Corporation Outline – Prof. Slain – Fall 2001

Generally:

Understand the facts:

1. What are they trying to do

2. Why

3. How could they have avoided the problem

Topic Areas:

1. The Corporate Entity

2. Governance of the Corporation

3. Issuing Securities and Paying Dividends

4. Fundamental Changes

5. Federal Corporation Law

6. The Duties of Managers and Stockholders

I. The Corporate Entity

1. Formation

a. Code Sections

i. DE GCL Sec 101

ii. Sec 102

iii. Sec 103

iv. Sec 104

v. Sec 106

vi. Sec 124

vii. NYBCL Sec 401

viii. Sec 402

ix. Sec 403

x. Sec 203

b. Cantor v. Sunshing Grocery – 117

De Facto Corps – three factors

1. There is a statute under which the Corp could be formed

2. Some effort was made to comply

3. They tried to act on behalf of the corporation

(De jure is a properly formed corp)

TC – says no De facto corp here (though they agree to the doctrine for NJ) but does not apply here b/c no meeting and not issue of stock

ApC – says all you need is a good faith effort – thus attempting to file it = a de facto – so, no personal liability for the purported lease maker

History of de facto – was from the days it took a long time to create a corp.

c. Harris v. Looney – 119

Ark is a Model Biz Act state

- but the Model Act keeps changing it

- It is popular West of the Mississippi (but not in CA or states that follow CA)

- NY and DE don’t follow it

Model Biz Act – had done away with De facto Corp
· But most states have hung onto it

- Here – Mod Act 204 – says that those who act on the Corps’ behalf, knowing it is not formed, are jointly and severally liable

C Says – this applies to those who “purported to act” for the corporation and knew it didn’t exist

This seems to be some sort of agency rule – if you are acting for the corp then you implicitly guarantee that you 

1. are acting for a principal w/ contractual capacity

2. You are authorized to bind that principal

De facto is important at the end of a Biz – if it has expired

- so ask for a Certificateof Good Standing
d. Note on Estoppel – 123

e. Note on Ultra Vires

f. McDermott v. Lewis – Xerox

- Pseudo Foreign Corporation

   Oranized in a state but doing all of their business somewhere else

- California has some specific rules on this based on where the company has the bulk of its property, sales, payroll and voting control



Smith v. Van Gorkin


This was the case that led to NY 402(b) and DE 101(b) – to limit the 

personal liability of Directors



g. Cumulative Voting

It is NOT Proportional Representation – it always over represents the minority shareholders

General Notes

Dicey – said that when activity levels start to reach a certain level, we start to view the activity as a legal entity, separate and apart from those involved.

Corps

4. Are legal entities for purposes of jurisdiction

5. Can own property – and thus sue and be sued

Corporations and the State

2. Is a historical anomaly – came up w/ the great trading companies that wanted to get a certified monopoly from the king

3. Prior to that, it was just universities and guilds

4. First modern Corp = East India Company – 1698 – B/c it was perpetual – requiring permanent investors and transferable shares

5. Madison – suggested corps be created by the Fed Gov. – he was ignored – but the idea of state involvement crossed the ocean

6. Ellis v. Michael- 1799 – first time the US courts said the Corps’ liability was its own – not its owners

7. Wood v. Drummer – Justice Story, in Maine – holds that shareholders are not discharged till all creditors paid

8. Industrial Rev – states begin creating general Corp laws rather than issuing a charter to each

Creation of a corporation is a matter of RIGHT



In NY – as soon as you have filed – you should hold a meeting or you will 

be liable


By-Laws
Provide the internal housekeeping – board members, when they will meet, who can call special meetings, when shareholder meetins will be, corp officers, fiscal year (13 choices

So – Modern Corp

1. Creation by state

2. Own property

3. Sue and be sued

4. Continual

5. No Personal Liability

6. Shares not withdrawable

7. Interests freely transferable

Fiduciary

Slain’s Deffinition – “A person who is in some relationship with someone else where the law, will in some manner, limit your normal rights to prefer your own interests as a result of the relationship.”

Other Legal Entities

1. Sole proprietorship – assuming no license needed, then no permission is needed

· However, the biz is not separate and apart from you

· “Fictious Name Rule” just says if you use a name other than your own, you must register it w/ the state or the courts are closed to you

2. Partnership – same as above – but split liabilities some how

· Uniformed partnership act provides standards for partnerships

· They are not state created, not an enity, don’t limit liability and don’t survive the death of a partner – has Pass through tax

3. LLP – not good for lots of ventures – b/c not easy to continue

4. LLC – good for any biz w/ a limited # of individuals 

· Is state created, is an entity, limits liability, is Pass through for tax

Double Taxation

If all income is to be distributed

Return = Entity Income * (1-Entity Tax Rate) * (1-Investor Tax Rate)

· EI(1-ETR)(1-ITR)

Example

Corp Net Income = $100K

ETR – for corps is graduated for first 100K, then flat at 35% (here using 22% 

which is the rate for the first 100K)

ITR – Here, use the average individual rate of 31

= (100000)(1-.22)(1-.31)


= 100000(.78)(.69)


= 33820 = Total amount to distribute


For a partnership – it would be EI(1-0)(1-ITR)


However – this is not hugely important b/c we are not typically going to distribute 

all assets

But – the benefit of pass through taxation does not pay off for early corps – b/c LLC’s members and partners will have to pay individual tax whether distributed or not – whereas the corp, if it just paid the people a salary, will be taxed a much lower rate (22% for first 100K)


LLC – generally new (unproven law), complicate drafting (cost) and not huge tax 

benefits, at least at beginning


Why DE?

1. History of good law

2. Sophisticated judiciary

3. Legislature that responds rapidly to new issues

4. Still has a separate court of equity

To form a corp – you do not have to be a resident of the state or even the country

What Rights do shareholders have?

1. Ultimate claim on assets

2. Entitled to receive dividends

3. Right to elect directors

4. Right to vote on fundamental changes

a. Amendment to Cert of I

b. Merger

c. Sale of all or substantially all assets

d. Liquidation and disillution


S Corps – allow pass through tax for early losses

2. The Entity Idea

a. United Paperworkers v. Penntech – Xerox

Facts

 – Union wants Penntech to arbitrate w/ the Union

- Kennebec is owned by TP which is owned by Penntech

- Kennebec was a Mine Corp – oringinally in NY – Liquidated and sold to move it

- TP is just a shell w/ no assets in case things go South

- The deal of TP buying Kennebec is conditioned on the Union sticking to the Collective bargaining agreement

Issue

- Did Kennebec control its own day-to-day biz

- If it did, then any wholly owned subsdiary would be “Dominated”

- The C says there is no fraud – so no breach of a legal duty

Holding

- Control by itself is not enough to remove entity if there is no fraud or mismanagement

b. Riddle v. Leuschner – Xerox

Facts

- Two companies owned by a family who own all the stock

- The companies make loans to the owners w/o authorization

P Says

- That Dakota and Yosemiti are one Corp. – so disregard it to get liability on the people

C Says

- There was no formality

- Also – there was commingling of funds

- But – when you track the exchange of funds – the companies got more $’s in then $’s out of the corp

Note

Lack of Formality becomes the “Stick you are beaten with” and the grounds for personal liability

c. Fletcher v. Atex – 220

Facts

- Repetitive stress injuries from keyboard

- P wants to get Kodak b/c they owned Atex at the time

TC

- Said that Kodak and Atex maintained separate Corporate existence 

by their following of formalities

- Say that they will not disregard entity b/c there is no fraud

2nd Cir

- Says that Fraud is not necessary

- Also say that Atex had separate plants, employees, etc

DE Factors for a separate entity – Pg 222

1. Capital Adequacy

2. Solvency

3. Formalities

4. Drainoff – if the Corp. is not trying to make money or work profitably

a. On this NY goes the other way in Bartel v. Home Owners Coop – you don’t have to make money

b. NJ had an identical case but went the other way

Slain

- Says he thinks the D’s would have had a better case under Apparent Agency

d. Walkovsky v. Carlton – 226

Facts

- 10 Cab corps. each only owns two cabs to protect assets for liability

P

Wants the individual Corps to be disregarded

C says

You are seeking the wrong remedy

Enterprise Liability

- Adolf Burling – a Columbia Prof – said look for the Biz and go 

against that –hold it liable

- This is applied in Bankruptcy if a whole group of corps goes under

- Leibronz – at Columbia – says Tort and K P’s are different b/c K P’s 

know what they are getting into – this is now a used theory

Hypo

The problem is how to find the Biz

- What if he owns a service station that works on all the cabs he owns 

and those owned by others

Dissent

He says the corp is undercapitalized, but it is not clear what he means

Generally

Just note that Corporate entities are generally regarded

e. Berle Except – 231

3. The Stockholder as a Creditor

a. In re Mader’s Store – Xerox

Facts

- This is a state insolvency proceeding b/c it is quick and cheap

- Company doing poorly – money put in by owner and another guy 

who gets stock and then makes “loans”

