

11) Insider Trading 

a) SEC – Equal Access Theory vs. Supreme Court – Fiduciary Responsibility Theory

b) Common Law Fraud (pg 577)

i) Principle elements

(1) False statement (actions can be a communicative statement)

(2) Material fact (would a reasonable investor rely on it?)

(3) Intention

(4) Reliance

(5) Causes injury

ii) Does not include omission (caveat emptor – buyer beware)

iii) In a trustee-beneficiary transaction there was an obligation of full disclosure, but in non-fiduciary situations there was no obligation

iv) Can an opinion be a false statement? (See Virginia Bankshares above)

(1) Difficult to prove that someone did not believe what they said in an opinion

v) Goodwin v. Agassiz (MA 1933) pg 578

(1) Aggasiz was the CEO of a mining company and he had material about the value of minerals on land owned by the company.  He removed the exploratory equipment from the property. He bought shares on the open market.  Shareholder who sold the shares to him sued for having sold at a lower price.

(2) Was this insider trading?

(a) If Aggasiz had dealt directly with him would he have an obligation?

(b) Not under common law at this point

(3) There was no face to face dealing and the seller was not making a decision in reliance on anything the director said or didn’t say.  No duty to the shareholders re full disclosure (only a duty to the corporation as an entity)

vi) Brophy v. City Service (Del. Ch. 1949) See pg 584

(1) Guy working as an assistant to the CEO goes out and makes a profit while trading in the company stock

(2) Does he need to give that money to the company?

(3) Yes, that is the company’s property because he got it while doing company business (like corporate opportunity and agency theory)

vii) Diamond (2nd Cir. 1969)

viii) Freeman v. Decio (7th Cir. 1978) pg 583

(1) Prefers federal regulation and does not want to confuse things by having a state remedy as well

(2) Does not follow Brophy and Diamond which create remedies at common law

ix) Now the SEC has changed the standards re: obligations to shareholders

c) Negligent Misrepresentation

i) No intention 

ii) Must be a preexisting duty between the person making a representation and the claimant in order to rely 

d) Federal Regulation

i) 1933 Act

(1) Act regulated IPOs

(2) Requires prospectus

ii) 1934 Act

(1) Creates the SEC

(2) Creates a regime of periodic filings of information

(a) One aim was to reduce or eliminate fraud on exchanges in secondary markets

(3) Section 10 – principle anti-fraud division (pg 389 of supp)

(a) Not designed as a private remedy, but rather as a power to allow the SEC to get injunctions against people acting as Aggasiz did

(b) Ultimately it was expanded into a private right of action (Kardon v. National Gypsum (E.D. Pa. 1946))

(c) Once the class action rule (23b3) was amended this type of litigation exploded

(d) Federal system abandoned the majority common law rule and began to require that directors either disclose information or abstain from trading (Katy Roberts)

(4) Elements of  10b5 

(a) Fraud or false statement

(b) In connection with purchase or sale of a security (does this include mergers?)

(i) Santa Fe Industries v. Green (1977) pg 598

1. Case about a company going private where the stockholders were cashed out (they claimed that there were devices and schemes to defraud in the sale at a low price)

2. Court limited implied cause of action under 10b5

a. What counts as a purchase or sale in connection with securities fraud is limited

b. Cannot get into fed court on corporate M&A transactions, though there are state remedies

3. People were using 10b5 actions rather than state appraisal actions because 

a. they were class actions rather than individual actions

b. belief that fed courts would be more generous

4. This case stopped the federalization of the fiduciary duties

(ii) See also Virginia Bankshares
1. This case was similar but there was an actual false statement

(c) Materiality 

(i) Basic Inc. v. Levinson (1988) pg 629

1. This company had denied that it was engaged in merger negotiations 

2. In determining whether they had an obligation to disclose the court will weigh the significance of the transaction and the likelihood of it happening 

(ii) Material info is information that  would affect the deliberation of a reasonable shareholder (does not have to change the result – just the deliberation)

(d) Reliance 

(i) Efficient capital market hypothesis (ECMH) – assumes that information that is available is incorporated into the price - Fraud on the market
(ii) Thus you don’t have to prove that you knew information directly and relied on it – you are assumed to have relied indirectly

(e) Loss Causation (both elements must apply)

(i) Transaction causation – your reasonable reliance caused the loss (not some other factor that affected the market)

(ii) Loss causation – misstatement or omission caused the loss

(5) Remedy

(a) Damages are what you made on the false statement

(b) You disgorge the loss – discourages insider trading

(6) SEC v. Texas Gulf Sulphur Co (2nd Cir 1969) pg 592

(a) Texas Gulf thought they found metal ore in a mine beginning in April.  Stock price at that point was 17.00.  They don’t make any disclosure because they aren’t sure and they also want to acquire land in the area.  The officers who had this information also got stock in this period.  The market begins to figure out that they found something and they issue a press release in an effort to quell rumors (Apr 12).

