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[I] The Corporate Entity

[A] Choice of Form

[A.1] Proprietorships:

[A.1.1] Define:  He is not an entity.  He’s just an individual making some money.  Often designated with d/b/a.

[A.1.2] Advantages

(1) Easy: You don’t need anybody’s permission to do this.  You just start a business.

(2) Control: the owner controls and operates the business

(3) Expenses: less expenses because no registration or legal fees

(4) Taxes: Not taxed separately but instead mixes with your other personal expenses 

[A.1.3] Disadvantages

(1) Unlimited liability: personal finances subject to unlimited liability

(2) Management: usually dependent on the owner acting as a manager.  If the owner passes away, so does the business

(3) Transferability: it’s difficult to sell the company

[A.1.4] Special Elements

[A.1.4.1] Fictitious Name Filing: You have to file a public record of your name and the business name you’re using (for example, NY statute § 130).  If you fail to do this, you could lose all your contracts during that time period or you could be fined.

[A.2] Partnerships

[A.2.1] Define: An association of two or more persons to carry on a business.  You have to decide together how to divide the costs, benefits, and responsibilities, thus it’s just a private contract.

[A.2.2] Advantages

(1) Control: same as partnership; allows the owners directly to control the business and safeguard the assets
(2) Simplicity: A separate legal structure; more complicated than proprietorship because co-owners must agree with business operation (3) Expenses: very inexpensive, as compared to corporations, but could get expensive when dissolving
(4) Taxes: it is a tax reporter; reported on the partners tax returns as source of income and deduction; no entity tax rate, thus eliminating double taxation; a pass through system
[A.2.3] Disadvantages:

(1) Unlimited liability: Each partner is unlimited liability at risk for everything that grows out of the firm (joint and severally).

(2) Transferability: a partner cannot sell his or her ownership interest in a partnership
[A.3] Corporations

[A.3.1] Define: After enough activity together, society treats that organization as a separate identity than the person.

[A.3.2] Advantages

(1) Limited Liability: limited to investment; encourages risk taking

(2) Separation of management and control: SH may invest capital w/o becoming involved in management; efficient allocation of capital and professional management of the company’s operations

(3) Transferability: shares may be sold; subject to federal securities laws

(4) Perpetual Life: continues until dissolved

[A.3.3] Disadvantages

(1) Double Taxation: separately taxed for any profits it may receive.  SH are taxed again if they receive dividends

(2) Management:  Managers of a corporation may manage for their own interests

(3) Expenses: Must comply with expensive reporting and registration requirements if public.  

[A.4] Limited Liability Companies

[A.4.1] Define: an incorporated partnership that allows members to actively participate in management if they wish.  They are privately held.
They came into existence to provide something analogous to the closely related corp. structure that existed in many other countries.

[A.4.2] Advantages

(1) Internal Organization: You are free to choose with the check the box system regarding taxation.

(2) Public Documentation: People can look at it to see at least the initial members.

(3) Loan: This allows you to persuade investors to give you financial support when you don’t have enough reputation to get a more “free” loan.

(4) Limited Liability: limited to the amount of their investment; protecting their assets
(5) Separation of ownership and control: The ability to get involved or not with management provides the members with maximum flexibility in the management and operation of the businesses
(6) Expenses: Still inexpensive; need a charter from state; accounting may be more difficult
(7) Taxes: Tax reporter; avoids double taxation
(8) Preferred: Has become the entity of preference for many small businesses that seek limited liability, while maintaining flexibility as to ownership, management, and transferability

[A.2.3] Disadvantages:

(1) Transferability: interest may be transferred but may be restricted by the terms of the operating agreement.  Subject to state and federal securities law

(2) No Growth: It has to stay small 
[A.5] Limited Partnerships

[A.5.1] Define: It must have one or more general partners.  Additionally, you must take statutory steps to form it.  It’s formed when a general partner and a limited partner join.  The limited partners supply just the capital to the other partner who makes all the decisions.  This first started in 1916 as a result of farming becoming more sophisticated economically.