- Things go bad – have an “Assignement of Benefits to Creditors”

- Gant wants a receiver – receiver says that the owners’ dollars should 

be subordinated

- Receiver is saying that the Corp was undercapitalized – he says these 

are contributions to capital – that these are almost another class of stock




- 

C Says
- They can and will subordinate the loans

Follow the Bradey Case – standards for Disallowance or Subordination of “Inside Loans”
1. Urgent Need for the Money

2. The Money was not commercially available

3. The loan was represented by demand notes w/ a modes interest rate

You ask:

1. If you were making this as a commercial loan, would you want such a low rate on such a high risk? – the answer here is no

2. If not – then the transaction would not make commercial sense

Slain
Says the problem w/ this is don’t we want the corp to get cheap loans to try and stay afloat?

· Who are we trying to protect? The creditors. If so – wouldn’t they be better off if the company stays in business

ApC Says

Reject Brady Standard – Create their own on Capitol Adequacy

1. The person providing the funds is in the position to determine the form

2. These loans were not intended to be repaid in the ordinary course of business

a. C says look at the fact that there were past loans by the owners that did get repaid

3. Was the Capital of the Corp unreasonably small – also – when was it adequate? At the time of original investment or when the loan was made?

a. The C said that if the Capitol had been adequate at any time then that is enough

Note

That both this rule and the Bradey rule are used in different jurisdictions – but give different results

Note
If the Capitol was in adequate you can:

1. Ignore the Entity – like the dissent in Wycovsky – make the shareholders liable

2. Recharacterize – say the loans are contributions to capital =’s an additional payment for stock or a 2nd class of stock

3. Subordinate the loans

Note

What do we mean by Capital?

Productive Assets – Assets whose purpose is to create future goods or profit

- To a lawyer – it means money put in in exchange for stock

- To a private corp owner – it means the money I put in – regardless of 

the form I put it in

Note

Why split up the way $’s are put in?

- If treated as a creditor – you get downside protection

- Also – there is a deduction to the Corp. for interest if it is a loan

- Dividends are not deductable

Required Earnings of the Corporation

RE = 100 / (1-EntTaxRate)(1-IndivTaxRate)

- As an Individual – this =’s (1-0)(1-ITR)

- If the corp pays a dividend, they get taxed on earnings, individual 

gets taxed, and there is no deduction for the corp

- If the pay it as interest on a loan – they get taxed on earnings but get 

a deduction for the interest – this nest to 0

- Generally though – I’ll skip both and just pay myself a salary

IRC Section 301 & 302
· If I put in $100K to start a corp and it does well – 5 yrs later I want $50K out

· 301 and 302 says if you take it out as a sell back – it will be treated as a dividend

· But – if we treated it as a loan – there would be no tax consequences

Subordination
What does it mean?

Look to Deep Rock case – Taylor v. Standard Gas & Electric
· Standard financing the payment of Deep Rock w/ loans so that it could pay dividends which allows the board to stay on

· When company goes bust, Standard claims, but Shareholders say it was Standard’s mismanagement and fraudulent payment of loans that let the company to bankruptcy

· C agrees – Subordinates Standard on some claims

Note

Most subordination is Contractual – not a remedy

Comes up in two situations:

1. Complete subordination – Everything is paid to the Senior Debt until they are satisfied

2. Inchoate Subordination (Subordinated Debentures) 

a. Typically – subordinated Debentures are subordinated to claims for borrowed money

b. They have “Triggering Events” – if this event doesn’t happen, the dividends on the debenture are paid as well as the principle

c. If the Trigger Event happens – then you can’t get the dividend or principle till the Senior Debt is paid

d. Note – this is contractual – so the trigger can be anything

e. For a buyer – you get a higher $ and less risky then buying stock

f. Some are Convertible Subordinated Debentures
Non-Recourse Debt



Note is given w/ collateral



- If I fail on the loan – all you can go against is the collateral



Recourse Debt



-  If the collateral doesn’t get me their, the debtor still owes



Ranks in Bankruptcy
1. Collateralized Claims

2. Preferred Claims

3. Everyone Else

a. Wages

b. Administration costs

c. Government

d. Non-recourse defficiencies

Note

Debentures – are generally unsecured – fancy IOU’s

Notes – are secured 

b. Equitable Subordination – 259

c. Calligar excerpt – Xerox

d. Problem - Xerox

Items of Note

- Stockholders get paid last

- Dividends are not debts unless declared by the Board

- If the bank took a loss and then was later made whole by further sale of 

assets – then they must follow the Tax Benefit Rule – and declare the amount as an added amount of Gross Incom

Go through this problem carefully and be certain you understand it

II. Governance of the Corporation

1. The Director’s Role

a. DE GCL – 141 (a), (b), (C), (2)

b. NYBCL 701

c. Sec 702

d. Sec 703

e. Sec 704

f. Sec 707

g. Sec 708

h. Problems – Xerox

Do them myself

i. Continental Securities v. Belmont – Xerox

Fact
- Stockholders bring derivative suit – D moving to dismiss

- Saying Board gave stock for no consideration

Derivative Suits
Under Federal Rule 23.1

- Saying that Board has not asserted some right that it has

- Most typical in claims against the Board itself

- The shareholder is technically suing on behalf of the corporation

- If there is a recovery then the corporation gets it

- The shareholder gets attorneys’ fees and the increased value of the stock

- The Copr is always realigned as the P

- Res Judicata is applicable and future shareholders cannot sue

Federal Rule 23.1
1. He must have been a shareholder at the time of the event in question or his shares resulted from operation of law (ex. Inheritance)

2. The derivative must adequately represent all shareholders

3. Any dismissal or settlement requires Court approval

4. P must show an attempt to get the Board, and possibly, other shareholders to act

NYBCL 701 and DEGCL 141
The Board runs the company

- There power is statutory – and not subject to the opinion of shareholders

- All that they can do is vote the board out

j. Francis v. United Jersey bank – 520

Facts
Sons stealing the company blind and mother doesn’t pay attention

Working Capital
=’s the Excess of Current assets over Current Liaiblities

Duties of Fiduciary
C says



1. You need to have a general understanding of the business



2. Pay attention to the Financials and the Accounting



Basically – the Court is employing a “Reasonable Fiduciary” standard



- says just about any attempt on her part would have stopped this



C says



It was her obligation to pay attention – if not – to protest and resign



- Also – there is an unwritten, higher fiduciary standard for financial 

institutions

- If she had just shown up w/ a lawyer that would probably have been 

enough

NYBCL 402(b)
This was not around at the time – but if it had been, she might get out of trouble

Would it be different in DE where the statue says “Duty of Loyalty?”