(b) Is the press release misleading?  Did these officers have a duty to abstain or disclose?

(c) Technically true things that are misleading are not okay in securities law.  An insider must give time for the market to absorb information before he can act.

(7) Chiarella v. United States (1980) pg 608

(a) Man worked in a financial printing business.  He is setting type for a takeover and he buys stock based on the information he reads.  He is charged with a criminal violation of 10b5 for insider trading.

(b) Powell holds that officers and directors have a duty to abstain or disclose because there is a fiduciary obligation, but this printer had no duty and without a duty there is no violation.

(i) Logical and traditional

(ii) Disappointed the SEC who wanted to stop everyone from insider trading

(c) Dissent – the printer violated a duty by trading on non-public information (misappropriation theory)

(i) Duty to the print owner and his client

(ii) When that is violated it opens the person who used the information to suit by a third party

(d) There is a struggle around 10b5 – some want to use it to federalize securities and some want to maintain local (state) court control

(8) Dirks v. SEC (1983) pg 612

(a) Dirks was an industry specialist in insurance and he got information that there was fraud going on in a given company.  He decides to investigate the claim and tries to publicize the information he gets in the WSJ.  He also tells his clients to sell.

(b) The SEC investigates and charges Dirks with violating 10b5 for giving non-public information to his clients.

(c) A person who tips can violate 10b5, but they must be violating a fiduciary duty not to disclose.  Also, if you know that someone who gives you the information violates a fiduciary obligation not to disclose you are violating 10b5.

(d) Dirks did not violate a duty so he is not guilty of a violation

(9) United States v. Chestman (2nd Cir 1991) (en banc) pg 618 – Tender offers
(a) The company, Waldbaum’s is being acquired and the family all finds out about the deal.  A nephew in law tells his broker about the impending deal and the broker buys himself some shares.

(b) The SEC sees this unusual activity and charges the broker with 10b5 and 14e violations

(c) Court says that he didn’t violate 10b5 because he had no fiduciary duty to the source of the information (no fiduciary duty between a husband and wife)

(d) Court holds that the SEC did have the authority to enact rule 14e even though it does not require duty (which is a necessary element of fraud under 10b5)

(e) Where were the breaches of duty?

(i) When the company president – Ira Waldbaum – told his sister did he breach the duty?  He told it to everyone in a limited condition?

(ii) Everyone who passed on the information tried to share it on limited conditions

(10) Section 16 (pg 454-55 in supp)

(a) In the 1934 Act – only remedy for insider trading

(b) Any covered person (officer, director, owns 10% of any class of stock in a company) if they engage in short term trading, must give the profit to the company

(i) You make no money if you do short term trading

(ii) This assumes that the inside information you have will be in the market within 6 months

(iii) Does not require that you buy/sell the same shares

(c) Each person covered under the act must file an SEC form periodically to show these transactions as well as derivatives (which could create the same financial benefits)

e) Misappropriation theory

i) Misappropriation is a general tort

ii) There’s an implied obligation not to misuse non-public information 

iii) The dissent from Chiarella becomes the majority

iv) United States v. O’Hagan (1997) pg 624

(1) Lawyer gets information from a client of the firm about an acquisition and buys stock in the company

(2) SEC brings a claim against him

(3) He claims that he had no fiduciary obligation to the people who sold him the stock (Chiarella)

(4) Court adopts the dissent in Chiarella, so if you violate any duty in connection with the purchase or sale it is a violation of 10b5

f) Modifications to the Rules in an Attempt to Expand Coverage

i) Rule Fair Disclosure (FD) (page 463 of the supp) and pg 617

(1) Before this rule, companies built relationships with specific analysts and gave benefits to some analysts – there was selective disclosure of information (even when it didn’t violate a fiduciary duty)

(2) The rule requires that 

(a) Whenever any company intentionally discloses non-public information to brokers, dealers, investment companies, etc. they must simultaneously disclose the information to everyone else