[A.5.1.1] Rights of Limited Partners: (1) right to receive their share of the profits, (2) right to look at the books, and (3) right to sue for liquidation if they are outraged.

[A.5.1.2] General Partner: carries the liability and has the only say in the future of the partnership.  There is a lot of potential for abuse, however, so there were statutes enacted to check against this power and provide legal recourse for limited partners.  The general protects itself by becoming a corporation and joining that corp. in partnership with the limited partner.

[A.5.1.3] Examples: There is a high-risk that you’ll lose all your money so you want to be able to get a tax reduction for those losses.  Thus this is common in the oil/gas exploration and entertainment (theatre) industries. It’s usually only short term.

[A.5.2] Advantages

(1) Financing Scheme: This is still widely used as the method to finance somebody else’s business.  It’s chosen because there is no personal liability and there is no double taxation.

(2) Limited Liability: liability of limited partners is up to their investment; general partner-unlimited liability
(3)Separation of ownership and control: limited partners can just invest in business even though they don’t have time or expertise to manage
[A.5.3] Disadvantages:

(1) Unlimited Liability: general partner
(2) Transferability: a limited partner can’t sell his ownership interest in a partnership unless it is registered under the federal securities law

[A.6] Limited Liability Partnerships
[A.6.1] Define: LLP was developed as a protection against physicians practicing in partnership.  As partners, each member of the firm is personally and unlimited liable of all the debts and obligations of the firm – including the malpractice exposure of any member of the firm (or their employees).  This was too much financial pressure on medical partnerships.  Also used with lawyers.

[A.6.2] Advantages: protect against the liabilities of others

[A.6.3] Disadvantages: non-transferable

[B] Formation

The creation of a corp. is a matter of right (mandamus) (N.Y. § 401, D.E. § 101).

The statutes are a mix of required things (a certain protocol you must follow) as well as default rules (you are at liberty to change the regimen).

Provisions related to fundamental changes (liquidation, selling of all the shares) are directed.  The statute tells you what you must do and you don’t have a choice.  However, this is a small part of the corp. materials.  

The rest of the rules are default rules.  While it’s true that you can change them, the vast majority of corp. uses the default rules.  Some people have formed sophisticated corp. and they have had counsel negotiate out among the investors a different system.

[B.1] Why Delaware?

[B.1.1] Race to the Top Theory:

Unlike many states, DE has not merged the courts of equity and law.  If you want damages, you must bring your claim in the common law court.  If you bring your case before the chancellery court, you may get a declaration/injunction.

This matters because most shareholder litigation is in the form of a derivative suit – which is an invention of equity.  This means that the DE chancellery bench is highly sophisticated because they do so much corp. work.  In most states, you hold your breath because the transactions tend to be very complicated so it’s obvious that the judges just don’t understand what they’ve read etc.  

Speedy and predictable resolution of disputes.

[B.1.2] Race to the Bottom Theory: DE’s laws are pro-management.  But many other states are more pro-management. 

[B.1.3] “Foreign Corps.”: If a corp. that is mostly local to NY incorporates in DE because of these reasons, it must register under the foreign corp. statute (Article 13 of the Code) to do business in NY.

[B.2] Incorporator: 9 times out of 10 the incorporator is a Secretary in your office or a junior associate.  There isn’t any particular reason why this is so but it is.  S/he must sign the certificate of incorp.

Note: DE allows corp. to incorp. another corp. while NY requires individuals to do it.

[B.3] Steps of Incorporation:

DE §§ 101-05, 106 & NY §§ 401-03

[B.3.1] Naming: First, you must follow the procedures in NY § 3.01 and choose a name for your corp.  You must ask the Secretary if your particular name is chosen.  If it is not then you may ask her to hold it for you.

[B.3.2] File for a Certificate of Incorporation(also referred to as the charter or articles): You must file with the Secretary.  Also, you must pay all your taxes and fees.  The Secretary files it and a duplicate copy is stored with the Recorder of Deeds.