- Probably not

k. Kamin v. American Express – 536

Facts
- Amex pays out a stock dividend of DLJ stock instead of selling it and 

realizing the loss

- This is called a “Spin-off”

- Board says that they would have to realize an $18M accounting 

reduction – and reduce earnings per share

Board
Owe a duty to the Corp first, then the shareholders

· They call for the Business Judgment Rule

Business Judgment Rule
Note – this does not apply to Trustees – whose duty it is to preserve property

- Basic goal is that the Board must be free to take risks

No liability unless Management’s decision was:

1. Illegal

2. Wasteful – so totally wrong as to not make any logical sense

This is NYBCL Sec 720
Says only Fraud or Absolute Neglect of Duty

This is further reduced – chances of negligence – by 402(b) in NY or 102(7) in DE

Improving Directors
He and Prof. Stouton of Stanford – argue that Directors have improved over last 20 years as law has decreased

He says that this is true of public companies but no so of private ones

Efficient Market Hypothesis
1. Weak form – Markets do not have memories – the relationships b/w trading now and some other time is random

2. Semi-Strong form – All information is impounded at all times

a. This is what a lot of the disclosure rules are based on

b. The only bargains are based on insider information and you can’t get that w/o excessive cost

3. Strong Form – Even insider information doesn’t matter

l. Note – 544

m. Joy v. North - Xerox
Facts

Derivative suit – Dr. North holds shares in the parent of Citytrust

- This is a Double Derivative suit – complaining about the owner of the 

company of which I am a shareholder

- CT case – trying to predict what the CT SC would do 

- I =’s saying that Bank violated Fed law and fiduciary duty by giving 

over 10% of cap to a single creditor

- Remember the maxim that “The first loss is the best loss”

- B/c they have broken the law – they have exceeded the Biz J Rule

- There is also a process problem and a conflict of I since North controlled 

the Board and influenced their decision unduly

Note

A PA cased called Shellheimer where a PA corp was trying to raise money to build a cement plant, only got 1/3 of $’s then built it anyway

- C says that this is not sane and outside Biz J Rule



Inside v. Outside Directors


- If something is illegal – the insiders should know



- Outsiders




Here – the Board had a committee that said the outsiders could not 

be held liable

· TC said all they could do was look at the “Good faith, independence, and thuroughness” of the Committee

· This was NY Law – in Auerbach – said the Committee should stand if:

1. It was Independent

2. Used a rational process throughout the investigation

ApC

Says

1. They will review the committee for fairness of process

2. they will not give any presumptive accuracy to the report

Says – They will adopt the DE Rule

1. Look at the Process first – as NY does then

2. The C will make an independent judgment if the suit will be financially valuable to the Corp.

a. The burden here is on the party seeking dismissal that the suit isn’t worth tit

b. What cost’s to include? – Reputation of Mgmt, effect on Co?

c. Only account for vague losses in close cases

Dissent
Says that this is not the place of the Courts

· Slain says that a C is in a good place to determine the cost of a suit

· I disagree – I think you should keep the C’s out of analyzing the Biz of a biz

Types of Derivative Suits
1. Demand Required 

a. These are when shareholders wan’t to sue a third party and the Board won’t

b. Here – the Biz J rule would be dispositive – no need for Committee

2. Demand Excused (Pg 887)

a. These are when shareholders say the Board is not impartial – i.e. you are suing them

b. So you don’t have to ask the Board’s permission to sue



Protective Orders


Here the Committee asked for one – to keep the report quiet

· Judge Winter dos not allow it here

Directors

Types of Directors – as defined by Carlos Isrealos – at Columbia

1. Named to the board but own little stock

2. Either managers or major stockholders

3. Manager who are also major stockholders

He says the greater number of hats worn by a director, the greater chance of liability for mismanagment



Laster v. Burks


Was an SC case decided by Judge winter



- Said that a Derivative Action belonged to the Corp



- Said that the C had to look to the state of Inc. to determine if the Board 

had to allow the Derivative suit or not

n. Northeast Harbor golf Clubs v. Harris – 673

Facts

- Harris buys land adjoining the club – says it will be “Protected”

- Then buys more land and a connecting piece – she tells the Board but 

says she doesn’t plan on developing it

TC
· Dismisses – said that the Board could not have bought the land and it was not in the business of land development anyway

Corporate Opportunity
NY Rule

· Says that it doesn’t matter if the Board could buy – the Director must report

Other states – 2 classes

1. Corp Officer has an opportunity – which is a Corp Opportunity – and corp could not have financed it – the ability of the board to have financed it is not so persuasive

2. The Officer offers it to the board, who rejects it for financial reasons – then the officer takes it up themselves

MA – has a fairness test – but that sucks – no def – Horn Pond Ice co. v. Pearson – even a driver is liable

Minn – Combines MA and DE – and makes things worse

TX – Some Oil Co. v. Gavin

Allows Execs to do anything – buy mineral rights and sue corp

DE – This is what the Maine SC rejects

1. Even if club not in biz of land development – it is in their interest to leave it alone

2. Corps can raise money if there is a need

ME SC Says
Follow American Law Institute

1. Anything brought to the attention of a Director is an opportunity – it is an absolute obligation to inform

2. This rule only applies to Directors and Sr. Execs

Directors Meetings

1. The statement in the Cert of Inc. is a call to the meetings

2. But everyone gives notice anyway

Special Meetins – are different

1. Call to meeting gives time, place, and topics

2. Only the topics listed can be discussed

There was a case called Kilpatrick – where the Pres. Was succred into showing up for a meeting that then became a general meeting and he was fired

2. Stockholder Meeting

a. DE GCL – 211

b. Sec 212(a)

c. Sec 212(b)

d. Sec 213(a)

e. Sec 213(b)

f. Sec  222

g. Sec 216

h. Sec 228

i. Sec 141(k)

j. NYBCL 612(a)

k. Sec 613

l. Sec 602

m. Sec 604(a)

n. Sec 605(a)

o. Sec 608

p. Sec 609 (a)

q. Sec 609(b)

r. Sec 614

s. Sec 706

t. General Notes
All US states require the meeting

- Generally for the election of Directors

 They are set on a Record Date – 604 NYBCL

- No more than 60 days early or 10 days in advance

- Even if you sell your stock in that period, you are not disenfranchised

Qurom
Generally It is 1 share more than ½

· Most states allow you to set the number in the Cert of I

Required Votes – on the EXAM

For ordinary matters – it is the MAJORITY OF THE SHARES PRESENT AT THE MEETING

Election of Directors

· Generally based on if you have a plurality

Fundamental Changes


This is what the shareholders can vote on

1. Change to the Cert of I

2. Merger

3. Sale of all assets

4. Liquidation

For fundamental changes – you need a majority of the shares outstanding entitled to vote thereon.

u. Schnell v. Chris-Craft – 169

Facts
Shareholders want inj. to prevent Mgmt from advancing meeting date

- DE had just broadened Sec 211 – allowing Board to amend bylaws

- It had been that the Board could not change bylaws adopted by 

shareholders

- By changing the date – insurgents can’t get their proxies in 

SC Says
1. Directors didn’t do it for a corporate reason

2. They manipulated the voting

3. Even if it is legal, you still have your fiduciary duty

v. Basius Industries v. Atlas – 171

Facts
Blasius gets 9% of Atlas stock then files 13(d)

- Say they want to recommend a leveraged restructuring but don’t rule out 

a takeover

- On Dec 30th – they say they want a precatory resolution – to extend 

board to 15 – 8 elected by them

- Then the Board amends bylaws w/ 109, add two members, then fill the 

position under DE 223

- Blasius says that the Board did this just to thwart the shareholders as was 

done in Chriscraft

- Board says – we are acting in good faith – follows Sheff v. Mathis – 

they took extreme action to protect co. – basically Biz J Rule

C Says
Says that the Board has a heavy burden to affirm its actions

- They say that this frustrated the franchise

- Chancellor says that the Blasius idea sucks – but you still have to leave it 

to the shareholders to decide

- Mgmt. can solicit opposition proxies – and have 60 days – so no 

emergency

- this is “An unintended breach of the duty of loyalty”

DEGCL 228
Was just supposed to be that if a group owns more then 50% of the stock, the Board could go to them to get something passed fast

- Blasius can declare their 9% consent and if w/n 15 days of filing, they 

can get the rest up to 51% then the thing passes w/o notice to other shareholders

DEGCL 109
Says power to adopt bylaws stays w/ the shareholders – but the Cert of I can give some to the Board

13(d)
Says if you more than 5% of stock – you must state your ownership position

- Say – who you are, who is financing, why you are acquiring

w. Matter of Auer v. Dressel – Xerox

Facts
This is based on a Writ of Mandamus – that the Board must act – has no option

- P says that the Board must call the vote – Preferred want it and they elect 

9 of 11 directors

- D says – the meeting topics requested aren’t proper – so he can’t call it

- P says – all we want is a Precatory resolution to have the Pres. Reinstated

- P says – we know shareholders can’t vote on it, but we want the Reco

- P also wants for Board to hear charges against the Directors

Today
Shareholders have no Initiative – 803(a) of NYBCL – says that Board must first adopt a resolution to change the Cert of I – same under DE 242(b)(1)

x. Carey v. Penn Enterprises - Xerox

Facts
- Carey wants to purchase the bulk of Penn shares – 3rd try this

- Board splits the stock – to make it harder and raise the price –b/c of 

liquidity – so Carey has higher price and diffuse ownership to 

content with

- Board – decides to do this by a change of Cert of I – requires shareholder 

approval – so they must solicit proxies



- Carey solicits in opposition



- Very close vote – and problem w/ the Dividend Reinvestment Plan 

shares – fractional shares held by Manny Hanny from stock 

dividend payouts – These shares are held by Loreat



- Care says that Loreat must vote the shares – not the actual owners under 

the DRIP plan



C says



TC was wrong in implying a proxy in the DRIP plan



- Says that we need formality and require writing



- Concurrence says that she doesn’t like the “Telegraphic proxies” – now 

it is legal to even do it on the Internet

Proxy

Provided under DE 212 and NY 609

- It is an Agency to vote stock 

- It has to be in writing and singed by the shareholder

Proxy in Public Companies
Controlled by the ’34 Act

· Requires Mgmt and opposition to file w/ SEC

How does it work?