(b) If there is an unintentional disclosure they must disclose to others as soon as possible

ii) Rule 14e3 – (pg 449 in the supp) and pg 617

(1) Added in the 60s – an anti-fraud section for tender offers

(2) Once a tender offer starts, any person who has non-public information about the deal from either party to the deal and shares it violates the rule

(3) The rule is strict – no duty analysis here`

iii) Rule 10b5-2 (pg 390 in the supp) and pg 623

(1) Defines a relationship of trust and confidence in misappropriation cases

(a) when a person agrees to maintain confidentiality

(b) when a person communicates the material to someone with a pattern of sharing confidences

(c) spouse, parent, child, sibling – with room to rebut

12) Mergers and Acquisitions

a) Types of Acquisitions

i) Buy the assets

(1) Must do a shareholder vote if selling all or substantially all the assets

(2) Katz v. Bregman – holds that even 51% is substantially all

ii) Buy a controlling interest in the shares – Tender Offer

(1) No definition of a tender offer, but generally it is public, involves the same price, closes at the same time, is large scale

(2) Regulated by legislation SEC – 14(D) and 14(E) (Supp pg 433)

(3) Offer for more than 5% of securities must:
(a) Disclosure of all material information (sources of financing, plans) (Schedule 14D)
(b) Timing – must extend for 20 days so market can absorb the information (Williams Act of 1968)
(c) All-holders best price rule – must be offered to all holders of a particular class of stock

(d) Pro-ration rule – if you are seeking a certain number of shares you have to buy the same proportion of stock from all people who offer

(e) Withdrawal rule (supp pg 443) If you tender into a tender offer you can withdraw while it is outstanding

(f) Anti-fraud rule 14(E)1-3 – no trading on insider information 

(4) Often the first step in a merger is a tender offer

(a) May be coercive (the people left after the first tier have their hands forced – concern with what they will get if they wait)

(b) DE 203 – trying to prevent hostile takeovers and break-up takeovers by creating a moratorium on transactions within a company for three years after it is acquired unless you have Board permission to acquire
b) Merger
i) Single action effectuated by filing a certificate of merger
(1) Own all assets and debts of the previous companies – stock 
(2) Consolidation – merger in which new entity is created and both merged into that new entity
(3) Merger – assets of one brought into the other
(4) In order to protect from liabilities in target company, the acquirer may merge the target into a subsidiary rather than into the acquirer
ii) Arms length transaction will generally be subjected to business judgment rule (but after recent Strine decisions there are a range or options – business judgment, entire fairness, and reasonableness)
iii) Voting for mergers
(1) DE 251 
(a) Majority of the outstanding stock entitled to vote (according to the corporate charter) provides the decision rule 
(b) You can also terminate or amend after the shareholder vote if conditions change
(c) Can’t amend the consideration or injure any class of stock
(d) Does not require class votes unless laid out in company’s charter
(2) Merger with no vote (251f) – small company acquisition exception
(a) Does not amend the certificate of incorporation
(b) No shares are being changed
(c) Going to issue stock of less than 20%

(3) DE 253 – short form merger when you own a large portion of the company
(a) Once a controlling shareholder who owns 90% can just do it with no vote
(b) Stock is converted and then if people want to have an appraisal they have that remedy
(4) MBCA 1104 (pg 302 of the supp) – merger and share exchange 
(a) generally requires class votes to protect the classes from changes to their rights under the merger
iv) Appraisal Actions and the Entire Fairness Doctrine 
(1) DE 262 – If you did not vote for the merger you get an appraisal right
(a) Must dissent
(b) File a appraisal action
(c) If you don’t join the appraisal then you accept the merger

(2) Statutory evaluation standard - 262h (pg 229 of the supp) – court appraises the shares to determine their fair value exclusive of value coming from the merger (taking into account all relevant factors) 
(3) Fairness actions are brought on behalf of all of the shareholders (like a class action) whereas the appraisal actions are only for those who dissent (fewer people – less scary to a company)
(4) This tool exists as a political quid pro quo for moving away from the unanimity rule in the mid nineteenth century – gives people a voice in their property even though it no longer gives everyone a holdup opportunity
(a) But now that the market has high liquidity stock can be sold (262b)
(b) And when it is a cash merger you’re not stuck with stock you don’t want