[B.3.2.1] Purpose:

[B.2.3.1.a] Broad text: “To carry on lawful business;” everything your business would possibly want to do is included in their purpose.

[B.2.3.1.b] Narrow text:  You may want to make this more specific, however, because that then prevents the managers from wandering.  This way the investors know where they are putting their money.

[B.3.2.2] Number of Shares: The state requires you tell how many shares you’re going to issue in an effort to prevent over-issuing.  Thus, this places a cap on the number of shares the corp. may sell.  It must also state which classes of shares will be issued.  If more than 1 class and/or preferred class- set forth the designation, powers, preferences and rights, qualifications, limitations, and restrictions for each class

If corp does not have authority to issue capital stock, must be stated in certificate.
[B.3.2.3] “Constitutionalizing:”  You can put anything else into your charter that you want to create “constitutionalized.”  The bylaws can be changed typically by the directors or shareholders vote.  But you must follow a strict statutory protocol if you wish to change your charter.  Thus you can protect the future of the corp. by including your wishes in the charter.

Examples: (1) Provisions setting forth elimination or limitation of liability for directors or shareholders for damages for any breach of duty within certain restrictions (e.g., bad faith) (2) Larger voting proportions needed for actions than that called for by the state statutes or (3) Provision levying personal liability on shareholders.  

[B.3.2.4] Preemptive rights?: Rights that are sometimes given to shareholders that permit them to maintain % of ownership in corp by enabling them to buy a portion of any newly issued shares

[B.3.2.4.a] In DE, shareholders do not have preemptive rights unless expressly granted in charter

[B.3.2.4.b] In NY, shareholders possess preemptive rights unless expressly denied in charter

[B.4] Defective Incorporation:

[B.4.1] The problem: Sometimes there is a defect in the process of forming a corp.  What effect?  The corp. may exist de jure, de facto, by estoppel, or not at all.  The problem arises most commonly when a 3d party seeks to hold the would-be shareholders personally liable on the ground that the corporate status wasn’t obtained and neither was limited liability.

Three different results:

[B.4.2] De jure corp.: a corp. organized in compliance with the requirements of the state of incorp.  It’s status cannot be attacked by either private parties or the state.  This is achieved if an enterprise substantially complies with the statutory requirements.  Substantial compliance is determined on a case-by-case basis and is judged according to the nature of the unsatisfied requirement and the extent to which compliance had been attempted.  Some courts require compliance with all mandatory requirements to be considered a de jure corp.

[B.4.3] De facto corp: it exists when there is insufficient compliance to constitute a de jure corp. from a state challenge but the steps taken toward corp. are sufficient to treat the enterprise as a corp. with respect to third parties.  It requires a colorable attempt to incorporate and some actual use or exercise of corp. privileges.  

[B.4.4] Estoppel: Courts hold that even if the previous two don’t apply, a party that has dealt with an enterprise on the basis that it is a corp. is estopped from denying the enterprise’s corp. status.  A decision that a corp. is de facto turns on the D’s conduct and thus will have a precedential effect.  A decision that a corp. is a corp. by estoppel is based on the plaintiff’s behavior and thus won’t have such an effect.

Note: See page 119-120 for more detail.

[B.5] Ultra Vires

This doctrine controlled the powers of the corp.  Actions taken outside of the power of the corp. were characterized by the courts as ultra vires (beyond the corp.’s powers) and unenforceable – both by and against the corp.  The purpose of this was to protect the public from unsanctioned corp. activities.

Two things could trigger the doctrine: (1) Acting beyond purposes, engaged in business activity not permitted under its certificate or (2) Whether corp exercised a power not specified in is certificate

This doctrine slowly eroded as courts held that powers could both be explicit and implied.  Now both DE and NY statutes almost abolish the doctrine.  NY § 203 & DE § 124.

[B.6] First Actions of Corp.