1. Board calls meeting and sets Record Date

2. Prior to meeting they clear proxy materials w/ SEC

3. They print materials and deliver to Co’s Transfer Agent

4. Transfer Agent prints labels and mails

Complications

Most stock held by Cede and Company – NYSE’s Ceritificate firm

· Hold the brokerage stock that is in Street Name

· Cede & Co just adjusts the holdings of the brokerages after trades

Process of Proxy

1. Cede gets mailing and issues an Omnibus Proxy to the brokerage house

2. Firm issuing proxy then asks the broker how many proxy material sets it needs

3. Then the broker sends it to you w/ how many shares you can vote

Problems – Broker Over Vote

Too many shares voted by a broker

So – have Inspectors at Election – DE 231 / NY 611

Inspectors at Election
1. Check proxies and their validity

2. Count the votes

Done by Corporation Trust or Independent Election Corp. of America 



One additional problem is that they hold hearings – often which last 

beyond the next election



- The Holdover Board – while these things are being fought – the old 

Board stays in place



- So DE added 231(d)  - says the Inspectors can only deal w/ proxies and 

the envelopes they come in 

Stock Holding

Most people don’t b/c

1. For Security

2. You buy on Margin

3. Ease of trading – you don’t have to go through process to transfer

NYBCL 620(a)
Says it is legal for two parties to contract together to control a company if they have over 50% of the vote – but it doesn’t control how they will vote

NYBCL 609(f)
Makes room for Irrevocable Proxies – the pledgee is given the shares to vote

- So, if you have a problem under 620 – then you would have an arbiter decide the situation and vote the shares under an Irrevocable Proxy

3. Stockholder voting and Other Agreements

a. DE GCL 218(c)

b. Sec 218(d)

c. Sec 212(e)

d. NYBCL 620

e. Sec 609(a)

f. Sec 609(f)

g. McQuade v. Stoneham – 371

Facts

These were figures in NY Baseball history – the Giants

- The parties agree to vote themselves and a fourth person to the Board

- This is a valid agreement and is enforceable

- Then – the other two abstained and voted in a 3rd person for the 

Treasurer – McQuade is out – he had been trying to protect minority shareholders

C says

That they will not reinstate McQuade – but he can sue for damages

- Says that the K is void b/c they have to act for the Corp – not for their 

own best interest

· This K binds directors – and that is absolutely invalid

NYBCL 620(b)
Says that you can have this sort of K in some limited class of corps – but it is very limited

h. Galler v. Galler – 375

Facts
Two brothers and wives own a drugstore – have a K to vote themselves as directors and if one dies, the other spouse gets to nominate – this is all ok

- They also have a K for paying dividends – this is illegal – the Board 

must approve dividends

- Salary Continuation Agreement – also illegal – the Board must do it

- Also have a stock repurchase that doesn’t effect voting power if one 

person dies

C says
That this is essentially a Voting Trust – could run into Rule Against Perps

Slain
Situations like this – where litigation eats the company alive – happens all the time – b/c the 2nd generation does not want to accommodate

- It is always better to structure a buyout or insure

4. Cumulative Voting

Generally
It is very unusual in Public Companies

- States like CA and OH require it

- It is more common in closely held corporation

- there, it allows the minority shareholders access to information

NYBCL – 706(C)


There are specific cumulative voting situation for removal


Ex.


XYZ has 1K shares, Slain is 1 of 6 directors, he owns 150 shares


- If he votes all his shares, the question is whether that would be enough to 

vote him in in an election where all shares were voted and all seats open


Number = (Shares present x Number of Directors)/(total shares +1)


Here – N = (1000x1)/(6+1) – 142.89

a. DE GCL – 214

b. NYBCL – 618

c. Note – 216

d. Problem – Xerox

He did not go over this – just run the numbers to get the answer

5. Federal Regulation of Proxy Solicitation

Generally
Hamilton suggested Corps be federalized – largely ignored

· Till ’33 – Corp law was state law

· The thought till then was let the buyer beware

· But eventually – Corps sell stock to strangers who they don’t know and who don’t know them

· Slain – “People do not buy securities for the purpose of character formation”

· Your only remedies were Tort (too many elements to prove) or K (you couldn’t get one)

· 1920’s – NYSE says all corps must publish a balance sheet and then later requires income statement – then CPA

The ’33 Act Generally
Deals solely w/ the registration of publicly traded securities

The ultimate goal is the production of a prospectus

The ’34 Act Generally
Deal w/ the aftermarket in securities

1. Regulates the Securities Industry

2. Regulates the Companies Trading

Section 4 – Creates an “Independent Executive Agency”

· 5 members who can serve 5 terms

· Chairman – appointed by the Pres.

Section 6 – Provides for the Licensing of National Securities Exchanges

· All are required to be licensed

· They have broad powers over their own members

Section 14 – Deals w/ Proxies

- Cannot use any means to solicit proxies if you are registered under Sec 12

Section ()(b) of ’34 Act + Sec 19(a) of ’33 Act

· allow SEC to regulate US accounting

Section 7 – Regulation of Margin Requirements

Section 15 – Registration of Broker Dealers

Section 15(a) – from ’38 Amendments

· Provide for National Associations – only  one today NASD

· OTC dealers need to join to get better (non-retail) prices

Section 12

· You must be registered to trade on the exchange

· Note – that securities registration requirements are different and independent under the ’33 and ’34 acts

Section 13

Continuous Disclosure system

13(a)(1) – 10K requirement

13(a)(13) – 10Q requirement 

Section 16

If you are a beneficial owner of a Sec 12 Security – must file a statement of ownership – if you own more than 10%

· Of all classes that you own – even if a class is not registered under 12

· Must register Gross changes every month

16(b) – Short Term Trading Prohibitions

· the company can recover any profits made in 6 months to either side

· Note that the sale not proceed the ownership of stock

· No requirement of insider information

· You just go forward and back – ignoring all loses

16(c)

Basically forbids short selling by Sec 16 beneficial owners

· You can’t sell if you don’t own the security or don’t deliver it in 20 days

Section 12(g)

Was added in ’64 to get OTC companies

12(g)(1)(a) Says all companies effecting Interstate commerce (i.e. All)

if they have more than $1M and 750 shareholders

· They must register the Stock w/ the SEC

12(g)(1)(b)

Then if you have 500-750 shareholders – you also have to register but you have 1 extra year to do so


15(d)


Makes it such that if you are registered under the ’33 Act – you must 

follow Continuous Disclosure under Section 13


The ’33 Act – has an exception – The Intra State Exception – Section 3

· If your security only sells b/n a state then you are not regulated by these acts

a. The Work of the SEC – Xerox

b. ’34 Act

i. Sec 12(a)

ii. Sec 12(b)

iii. Sec 12(g)

iv. Sec 14(a)

v. Rules 14a-3

vi. Rules 14a-4

vii. Rule 14a-8

viii. Rule 14c-2

ix. Rule 14c-3

c. Problems – Handout

I have them in the Notes

d. Notes – 286

e. Lowenheim v Iroquois Brands – Handout

Facts
I missed the first day of this case

- Selling French Geese

- Basically – Mgmt. can do as it pleases even if consumers and shareholders are mad as hell

What can the Board do?