(5) Most important in parent-subsidiary cases where the value of the original stock may be distorted – classic conflict transaction (but do you need both fairness and appraisal remedies?)
(a) In Re Vision Hardware Group (Del. Ch. 1995) pg 456
(i) Company is almost bankrupt and a vulture company comes in to buy up the company’s debt and then does a cash out merger (paying just a bit more than the value)
(ii) Shareholders bring an appraisal action claiming that the shares were worth more.  To figure out the value of the shares in a healthy company, first figure out the value of the firm, subtract the debt and then divide by the shareholders.  But when a firm is in trouble, the creditors may not get the full value of the debt and the debt is sold on the open market at a discount.  So here the shareholders wanted to subtract only the discounted debt from equity before dividing to pay for the shares.
(iii) Court (Allen) held that the shareholders could not have extracted the value of the discounted debt for themselves, so they should not get the increased share value
(iv) There is also an argument that the shareholders can extract additional value in bankruptcy proceedings and so the court could have recognized that and given them the value.

(b) Weinberger v. UOP (Del. 1983) pg 465
(i) Before this case, they used Delaware Block method of valuation which looked at comparable companies and liquidation value and the history of the stock price and weight each aspect (gave judges a great deal of discretion)
(ii) Merger between two entities controlled by the same person (Signal owned a subsidiary – UOP – and had a lot of people on the UOP Board)
(iii) Signal decided to buy up the minority of the stock to use its capital and was willing to pay a 50% premium on the price the stock was paying
(iv) Two of the parent’s members on the Board of the subsidiary do a study to figure out what the highest price the parent should pay for the shares and they find that they should pay up to 24 dollars for the shares.  Then they offer 20 or 21 and the president of the company says that’s okay.  They do a small study and the financial study says that will be fine for the subsidiary.
(v) Shareholders bring claims for breach of duty on the part of the president/controlling party/Board and then also an appraisal action
(vi) Holding: 
1. Controlling shareholder has a fiduciary duty when he puses out the minority in a merger.

2. Entire fairness (you had people on the UOP Board and they did not tell the others at UOP about the price Signal was willing to pay)
3. fair price 
a. fair process – complete honest disclosure, timing, special committees of the Board
b. In appraisal actions, court can use forward looking valuation methods in the market – not only DE Block method.  

(vii) Appraisal and entire fairness price of a company should be the same and they may be forward looking.
1. Going concern value
2. Includes all non-speculative value
3. No liquidity discount
4. No minority discount
(viii)  Board must be involved in the process and decision-making of the company (do not offend the dignity of the Board)

(c) In Re Emerging Communications (Del. Ch. 2004) handout
(i) Innovative merges with Emerging (owns 51% and buys another 29% through a tender offer).  Then they do a cash-out merger for the rest.  
(ii) He wants to figure out what to offer for the cash out and gives his banker one set of projections while giving the Board of the subsidiary different numbers (?) 
(iii) Shareholders bring appraisal action and entire fairness actions
(iv) Court holds that this was not entirely fair and that the price of the shares he paid was wrong (should have been 38 dollars per share instead of 10.50 – though Allen says this is too high since the stock is trading at 7)
1. he switched the transaction from a sale to buy because he believed that the stock was undervalued
2. he shared stale financials
3. he had a board that was dependent on him
4. he used the professionals from the subsidiary for himself once he switches the deal
5. The others involved (other than the owner – Prosser) are not liable, though they were not smart.  Except a director who knew or should have known that the deal was unfair based on his experience in the finance world 

(d) Kahn v. Lynch

(i) Threat of tender offer by 44% shareholder led company to accept merger – court held this coercive

(ii) Court encouraged process as an indicator of fairness – special committees aimed to create a sense of an arms length transaction

(iii) If you use appropriate process the burden of proving unfairness shifts to the shareholders

(e) Does this new entire fairness doctrine apply to tender offers?

(i) In Re Pure Resources (2002) pg 483

1. Strine – it is the functional equivalent of a merger so it must be fair

2. If you include certain elements that make tender offers different then it need not be “fair”

a. Full disclosure

b. No threats to shareholders

c. Majority of the minority gets future merger approval rights

d. Do a second phase merger promptly

3. No obligation to disclose highest possible offer, only plan for the company

v) Poison Pill
(1) Creates a device to stop hostile takeovers through tender offers
(a) Flip-over pill: shareholders are given a warrant to buy  preferred stock in the company; if a triggering event happens (someone acquires 20% or offers to acquire 20% of my stock without asking the Board), then the warrant would turn into a right to buy that company’s stock at half price if his company has a deal (merger) with mine
(i) this is based on the theory that the directors will have to respect this warrant in making deals with others and will refrain from allowing hostile takeovers
(ii) but if the purchaser waited long enough then he could get a new Board and do his merger… 
(b) Flip-in pill
(i) No one has ever triggered it

(2) Gives the Board a new power – to negotiate in tender offers
(a) Particularly effective when combined with a staggered Board because the buyer cannot immediately take Board control

(3) If Board gets to negotiate with the buyer because of a poison pill and then there is a tender offer followed by a merger, can a shareholder bring a fairness claim because it is a controlling shareholder merger?