[B.6.1] Directors are elected

Board of directors elected by shareholders BUT no shareholders until stock is issued and issuing stock is function of board; thus we need a mechanism for naming for directors before stock or issuing stock before directors.

There are two statutory patterns for solving problem:

[B.6.1.a] NY: Incorporators have power of shareholders until stock is issued and powers of directors until directors are elected (NY 404(a); 615(c)) Incorporators will adopt-by-laws, fix number of directors, elect directors to serve to serve until first annual meeting of shareholders.

[B.6.1.b] DE: Incorporators have powers of shareholders and directors unless initial directors are named in certificate of incorporation (DE 107; 108)

[B.6.2] Bylaws are adopted, including: (a) Date for annual meeting, (b) Provisions for the number of officers and directors, (c) Provisions for notice of annual meeting and how such notice is to be given, (d) Powers of officers and directors, and (e) Provisions for establishment of bank account

[B.7] Internal Affairs Doctrine (“lex incorporationionis”)

[B.7.1] Doctrine: The internal affairs doctrine applies to those matters that pertain to the relationships among or between the corp. and its officers, directors, and shareholders.  Courts apply the laws of the state of incorporation.

[B.7.2] Case Examples

[B.7.2.1] McDermott v. Lewis: application of the internal affairs doctrine
[B.7.2.1.a] Facts:  Managers wanted to swap Panamanian shares for the US shares share for share.  

McDermott Delaware (Mdel) is paying US tax on both its Del and Pan (through its Panamanian subsidiary) operations.  It wants to minimize its tax burden.  If it makes Mpan the parent and MDel the sub then it won’t have to pay US taxes on Mpan..

Approximately 90% of the DE shareholders accept the plan.   Therefore, the subsidiary becomes the parent because it has more shares.  Now McDermott DE continues operating the US business.  If it makes money, it will distribute its dividends to the Panamanian company.

The problem is the 1000 shares of McDermott Panama that is still owned by McDermott DE.  McDermott Panama owns 9000 shares of MC DE; MC PA owns 1000 shares of MC DE. Nobody’s ever done anything about those shares.  That’s the DE shareholders that didn’t agree to the deal.

The owners of these 1000 shares are challenging this arrangement because they have no voting power. In all US states majority owned subsidiary cannot vote stock for its parent – policy is want to prohibit the management from using the company’s money to buy stock with which they can then use to vote against the other public shareholders; but in Panama you can do this.

[B.7.2.1.b] Issue: Do the laws of Panama (country of incorp.) govern this dispute or the laws of DE?  Whether a Panamanian corp. whose stock is held by a subsidiary to that corp. (DE) can arrange to have the subsidiary votes voted in by the Panamanian corp.  If the DE law applied, that could not happen.  Panamanian laws let it happen.

 [B.7.2.1.c] Holding: The internal affairs doctrine requires that the law of the state of incorporation should determine issues relating to internal corporate affairs.  Thus Panama law applies and they can do swap the shares.

[B.7.2.1.d] Reasoning:

[1] Rejects the CA view: The “new” conflicts theory weighs the interests and policies of the forum state in determining whether the law of the forum – lex fori – should be applied (as applied in a Cali case).

[2] Policy support for internal affairs doctrine: (1) territoriality, (2) avoid forum shopping, and (3) validates the autonomy of the parties in a subject where the underlying policy of the law is enabling (to do otherwise would produce inequalities, intolerable confusion, and uncertainty, and intrude into the domain of other states which have a superior claim; in addition, directors have a significant right to know what laws will be applied to their actions)

[B.7.2.2] Vantagepoint Venture v. Examen:  court refuses to apply the CA statute and ignore the internal affairs doctrine

[B.7.2.2.a] Facts:

DE corp. doing business in CA.  CA has a statute that says what pseudo foreign corps. – corp. incorp. in any state but CA but majority properties, payroll, sales, shareholders are in Cali then Cali claims to apply a cluster of Cali incorp laws on corp.