1. Try and convince the shareholders

2. Not do it and be sued and /or

3. Resign in Protest

Basically – the Board is protected by the Biz J Rule – but we still might be liable – they might get us on waste

Slain’s Take
1. You should be very careful making other’s decision for them using their own money

2. But you while you don’t have to save all the souls in this world, you do have to save your own – “Go ahead, but w/o me”

Generally 
You need a proper item of shareholder action for it to be included

· Or you can have a Prectory Resolution

· Or DEGCL 109 / NYBCL 601 say you can adopt bylaws

There is no case law on what kind of bylaws shareholders may adopt – but a case called Cricturn v. Shapiro – said that they can’t vote for anything that would seriously interfere w/ Mgmt (DE case)

· Not clear how it would come out of you had a bylaw saying a Director Can’t do something

Resubmission

If something did not pass the previous year, there is generally a lower threshold of votes to put it back on the proxy

Markets
1. Exchange Markets – a continuous doubld auction

· These stocks must be registered under Sec 12 of the ’34 act

· Section 13 and 14 will apply

2. OTC – Pink Sheet Market

· National Quotation Bureau publishes the info

· Green Sheets – deal w/ Bonds

· They show the Inside Bid / Ask prices – what will be charged to another NASD broker for 1 round lot

· You have large companies listed here b/c they are foreign and won’t comply w/ GAAP

3. NASDAQ

· An Inter-dealer quotation market

· It is Pink Sheets online – but is functionally like an exchange

· NASD requires that companies traded there be registered under 12(g)

The Proxy Rules
Rule 14

(a) You cannot, by any means, violate these rules – the SEC has blanket control

· The SEC sets for the Regulation – pg 851 in our pamphlet

· All the C can do is ask if they are w/n the grant of SEC authority – Legislative Rules

14(a)(1)(f)

The definition of a proxy – very broad

14(a)(3)(a)

Says you must issue a proxy statement 

14(a)(3)(b)

Requires an annual report for Mgmt to solicit proxies

· 14(a)(3(b)(i) – Requires Audited financial records in compliance w/ Rule S(x)

· 14(a)(3)(b)(5)(ii) – Requires info from form S(k) – the baseline for inclusion – including form 303 which is Management Discussion and Analysis – a forward looking section regarding

a. Liquidity

b. Adequacy of Funds

c. What the operating picture looks like to Mgmt

14(a)(3)(c) – says the Mgmt “furnishes” this Doc to the SEC

14(a)(6) – says you must file 14 days before you use the doc


- if it is a “Plain Vanilla” solicitation – only for voting and regular business – then you don’t have to file

III. Issuing Securities and Paying Dividends

1. Legal Capital and Dividends

A. Authorized Captial Stock

a. DEGCL 102(a)(4)

b. 151(a) and (b) – First sentence, (c), (d), (e)

c. NYBCL Sec 402(a)(4), (5), (6)

d. 501 (a), (b)

Generally
This is in every American Corporation

- It is the number of shares the Corp is authorized to issue

- We are trying to avoid the problem of “Over issue”

- If you Over issue – the number of shares over the limit are not shares – and 

their holders simply have a damn good suit against you

B. Dividends
      a. DEGCL 170

      b. NYBCL 510

      c. 102(a)(13), (9), (12), (8)

d. Notes – 1234-41 and 1245-9

Generally
Both NY and DE require that a corp have a Surplus before issuing a dividend

· The issue is how to quantify the assets

NY – says you do not have to use cost

· Board can set it up any way they want – even if it is just to pay the dividend

Not such a problem b/c US corps don’t issue dividends for tax reasons

- 60’s Miller and Medigliani – said that US investors were indifferent to dividends – assuming they had a 0% tax rate and the same investment opportunites as the Corp  they would get the value of the stock

e. Klang v. Smith’s Food and Drug Centers, Inc – 1250

Facts
You have a purchase of stock here – but the same DE standards apply

This is a Reverse Triangular merger

- CEO owns 62.1% of stock 

- Yucaipa merges in SFD subsidiary – Sub will buy Y w/ 3M shares of SFD

- SFD Will recapitalize and assume new debt and purchase outstanding shares

- At the end – Y will own SFD – but SFD will now be in debt

- So they send out a Pro Form Statement (filed in accordance w/ GAAP – 

what the Co would look like if the deal goes forward)

· Says there would be a Negative surplus

P says
SFD is violating DE 160

He says the balance sheet is the only place to get the numbers

C says

The Corp can revalue – the balance sheet is not the final word

Says “Market Multiple Approach” is ok

- Corp does not have to look to GAAP in doing this

Market Multiple Approach
1. Look at market Capitalization

2. Take this and then reduce Long Term Liabilities

Problems

1. How do you value the assets?

2. What good is the market value in the paper? – it is all judgment about the future – so we are guessing at future utility

W/ the exception of CA and NC – this is the law – in these two, you must follow GAAP

This means – there isn’t much to the DE and NY dividend statutes

f. Smith v. Atlantic Properties – 395

Generally
This is one of a VERY small set of instances where a Board is forced to pay a dividend

Facts

Atlantic is a closed corp. where every decision has to be unanimous

- Wolfson wants to reinvest the $172K in retained earning and the others want 

a dividend

- Sec 541 of IR Code – Accumulated Earnings Tax – you must pay dividend 

so IRS can tax you or reinvest the $’s – the penalty is confiscatory

- So – these $’s are being taken by the IRS b/c they can’t decide what to do 

with them

- Wolfson wants to keep control b/c he is probably in a higher tax braket

C Says
Wolfson is just doing this to piss the others off – he owes a fiduciary duty

ApC says

1. He must repay the Corp

2. They must pay a dividend or reinvest or it will go to the trial judge

Problem
He is also a shareholder – who is his duty to???

- Different states are different on how he is / is not able to prefer his own 

interest

- C cites Donahue – says that even though his stake is 25% - he owes a duty b/c he can effectively veto

It ultimately seems wrong – the court is taking away from him the thing he bargained for even though what he wants to do is not injurious to the business

2. Issuing Stock

A. Subscriptions 

a. DEGCL – 165

b. 166

c. NYBCL 503

d. Notes – 113

Generally
Subscription is not a really important issue anymore

- You have to offer the stocks and accept buyers

- These formalities are important

- If they follow everything then the stock is “Non-assesable” – you can’t get 

anything more out of them

B. Consideration

a. Del Const Art IX Sec 3


b. DEGCL 152


c. Sec 153


d. NYBCL 504


e. Note – 1281 – 84


No-Par Stock

Very few places have this b/c it looks bad

· there have been attempts to eliminate par value for a long time

Capital Contributed in Excess of Par – is the amount on the balance sheet that indicates what the shareholder paid in excess of par at the time of issue

Insolvency
Definitions

1. If you cannot pay your liabilities w/ your current cash assets – called Equity Insolvency

2. Bankruptcy Insolventy – If you Liabilities Exceed your Assets

DE – says – DEGCL 102(a)(8)

We will use Equity Insolvency – unable to pay your bills as they become due

Note – that a company can place a higher standard on itself

Surplus
510(b) – says dividends may be paid out of “Surplus Only” – so that the remaining  assets will at least equal the amount of stated capital

What is Surplus?

102(a)13)

Says Surplus = Net Assets – Stated Capital

What are Net Assets?

102(a)(9)

Net Assets = Total Assets – Total Liabilities

Stated Capital

102(a)(12)

Stated Capital =’s the Par Value of the shares

So 

Surplus =’s the Algebraic sum of Exccess Contributed Capital and Retained Earnings

So – we can go on distributing assets till the items that makeup Surplus are depleted (the line above)

If a company has no retained earnings and are paying out a dividend based on CCIP – then they are basically returning the original investment

· It used to be that you had to tell investors you were doing this – but not anymore – however – companies still do tell people b/c it is actually just returned basis

Nible Dividend Feature
DE 170 and 154

· If a DE corp whose capital is impaired (i.e. the sum of RE and CCIP is negative) they could pay a dividend if they had earnings the previous year – unless the company has only Wasting Assets under 510(b)

Generally 
All of this is to protect the creditors

However – the easiest way to increase surplus is to reduce the Par, thus increasing the CCIP by amending the Cert of I by shareholders

· Thus it can be done and there is nothing that the Creditors can do

Randall v. Bailey
Generally – assets are looked at as Historical Cost under GAAP

Here – they would increase the value of their property on the “Bush Terminal Properties” to current value and show it on the balance sheet