(a) It was negotiated as an arms length transaction

(b) As long as the buyer does not take steps to change the value between the date the tender offer closes and the date of the merger the bargain stands and he does not have to prove fairness

(4) Interco

(a) When can a court make a business redeem its poison pill

(b) On appeal the supreme court of De decided, never

(5) Moran v. Household International (Del 1985) pg 508

(a) Are poison pills valid?

(i) Plaintiffs argue that 

1. Shareholders rights plans (issuing these rights) are not intended to be used defensively (See DE 151 and 157)

2. The Board is getting a heightened control over tender offers than they get otherwise – increasing their power

3. Shareholders could put this into a charter – but the Board should not be able to do this without shareholder consent/vote (Cumbersome and slow process!  Would they have utility if the Board could not enact them?)

(ii) Court upheld the use of poison pills

vi) Control Contests

(1) Concerns with entrenchment interests and parties with significant power

(a) Rule: When you do something solely or primarily to keep yourself in power then it is subject to scrutiny

(i) Controlling Shareholder Mergers (see above in appraisals)

(ii) Management Buy-Outs (MBOs)

1. Allen thinks that the rule should be the same as in the parent-subsidiary setting

(iii) Management manipulation of voting

1. Shnell – move vote up to avoid proxy vote 
(iv) Greenmailer – someone who buys stock and then makes himself difficult so that they will buy him out at a premium

(b) Cheff v. Mathes (Del. 1964) pg 499
(i) A controlling shareholder got onto the Board and then tried to get the company to change the way it did business, to improve it.
(ii) The Board decided to buy him out for a slight premium.
(iii) Shareholders made a claim that their buying him out at a premium was waste and the Board claimed that it was for a purpose
(iv) DE court said that if their purpose is not solely or primarily to keep themselves in office (entrenchment) then the court will not review the action (less suspicious of directors)
(c) Unocal Corp. v. Mesa Petrolium (Del. 1985)
(i) Shareholder owned 13% and made a tender offer to take him to 51%.  He disclosed that his plan was to do a merger and paying the remaining shareholders in junk bonds (below grade bonds)
(ii) In order to prevent this the company decides to do a self-tender at 72 a share (more than the tender offer that Mesa was offering - 54) on two conditions
1. Mesa must close its tender (this condition is ultimately dropped)
2. Mesa is excluded from the tender offer
(iii) Can Unocal treat Mesa differently and exclude it from the tender offer?
1. Under the Cheff test the Board act would have passed the test easily
2. The legal test is that in order to take defensive action against a takeover, it must pass a heightened business judgment rule
a. Reasonableness of the action in light of the threat posed
3. This case passed the test – it was reasonably related to a real threat
(iv) Gave courts a charter to go in and judge reasonableness of defensive actions
(d) Smith v. Van Gorkam (DE 1984)
(e) Unocal (Del. 1985)
(i) Board tries to protect the shareholders from a hostile takeover by offering a tender offer of its own at a higher price on two conditions
1. the hostile bidder cannot bid
2. the company’s bid does not go into effect until the other tender closes
a. this was intended to stop the deal entirely
b. the institutional investors complained because this meant than no cash deal would happen, so they removed this condition and the company’s tender went through
(ii) Company can discriminate against shareholders if they are causing a threat and the steps taken are reasonable in relation to that threat
(iii) Provides a new standard to judge actions that are defensive of corporate control
(f) Following issues remained after Unocal:
(i) what types of actions will be deemed defensive (subjective or objective)
(ii) what about defensive actions before any threat 
1. covenants in loan agreements, 
2. buying additional companies to create anti-trust problems, 
3. buy companies using stock to create a friendly shareholder, 
4. sell a division that the acquirer wants 
5. issue notes to soak up the lending capacity and stop an investor who needs the company to have cash so he can repay loans quickly
6. issue shares – super-voting stock
(g) Revlon, Inc. v. Macandrews and Forbes Holding, Inc. (Del. 1986)
(i) Perelman wanted to buy the company.  In response the company:

1. declared a dividend in notes to all shareholders with a covenant in place
2. tried to recruit a competing bidder (white knight) to get rid of the first bidder

(ii) Bidding contest ensues and ultimately the white knight gives a final offer and asks for deal protections
1. asset lock-up – contract to sell a division of the company
2. termination fee
3. no-shop agreement – agreement not to go out and shop a bid (can turn into no-talk agreements where you are asked not to talk about the deal)
a. must be subject to a fiduciary out
b. won’t talk to any other buyers unless they conclude that they have a fiduciary obligation to do so
c. thus if a higher deal comes along,  people end up taking that deal

(iii) In this case, they agreed to sell the crown jewel division of the company to the bidder for what looks like a bargain price
1. Should only do a lock up where the bidder demands it and
2. Do it for a market price

(iv) These are defensive measures – so they could have been judged under Unocal, but the court decides
1. That the notes were defensive and will be judged under the Unocal reasonable defense standard
2. But the second step was an auction and when you create a auction you have a duty to sell to the highest bidder

(v) Revlon duty - not clearly defined, but it seems like loyalty
1. Duty to sell at auction?
2. Duty to get the highest price?

Was not clear when Revlon applied

Trajectory

Fort Howard which held that if you’re going to sell the company you can negotiate and put in reasonable protection terms as long as you don’t have preclusive protection terms that make it too hard for any other company to come in.  Must be a fair opportunity for another to pay a higher price before closing. Business judgment.

RJR Nabisco – Started as a management buyout at $60 a share.  Instead of signing a deal they announced that the company was doing a transaction and others came in to bid as well.  After the bidder process the management buyout offer was at 112 and the other bidder was at 109.  The special committee chose the lower option.  Did they have a Revlon duty to choose the higher bid?  The special committee gave a listing of the reasons for their choice.  Court held that they ran a good process and it was not all cash, so they could have discretion in choosing which option.

Mills v. McMillan – entire fairness

Paramount Communications Inc v. Time Inc (Del. 1989)

Time deal to do a stock for stock merger with Warner as a strategic move (this preserves the shareholders’ long term benefit – unlike a cash merger where the stockholder is bought out and has no long term potential, so here there is no duty to get the highest price immediately)

Paramount then decides to make an offer for more

Both companies’ shareholders would get to vote, and it wouldn’t pass at Time who had a greater offer

They decided to change the transaction into something that does not require a shareholder vote

Under DE you don’t have to vote on these

In some jurisdictions if you make purchases of a certain size then you need a vote

Time restructures the deal to buy Warner and both Paramount and shareholders sue

Are they selling the company?  Do they then have an obligation to get the best price?

Was there a legitimate threat? Was their defensive action reasonable in relation to the threat?

In Chancery Court Allen held that

This was not a Revlon case – everyone in this will continue to be an equity holder in the resulting company. (Board does not have to believe the market reflects the value of the deal.)

Unocal – business judgment rule

Supreme Court holding

Revlon comes into play when the Board decides to sell itself or when there is a bidding war (even unsolicited) that will lead to the breakup of a company.  Here there was no plan to break-up the company. 

Under Unocal the Board can look at many factors in evaluating the reasonableness of responses to a threat.  Their response was not motivated by self-interest or intrenchment.

Paramount Communications Inc. v. QVC Network (Del. 1994) pg 530

Viacom and Paramount begin talking – they put together a deal with defensive protections (termination fee, stock lock-up, no-shop provision – with a fiduciary out)

How big/significant can defensive measures be?

No so large that they stop others from being able to compete

QVC made an offer to pay more than Viacom which started an auction process with Viacom raising

Viacom wins (paying cash and low-vote stock) and QVC takes them to court suing to enjoin

Can think about this case as either Revlon or Unocal

Does the deal trigger the obligation to get the highest price?

All cash – triggers Revlon

All stock – Not Revlon if all stock has vote (no majority stockholder)

All stock – Where the resulting company will have a majority shareholder it probably triggers Revlon

Court applies the Unocal scrutiny to a Revlon situation so it leaves the same test for both – substantive reasonableness analysis

process?

independent directors

Allen says this is all about good faith

Paramount process and defensive measures were not reasonable

Interco

First case where the court said that you have to redeem a poison pill

Company using poison pill to avoid a sale – all cash offer, not a surprise

Allen held that the company was using the pill to force the shareholder to take the option the company preferred rather than letting the shareholders choose

Supreme court disagreed when the subject came before them later

Private