Exxem corp. is what Cali calls a pseudo foreign corp. to which the state applies one of the Cali provisions relates to voting on mergers.

In DE, the common shareholders have a right to vote but the preferred shareholders can only vote if the contracts says so.  Here in Cali, all preferred shareholder have a right to vote.  The preferred shareholders have a right but the dispute between DE and CA law is that in CA preferred shareholders have a class vote meaning that each class must meet the threshold such as majority separately.  The DE law is that absent a charter provision providing for class vote, they go together.

The dissents of the preferred had enough to prevent a majority of the preferred supporting merger.  They brought suit for declaratory relief in Cali.

 [B.7.2.2.b] Issue:  Is this one of the rare exceptions that SCOTUS talked about in which we should apply 

[B.7.2.2.c] Holding: DE applies; screw you Cali!  Internal affairs doctrine wins again.

[B.7.2.2.d] Reasoning: SCOTUS said rare exceptions exist only when the law of state of incorporation is inconsistent with a national policy on foreign or interstate commerce.  This is not one of those occasions.

[1] When determining whether the Cali statute applies, a lot of factors must be considered – those things are not set in stone so there is a difficulty to even ascertain whether it applies.  Now parties have to spent money investigating the factual basis for choice of law.

[C] The Entity Idea

[C.1] Background

[C.2] Piercing the Corporate Veil:

[C.2.1] Instrumentality Test:  Three elements must be proved before a court will pierce the veil and ignore the corp. structure 

[C.2.1.1] Control: Complete domination of the corp. entity so that it has no separate existence

[C.2.1.2] Fraud: The control must have been used to commit fraud (moral culpability)

[C.2.1.3] Causation: The control and breach of duty must have proximately caused the injury complained of.

[C.2.2] Alter Ego Theory: The corp. entity will be disregarded in DE when:

(1) there be such unity of interest and ownership that the separate personalities of the corp. and the individual no longer exist and (2) that, if the acts are treated as those of the corp. alone, an inequitable result will follow (an element of injustice exists); Note that this is different than the other formulation because there doesn’t need to be fraud present

[C.2.3] Subsidiary v. Parent: If you stand back and look at subsidiary (separate and apart from parent), does it look like a business (own management, assets, business?)?  If so, the company would qualify as a true subsidiary not an alter ego.
[C.2.2] Cases:

[C.2.2.1] United Paperworkers v. Penntech

[C.2.2.1.a] Facts:

Penntech decides to buy Kennebec.  Prior to this transfer Kennebec and the Union agree to extend the CBA into the future.  Pennotech wanted this negotiation before they would agree to the purchase because if the CBA is made now, the Union won’t demand things.  If the contract was formed after the sale, the Union would have a monopoly over the labor and get really demandy.  The Union doesn’t push Kennebec for a better deal because they don’t want to kill the business.  They need their jobs.  

Two days after the contract is signed, Penntech buys Kennebec.  

Sadly, the business loses a lot of money so Penntech wants to quit and cut its losses.  The Union has grievances and they ask Penntech to arbitrate their disputes as per the CBA.  They want to argue that Kennebec can be ignored which gets us to TP – but TP is just a shell.  Therefore, our contract is really Penntech—we want to enforce our rights against them.

[C.2.2.1.b] Issue:  Should the court pierce the corp. veil and treat Pennetech and Kennebec as the same corp.?  More specifically, can Pennetech, which is not a signatory to the contract between P and Kennebec, be ordered to arbitrate certain provisions of a CBA entered into between P and Kennebec?

[C.2.2.1.c] Holding: The veil will not be pierced.  Pennetech is not a party to the CBA and thus they do not have to arbitrate with Ps.

[C.2.2.1.d] Reasoning:

[1] Must Be Moral Culpability: It is well-established that some degree of moral culpability on the part of the parent must be shown to establish liability for a contract of a subsidiary.  It is particular so in K cases because K are private, consensual relationships in which each party has a clear and equal obligation to weigh the potential benefits and risks of the agreement.  There is little justification for ignoring the corp. entities that the parties expected to remain intact.