- They would call it appreciation surplus or something

The C said this was OK – and it is still the law

     3. Types of Stock


a. Types of Preferred - Handout


NY and DE
1. Party – stock must have a par, and if there is no par, it cannot be given away – there must be some consideration

2. DE Const – says that you can only for $’s, labor done or property received – there are questions though about what property is good enough

Blank Series Preferred
DE – NY 402(a)(6) 

· Cert of Inc – authorize some number of shares leaving the characteristics blank

Characteristics Described
1. Dividend

2. Participation

3. Nature of Dividend

4. Voting

5. Redemption

6. Conversion

7. Cumulative

How Stated
You normally see the dividend as a %

Ex – 150,000 shares, 10%, $10par


Participation

Participating =’s – they get paid the dividend first, then they participate alongside 

the common in any other dividends


Non-Participating – Rights are preferred and limited

· This is much more common

Cumulative
If dividends are in arrears, then the Corp has to pay these first – the dividend rolls forward and is added up

- If the Corp declares a dividend – it must pay the Cumulative

 first


- A variant is Cumulative if Earned – if the company could have paid a dividend 

then it is added to what this stock is owed


b. Baron v. Allied Artists Pictures - Xerox


Facts

If there are no dividends for 6 months then preferred gets to vote in a new Board



- The company owed back taxes and IRS said they could not declare a dividend 

till all taxes were paid

- The group owning the preferred now owns the company and does not declare the 

dividend so as to keep themselves in power


Issue

Does the duty of the Board owe a fiduciary duty to all stockholders or just those 

that elected them?


The implicit holding of the case is that the Board’s duty runs to ALL shareholders 

– and almost particularly to the Common


Also note DEGCL 212 and NYBCL 518 say that Bond holders may be given 

voting rights as a class – separate and apart – their interest will also be different


c. Rothschild Internation v. Liggett - Xerox


Facts

The company had two types of preferred 


- Then the company was reinced in DE – through a Downstream Merger (setup a 

sub in DE then merge in)


- Then – there are competing bids for Ligget


- Their prices are out of whack for the two types of preferred – for the lower 

priced preferred, they are willing to pay much more b/c it is Convertible and voting


- Then – Grand Met – gets enough stock to pull off the merger and tries to cash 

out the remaining shareholders at the Tender Offer price


- P says that taking them out at anything below the par value of $100 is essentially 

a liquidation


C says

That this was not a liquidation


They use the Independent Legal Significance Doctrine – that you can do the 

transaction any way that is legal – even if you do it just to avoid a higher cost


The C says that Preferred shareholders get what is in the K and nothing more – 

they will not imply a preference


d. Jedwab v. MGM Grand Hotels - Xerox


Generally

This was an attempt to rationalize the duties owed to the preferred


Judge Allen says


That all classes are accorded and = fiduciary duty – but rights contracted to above 

and beyond the general are not accorded a particular fiduciary duty


Note also – that Bondholders are entitled to their K rights and nothing more – no 

Fiduciary duty to them

· However – there is a DE line of cases that says if the Corp is close to insolvency, then the Board does owe a fiduciary duty to the bondholders b/c they essentially own the company

IV. Fundamental Changes

1. Charter Amendments

a. DEGCL 242


b. NYBCL 801


c. Sec 803


d. Sec 804


e. Sec 805


Generally

What are the fundamental changes?

1. Amending the Cert of I

2. Merger or Consolidation

3. Sale of all or substantially all assets

4. Liquidation


- In Every state – these transactions cannot be affected w/o the approval of 

shareholders


- In Every state – in at least some circumstances – the state statues provide that 

even shareholders who do not have K voting rights may vote on these things


- In almost all states – dissenters to these things can be bought out



- And – if the Corp and shareholder cannot agree on the price then they 

can have a judicial APPRAISAL PROCEEDING to determine the price


Amendments to the Cert of I.

The idea is that if you did things as a K and then had dissenters in the transaction 

– then you would never be able to change the company


Trustees of Dartmouth College v. Woodward

Says that Cert of I is a K b/w the Corp, the state, and the shareholders


- Also, under the K clause of the Const – the state cannot change the K


In his Concurrence – Justice Story said that this was creating an impossible 

situation – so the state should reserve its right to alter the Charter

· Which all states now do – NYBCL 110 – DEGCL 394
NYBCL 801

Says 

(a) Cert may be changes as often as you want

(b) What changes may be made
(c) (b)(12) Corp can change anything it wants about issued or unissued stock
DEGCL 242

Says basically the same thing as NY

Amending Cert of I
DE 394
1. Resolution by Board adopting amendment and recommending to shareholders

2. Shareholder vote is called

3. Approval by a majority of the outstanding shares entitled to vote on the matter – so qurom and vote requirements are the same

Most states follow this same technique

Also


Virtually all states confer voting rights on classes that would not normally 

have voting rights – They vote as a class

- They will only do this though – if the class is effected in certain ways


DEGCL 242(b)(2) and NYBCL 804

Follow the rules to see if they will have class voting rights – Example in Notes


One issue to always be wary of is whether the Common has class voting rights – 

Check DE 252(b)


Also Note – that DE 242(b)(4) and NY 803(a) make possible Super Majority 

votes – that in order to change this provision – you have to have that super majority


f.  McNulty v. W. & J. Sloan – Xerox


Facts

Sloan – was a high-class NY furniture company


- P says that taking away the accrued dividend =’s a taking


- C says – that it is not b/c the dividend was not declared yet


- Basically – the Corp was just trying to get out from under the dividend in order 

to recapitalize


- While the logic sucks – it was something the C had to do to get things going b/c 

there were a lot of companies like this

NYBCL 806(b)(6)
NY allows dissenters to be bought out if there are fundamental changes


g. Bowman v. Armour & Co. – Xerox


Facts

- Corp wants to change the preferred into a Bond – an Income Debenture – where 

the interest is only paid out of earnings


- Basically – the corp. can now deduct the interest on the Debenture – where as it 

couldn’t on the dividend for the preferred


- C says – you can’t do this b/c you are changing the character of the holder’s 

position – from a stock to a bond

· NY and DE say that this would be OK – DE 151(b)(2) / NY 512(c)

Generally
Note – that if a stock is convertible – it will always be redeemable

- b/c you hold the possibility of converting if the stock goes up

- Generally – the company always reserves the right to force redemption and if 

they were to do so – that would force conversion 

 - The company is looking out for the Earnings Per Share to the Common stock 

holders – and if they force conversion then they don’t have to pay the dividend and the EPS would go up

DE 151(b)(2) & NY 512(c)

 – says that preferred stock may be redeemable for property if Cert of I allows it

2. Merger and Sale of Assets

a. Notes – 1061-64


b. Notes – 1074-75


c. Notes – 1077-80


Statutory Merger
IRC 368(a)(1) – Defines Statutory Merger or Consolidation

- This always requires a shareholder vote

- If both Corp’s shareholders agree – then you just send a copy of the plan to Sec 

of State and it is effective on filing

- DE 259 and NY 906 – Both say that at the moment of merger – the “Surviving” 

Corp takes over all the Prop and liabilities of disappearing Corp.


- The classic form is that the shareholders of the acquired Corp become 

shareholders of the Surviving Corp – they do not have to do anything for this to happen


- He says he does not know what the substantive difference is b/w a Stat Merger 

and a Consolidation


- A shareholder cannot propose this transaction – it must be the Board


- DE 251(c) and NY 903(a)(1) – both say that you are entitled to notice, whether 

or not you can vote on this


- DE – says that you need a Majority of Shares ENTITLED TO VOTE – just look 

at the Cert of I to determine this


- NY 903(a)(3) – Also a majority – but may have class voting rights – however, 

there is a transition period so look to statute



Who has class voting rights in NY?



a. Shares of that class must be outstanding at the end of transaction



b. If the resulting change to Cert of I would also trigger class voting under 

804


- DE 251(c)(5) and NY 903(2)(a)(3) both allow for Cash Out Mergers – where 

stock of the disappearing Co gets converted into a right to receive cash


C-Type – IRC 368(a)(1)(c) – Sale of All Assets

Acquire all T’s assets, hire it’s employees and acquire all K’s


- This is a Fundamental change – Sale of All Assets


- Some of these can be accomplished tax free


- This requires approval by the shareholders of the selling Corp.


- NY 909(a) and DE 271(a) both say that board must initiate


- There must be notice to shareholders


- DE says a majority outstanding shares w/ K voting rights is needed


- Even in NY – you do not have the possibility for class voting under 909


- NYSE also has the Stock Holder Approval Policy- that if the acquiring Corp is 

listed on NYSE, even if they don’t need to issue new stock to but target, if the issuance of Common Stock will be increased by 20% or more, they require a shareholder vote – and b/c you cannot have listed and unlisted shares of the same stock under ’34 Act, then you would be delisted


- Nasdaq had the same requirement


B-Type – IRC 368(a)(1)(b)

1. Acquire enough stock so T becomes sup of A – Control in a Tax sense – 80% 

of all types of stock


2. If done correctly – this can also be tax free


3. Here – this is done b/w A and T’s shareholders – need not involve the Corp at 

all


4. This can also be the form of a tender Offer -  though tender offers usually don’t 

avoid tax


Merger v. Acquisition

1. Merger – Advantage =’s it is simple


2. Transfer of Assets – more complicated – lots of separate K’s and things that are 

controlled by federal law if they are transferred



- One advantage of the transfer is that you might be able to escape liability 

for past things done by the target company or liabilities


d. Transaction Outline – Acquisitions – Xerox


e. DEGCL – 251 (a)-(e)


f. Sec 259(a)


g. Sec 261 (merger)


h. Sec 271 (cf Section 271) – Sale of Assets


i. NYBCL – 901


j. Sec 902


k. Sec 903


l. Sec 904


m. Sec 906 – Merger


n. Sec 909 (cf. Sec 911) – Sale of Assets


o. Farris v. Glen Alden Corp – 1084


Facts

List is going to sell all of its assets to GA and then gets stock


- GA needs to issue new shares to do it so need shareholder vote


- GA is also assuming all of List’s liabilities


- 11 of 17 on new Board will be Lists


- Basically – List is acquiring GA though it looks the other way around


- P says this is a merger, D says acquisition – 


- List wants this for an increase in book value – for something to borrow against 

and they want Net Operating Loss Carry Overs under IRC 172 – you were allowed to bring the Loss to the profit then – though it was touchy


Issue

Appraisal Rights 


- Does P have right to dissent? – Normally in an acquisition no – but here yes


- C says this is a fundamental change to GA


- C says this is a de facto merger – not an acquisition


Book Value

= (Total Assets – Total Liabilities) / Number of Shares Outstanding


- Note that there is no relationship b/w book value and Market Value


p.  Hariton v. Arco Electronics – 1081


Facts

Arco selling all assets to Laurel for stock


- P is mad b/c he says this was structured just to take away his dissent rights


- DE limits appraisal rights to Stat Mergers – so he would have them here


- C says – it is OK to structure this way – Independent Legal Sig

- DE expressly rejects the de facto merger as is the case in GA – most states 

reject it as well

3. Small, Short form, and Trinagular Mergers

Generally – Short Form Mergers

If a corp owns 90% of another Corp’s stock


- Any vote would be meaningless


- So every state allows the Parent to merge the subsidiary in 


- No action necessary by smaller company


- In some states you don’t even need to tell the subsidiary


- DE  - says you need 90% or more of voting stock


- NY – says 90% of every class of stock


- All states vary b/w these two and the %’s necessary


- Minority shareholders get whatever the Plan says


- All states give shareholders of the Sub Appraisal Rights 


- DE 253 and NY 905 – allow for this type of transaction


- DE 262 and NY 510(a)(2) – give the Appraisal Rights


Generally – Small Mergers


- This is NOT unique to DE – DEGCL 251

Conditions for performing:

1. No requirement in Acquiring Co’s Cert of I 

2. No change of any kind for the stock of the parent company

3. The number of shares issued in connection w/ the merger can never exceed 20% of the Acquiring Co’s stock now outstanding – you must take into account convertibles (251(f))

Basically – it is just an easy, cheap way to take up a small deal


Generally – Triangular Mergers

Why do it – Merge into a Grandchild subsidiary?

1. If the business is so different than the acquiring co. that it will have to be operated separately 

2. If you want to create a heat shield w/ the intermediary company

3. As an alternative to the C-Type merger – to avoid liability or financial problems after the merger

De Facto Merger


Ultimately – it is not clear if there is a de facto doctrine in NY


- There are cases that say it exists, but it is clear the C does not know what it is 

talking about


a. Excerpt – Folk – 1075


b. Note – 1075


c. DEGCL – 251(f)


d. Sec 253


e. NYBCL – 905


f. Terry v. Penn Central- 1094


Facts

Penn has a sub called Penn Holdings which has a sub for doing transactions


- sub-sub acquires Marathon w/ Penn Central stock


- Penn Central had enormous Net Operating Losses – so they went out to buy 

corps that had income to use the offsets against


- Then, the sub-sub sets out to acquire Colt w/ another new preferred


- This thing is happening in Penn so there is de facto merger and appraisal rights


- Not clear why there was a vote for this


- After this, there is not much left to the de facto merger doctrine


- C says – that Penn Central is not surviving or party to the merger – so it is not de 

facto


- But – for tax purposes, Penn Central is clearly part of the merger


g. Note – 1099-1100

4. Valuation and Appraisal

a. DEGCL – 262(a), (b), (c), (d), (e), (h), (j), (k)


b. NYBCL – 910


c. Sec 806(b)(6)  - (cf. Sec 623)


d. Excerpt – Soloman Schwartz et al – 411


e. Sterling v. Mayflower Hotel Corp – 1101


Facts

Hilton had acquired 82% of Mayflower


- B/c the Board of the two co’s were mixed, they hired I bankers – produce a 

report


- Transaction does not go through the first time – but does two years later


- P saying that a 1:1 deal is not fair – value of the physical hotel worth more than 

Hilton is paying


- Owners of Hilton stock can’t say anything b/c Board has Biz J Rule


Both sides agree standard is Standard of Entire Fairness

1. Fairness as to procedure – not at issue here


2. Fairness as to price – this is the issue


Issue

What do we compare? – Value of my pro rata share of underlying asset or market 

value of stock?


- C says the stock value – not aliquot share of assets


Tobin’s Q Ratios

Under EMH it seems that the value of assets should be impounded in stock price


- Q Ratios compare market cap of stock to replacement cost of assets


- In an inflationary environment – people want hard assets


Doubling Period

Take the Inflation rate and divide it by 72 


- This will tell you how long it will take for the price of an item to double


Appraisal

Fundamental changes trigger option to buy out -> if there is an argument about 

price – then the shareholder can request appraisal


- DE – is probably the most narrow – only statutory merger triggers appraisal


- Manning – said that it was economically inefficient for a single shareholder to 

start the proceedings so the only ones that would were the ones that wanted to be bought out to make them go away


- In the 70’s – states like DE, CA, PA, NJ, and IL largely did away with Appraisal 

b/c they believed in EMH – that you could get out in the market


- The problem is that the stock goes down – so you have to sell lower than you 

would have had to if you had appraisal


Exclusivity – all states say that it is an exclusive remedy


- Once you have sought it, it is the only thing that you can do – get $’s for your 

stock


- CA sticks by this but NY and DE waffle


Appraisal and Class Voting

- In NY – there is a close correlation – generally if you have one you will have the 

other


- In DE – there is no correlation

f. Bove v. Community Hotel Corp – Xerox


Facts

Community stock holders are pissed b/c merger being used to get around need for 

unanimity 


- Transaction is a down stream merger to then recapitalize


- The goal is to avoid the accumulated dividends on a cumulative preferred


- In RI – you can only do this through a unanimous Charter amendment but a 

statutory merger only requires a 2/3rds vote


- C says – that they will follow the DE Independent Legal Sig – do it any way you 

want


- P is basically saying that they should get all of the assets and Common should 

get nothing b/c if the company was liquidated – they would get everything – so the Common should not get any part of the merger


Problems w/ P’s arguments

1. They are using book value to say this – but should be looking at market value if there is a liquidation

2. The common stock still has a vote – and basically – the Board is buying that vote by letting them participate in the reorg


g. Piemonte v. New Boston Garden Corp. – Xerox


Facts

Company owns Bruins, Braves (hockey), the Garden, and the Concession rights


- 90% of shares owned by a family – they want to get rid of 10% traded locally


- This is a Freeze Out Merger – just buyout the remaining shares w/ cash


- P wants Appraisal – lower C said $75 / share


- MA follows DE Sec 262 on Appraisal – DE Precedent is persuassive


Why a Freeze Out?
1. Do not have to report – ’34 Act Sec 13 – Continuous Disclosure and Act costs

2. Freedom of action

3. Tapping the till

DE Block Method
Give a weighted value to each of the following:

1. Asset Value

2. Book Value

3. Market Value

· Judge basically just makes up the capitalization factor

Here 

- Judge just takes book price of assets – but didn’t really look into where the 

values came from

- The ApC says the concessions should be a separate asset

The question is – what Market Value?