[2] Instrumentality Rule: Three elements must be proved before a court will pierce the veil and ignore the corp. structure
(1) control –complete domination – of the corp. entity so that it has no separate existence, (2) the control must have been used to commit fraud, and (3) the control and breach of duty must have proximately caused the injury complained of.

[3] Application of Test:

Here the first element is met – the corps. were very much intertwined.  Pennotech owns 100% of the stock in Kennebec.  

However, there was no fraud – everybody wanted the corp. to actually succeed.  It’s unfortunate that it did not but this wasn’t the “evil plan” of the corp. structure.

[C.2.2.2] Riddle v. Leuschner: commingling of funds

[C.2.2.2.a] Facts:  This is a closed corp. owned mainly by the members of one family.

Yosemite and Kadota are owned almost entirely by the Leuschner family.  Riddle, P, is a creditor and he wants his money when the corps. go broke.  He then sues the individuals because they do have money.  Old Man L is not liable at all because he’s not a shareholder; just a director.  The lower court said that all three individuals are joint and severally liable for the debt.  Mrs. L protests because she only owns one share.

[C.2.2.2.b] Issue:  Should the court pierce the corp. veil and hold the individual family members responsible to pay back the bankrupt corp.’s debts?

[C.2.2.2.c] Holding: Corp. veil was pierced.  Creditor could get their money from the family.

[C.2.2.2.d] Reasoning:

[1] Shady Stuff:  There were no approval of personal transactions or real resolutions in the “life of the corp.”  Their personal assets were significantly intermingled with the corp.’s money.  There weren’t official meetings to make decisions.  They also transferred money from one corp. to the other without doing an official merger.

[2] When to Disregard:

(1) there be such unity of interest and ownership that the separate personalities of the corp. and the individual no longer exist and (2) that, if the acts are treated as those of the corp. alone, an inequitable result will follow.

[3] Following formalities: Formality is not that impt. during regular business for small corp. but much more when things are going to shit.

[C.2.2.3] Fletcher v. Atex (DE)

[C.2.2.3.a] Facts:

The P filed suit against Atex and its parent Kodak Co. to recover for repetitive stress injuries that they claim were caused by their use of computer keyboards manufacturer by Atex.  P argued that Atex was merely Kodak’s alter ego or instrumentality.

They want to sue Kodak here because of the big reputation impacts and hopefully that will encourage a settlement sooner.

[C.2.2.3.b] Issue: Should the court treat Atex as the alter ego of Kodak?

[C.2.2.3.c] Holding: Kodak is not liable for Atex’s actions – no alter ego applied.  In light of the undisputed factors of independence cited by Kodak, the elements identified by the Ps were insufficient as a matter of law to establish the degree of domination necessary to disregard Atex’s corp. identity.

[C.2.2.3.d] Reasoning:

Under DE law, the AE theory of liability does not require any showing of fraud.  A P must show that the two corps. operated as a single economic entity such that it would be inequitable to uphold a legal distinction between them.

[1] Single Economic Entity: A parent’s general executive responsibility for its subsidiary’s operations included approval over major policy decisions and guaranteeing bank loans, and that that type of oversight was insufficient to demonstrate domination and control.

The fact that a parent and a subsidiary have common officers and directors does not necessarily demonstrate that the parent corp. dominates the activities of the subsidiary. The P offered no evidence to challenge Kodak’s assertions that Atex’s board of directors held regular meetings, that minutes from those meetings were routinely prepared and maintained in corporate minute books.  Atex was independent. Kodak had a cash management program for itself and its subsidiaries.  Pulled cash out of subsidiaries each day and investing in short term funds.  Kodak kept a veto over major investment decisions of Atex.  The boards of the two companies are not totally separate, most of the board of Atex are employees of Kodak.  None of this, however, is a plausible reason to disregard the subsidiary.
[2] Inequitable:  Even if the P did raise a factual question about Kodak’s dominance of Atex, summary judgment would still be appropriate because the P offer no evidence on the second prong of the AE analysis: no injustice is shown.