No idea about what Relative Weighting should be given to each

Normalizing
Look at earnings over a period of years and take out extraordinary events


Schwartz Solomon Article

Says that the results you get using the DE block method are no worse then what 

you get using any other method


- B/c – everything here is based on valuation – what the thing will be worth in the 

future


Value

The estimate of the future, marginal utility that an item will have to you, 

quantified as money, and discounted to present value by way of an interest rate calculation


- The fact is that it is going to be a function of accounting choices


h. In re McLoon Oil Co. – Xerox


Facts

Father wants to merge three separate oil companies into one


- The sons dissent and the question is valuation – a referee comes up w/ a number 

based on what the sons and father say the things are worth


- C says the Ref can use the block method (which he basically does) or any other 

rational method


- Basically – the father controls all the cards b/c no one would buy the sons 25% 

stake since the father can veto all decisions, and the father doesn’t need it b/c he already controls the thing


C says

B/c this is a private co – we can’t use FMV b/c there is no market


- So they hold the Opposite of Sterling v. Mayflower

- Saying that in a closely held corporation, the value of your shares =’s your % of 

the underlying assets


State C’s are divided on this


i. Notes – 1069, 1108


j. Weinberger v. UOP, Inc. – 1110


Magnavox – A case discussed in this case


Facts here 


- a short form merger – Minority sues saying breach of Fiduciary Duty


- P said – No Business Purpose for the transaction 


- DE C says – that shareholders can sue under Tort of Conversion for the value of 

the stock on the date before the transaction


- Slain calls this the Ectoplasmic Tort – it had no elements and no one 

understood what the D’s had done


Vickers Energy

Also discussed w/n


- Here the DE Chancellor said that the remedy for this Tort was Appraisal and the 

method for valuation was the DE Block Method


- Now – we are back to where we started


Now – Weinberg – Facts

- Signal owns a majority of UOP but keeps 6 of 13 Directors from UOP


- Now Signal wants remaining shares – but they decide to take a minority 

shareholder vote just to avoid a suit like this – trying to prove Fair Dealing


- But – P also says that there is a standard that the Proponents have Complete 

Candor in the transaction


- The Aldridge Doc – was not showed to Outside directors – but it was made by 

members of both Companies boards


Issue

Do the members of the Signal Board who are also members of the UOP Board 

have a fiduciary duty to both – that they must disclose the price that Signal would be willing to pay?


C Says

In the future, these types of claims will be Valuation actions


- also say that going forward, the C should not be constrained by the DE block 

method


Footnote 7

C says that these duties do not cancel out – these people should have recused 

Themselves in every item regarding the transaction – voting and docs


Fair Dealing – Burden of Proof

Normally – if litigating fairness of transaction – the proponent of transaction has 

both:

1. Burden of Proof

2. Burden of Non-Persuasion

By having the vote – this shifts to the other side if the minority approves


k. Rabkin v. Philip A. Hunt Chemical Corp – Xerox


Facts

Class action of Minority shareholders against majority as to fairness


- Olin files 13(d) said no “Present Intention” of acquiring more stock


- Olin then says they are going to buy more a year later


- P says – they are getting inefficient appraisal rights


C says

Appraisal was not the only remedy


- Say that there may be Manipulative Misconduct by Board being secretive


Slain

Says he cannot figure out what the D’s did that was wrong in this case


Cede and Co. v. Technicolor

Rabkin says that Appraisal should be exclusive


- but in this Cede case – the DE C said that both the Appraisal and Bread of Fid 

Duty case can go forward and P can just pick the one they want later

5. Dissolution


a. DEGCL – 275


b. Sec 278


c. Sec 282


d. NYBCL – 1001


e. Sec 1006


f. Sec 1007


g. Sec 1103


h. Sec 1104


i. Sec 1105


In Matter of Raydon and Neidoff

Candy corp w/ two stockholders each owning 50%


- Brother runs co, sister won’t let him get paid – deadlock in company results


- Brother can’t walk away b/c everything he has is in the Biz


- Brother sues for dissolution – C says that yes you are trapped, but as long as the 

Corp. is doing well, we won’t liquidate


- This is generally folloed


Hampton Bay

NY 1104 was the legislation


- Each employee owns about 20% - no dividends paid – just salaries out of profits


- Then the two employees are fired


- NY C says that they are being oppressed – and liquidates company


- Generally – in these cases – the majority will just buy the minority off


- The problem is the tie back to Galler – how do you figure out what the shares 

are worth b/c the minority has a strangle hold


Avoiding this problem
1. If both parties can run and finance the business

2. Have the one that wants out announce it as such

3. Then have the other party set a price for the buyout – this gets a realistic price

4. Then the first person announces if they are buying or selling

The fact is – that if there is a real possibility of getting out – then people will be more likely to get along

- You must structure transactions w/ ways to get people in and out – otherwise, Slain feels it borders on malpractice


j. In re Kemp & Beatley, Inc. – 446


k. Note - 444 

V. Federal Corporation Law

1. ReRead – Work 


Generally

Congress did not contemplate much litigation under the ’33, ’34, ’39, or ’40 Acts


- Expected SEC to do Regulatory litigation – not private causes of action


’33 Act

- Sec 11 – sue if there is an information defect


- Sec 12 – extremely narrow


’34 Act

- Sec 9&19 allow suit – but no elements and cover nothing


History of 10b-5

’43 – Fire engine company – Pres buys out shareholders then sells company for a 

killing



- This led the SEC to add the “Purchase” of securities to Sec 17 of the ’33 

Act

 
’55 – People start these things under Proxy cases


’70 – Mills decided – it was a proxy case – this turned 10b-5 into an industry

2. The Continuous Disclosure System

A. Applicability to Issuers


a. ’34 Act – 12(a), (b), (g)(1)



b. Rule 12(g)-1 (cf 12(h)


B. Reports by Issuers


a. ’34 Act – Sec 13(a)



b. Sec 15(d)



c. Form 10



d. Form 10K



e. Form 10Q



f. Form 8K



h. Form S-K


C. Proxy Regulation


a. ’34 Act – 14(a), (c)



b. Rule 14a-2, a-3(a), a-6


D. Antifraud Provisions


a. ’33 Act – 17



b. ’34 Act 9



c. Sec 10(b)



d. Sec 14(e)



e. Sec 18



f. Rule 10(b)(5)



g. Rule 14a-9



h. Rule 14e-3


E. Enforcement – Express Actions


a. ’33 Act - 11



b. Sec 12



c. Sec 20(b)



d. Sec 24



e. ’34 Act – 9



f. Sec 16(b)



g. Sec 18



h. Sec 219d)



i. Sec 32


F. The Implied Actions

a. Development


Mills v. Electric Auto-Lite Co. – 292


b. Scienter



Ernst & Ernst v. Hockfelder – Xerox


c. Materiality and Duty of Disclosure


Basic v. Levinson- 798


d. Enforcement of Fiduciary Duties


Santa Fe Industries v. Green – 866


G. Regulation of Tender Offers


a. ’34 Act – 13(d)(1)



b. Sec 14(d), (e), (f)



c. Notes – 1132-1140



d. SEC v. Carter Hawley Hale - Xerox



e. Epstein v. MCA – Xerox



f. Piper v. Chris Craft - Xerox



H. Insider Short-Term Trading


a. Feldman and Teberg Excerpt - 877



b. Task Force Except - 878


I. Trading on Non-Public Inofrmation


a. ’34 Act – 20(a)



b. Sec 21(a)



c. Rule – 14e-3



d. Rule 10b-5 



e. Rule 10b-5-1



f. Rule 10b-5-2



g. SEC v. Texas Gulf Sulphur Co.- 779



h. US v. Chestman - Xerox



i. US v. O’Hagan- 855



j. Regulation FD


VI.  The Duties of Managers and Stockholders