[C.2.2.4] Walkovsky v. Carlton (NY)

[C.2.2.4.a] Facts: D Carlton is a stockholder of 10 corps. each of which has but two cabs registered in its name.  He owns the whole fleet  but is keeping his liability separate. P claims that D should be held personally liable for the damage b/c the multiple corporate structure constitutes an unlawful attempt “to defraud members of the general public” who might be injured by the cabs.
[C.2.2.4.b] Issue:  Should the corp. pierce the corp. veil and hold shareholders personally liable for the damages caused by the corp. in an accident?

[C.2.2.4.c] Majority Holding:  The corp. veil will not be pierced; Carlton is not going to be held personally liable.

[C.2.2.4.d] Reasoning:

[1] Escape Liability:  The law permits the incorp. of a business for the very purpose of enabling its proponents to escape liability.  

[2] When to Pierce: The privilege is not without limits, however.  The courts will disregard the corp. form, or pierce the corp. veil whenever necessary to prevent fraud or achieve equity.

[3] Rules of Agency: Whenever anyone uses control of the corp. to further his own rather than the corps business, he will be liable for the corps. acts upon the principle of respondent superior applicable even where the agent is a natural person.  Such liability extends not only to the corps. dealings but to its negligent acts as well.

[4] Factual Situations to Pierce:

(a) A corp. is a fragment of a larger corp. combine which actually conducts the business.  In that situation, the veil would be pierced and the large corp. entity would be held financially liable.

(b) The corp. is a dummy for its individual stockholders who are in reality carrying on the business in their personal capacity for purely personal rather than corp. ends.  In that situation, the stockholders would be personally liable.

We do not believe that there is a valid cause of action against Carlton.

[C.2.2.4.e] Dissent:

He disagrees with the majority on public policy grounds because this allows them to abuse their privilege to limit their liability; thus, the shareholders, under his view, should be held personally liable.

The attempt to do corp. business without providing any sufficient basis of financial responsibility to creditors is an abuse of the separate entity and will be ineffectual to exempt the shareholder from corp. debts.

[C.2.3] Bele, The Theory of Enterprise Entity

Corp. law has evolved far from the original conception of a corp.

More often than not, a single large-scale business is conducted by a constellation of corp. controlled by a central holding company.  Courts have invented the artificial personality of the corp. to deal with the issue.

Typical cases appear where a partnership or a central corp. owns the controlling interest in one or more other corps, but has so handled them that they have ceased to represent a separate enterprise and have become, as a business matter, more or less indistinguishable parts of a large enterprise.

[C.2.4] Limited Liability Against Tort Claimants

[C.2.4.1] The Problem: What justifies the rule that shareholders are not liable for the obligations of their corp.?

There are two times that this problem arises:

[C.2.4.1.a] Voluntary Creditor: a person who has made a contract with the corp., which the corp. has broken.

[C.2.4.1.b] Involuntary Creditor: a person who has been injured by the corps. tortuous conduct.

[C.2.4.2] Differences Between Creditors:  When a business person contracts with the corp., she is likely to know that she cannot hold the shareholders liable if the corp. defaults.  And at least in theory, a contract creditor who deals with the corp. can contract around limited liability by tailoring her contract to reflect the shareholders’ limited liability.

This justification fails in the case of the tort creditor.  At least in the case of a publicly held corp., the large body of shareholders may be better risk-bearers than an injured tort victim.

[C.2.4.3] Possible Solution – Unlimited Liability: Modern conceptions of policy suggest than an enterprise should internalize the cost that the enterprise entails.

Limited liability provides corps. with an incentive to take risks that are economically undue in the sense that managers who desire to advance the interests of their shareholders that may make investments that would be inefficient if all externalities were taken into account.  Consequently, limited liability encourages excessive entry and aggregate overinvestment in unusually hazardous industries.

[C.2.4.3.a] Criticism:  An efficiency argument for limited liability, even in the tort context, is that in the absence of limited liability, the market for publicly held stock would be less efficient.  A requirement of an efficient capital market is that the relevant capital assets (here corp. stock) can be quickly and easily converted into cash.  This characteristic is known as liquidity.  A condition necessary to achieve liquidity is that the asset be worth the same amount to all potential investors.  If there was shareholder unlimited liability, the market for stock would not function effectively because the value of the shares would vary inversely with the wealth of the shareholder.

[1] Response to That: However, the stock-market-efficiency argument does not apply to either closely held corps. or wholly owned subsidiaries, neither of which have publicly traded stock. Besides, this is hardly an issue in publicly owned stock because they have enough money to cover the tort recoveries.

[C.2.4.4] Possible Solution – Joint and Several Liablity: An idea is to make shareholders liable on a pro rate instead of a joint and several basis.  Under pro rate shareholder liability each shareholder would be liable to a corp.’s tort creditors only for that portion of the creditor’s claims that equaled the shareholder’s pro rate holding of the corp.’s shares.

[C.2.4.4.a] Criticisms: 

[1] Offshore Shareholders: Capital markets would undercut a regime of pro rata liability by generating a clientele of investors, such as offshore shareholders, who would be de facto attachment-proof.

[2] Inefficient Diversification: A somewhat different problem with pro-rata liability is that such a liability might lead investors to purchase smaller shareholdings in individual corps. than they otherwise would.  This might lead to an inefficient degree of diversification and might also reduce the likelihood that a shareholder monitoring of corp. management because the likelihood of such monitoring is partly a function of the size of a shareholder’s holding.

[C.2.4.5] The Status Quo: The legislative trend is to extend limited liability.

Under the law of agency, the normal predicate for making a principle vicariously liable for a tort committed by his agent is that the principal stood to benefit from those activities and had control over the agent’s activities.  Management is vested in the board and the officers, not in the shareholders.

[C.2.4.5.a] Possible Exception: In corps. that are not publicly held, the story is much different.  In such corp., control and ownership are more intertwined.  Two classes of corp. normally fall into this category: corp. who’s shares are owned by only a few shareholders (close corps) and subsidiary corps. that are wholly or mostly owned by a single parent corp.

[C.2.4.6] Social Solution:  Piercing the corporate veil allows courts a socially acceptable method of having stockholders bear the brunt of liability.
[D] The Stockholder as a Creditor

[D.1] Introduction

[D.1.1] Definition of Equitable Subordination: when a corp. is in bankruptcy, debt claims that a controlling shareholder has against the corp. may be subordinated to the claims of other persons. The equitable remedy of subordination simply take an investment already made, and denies it the status of a creditor’s claim on a parity with outside creditors.

[D.1.2] Beginning: It’s sometimes referred to as the Deep Rock doctrine based on a seminal case.  The court in that case subordinated the parent’s claim, as to the creditor of the subsidiary, to the claims of other creditors and preferred stockholders of the subsidiary, because of the parent’s improper management of the subsidiary for the parent’s benefit, and because the subsidiary had been inadequately capitalized.

[D.1.3] When to Subordinate Shareholder Loans: Capital Contribution Theory
[D.1.3.1] Stockholders are in Control: claims are based upon what are demonstrated loans made to the corp. by stockholders in a position of control within the corp.

[D.1.3.2] Intended to Be Outstanding: the circumstances must be such as to indicate that the advance was not intended to be repaid in the ordinary course of the corps. business, but was expected to remain outstanding as a permanent part of the corps. financial structure

[D.1.3.3] Small Capital to Begin: the paid-in state capital of the corp. must have been unreasonably small in view of the nature of the business in which the corp. was engaged

[D.1.4] Why Ever Subordinate Shareholder Loans?:

The reason that this matters at all is a function of fundamental notions of the risks and rewards to propriety and debt interests respectively.

If all “advances” are just considered loans, then the stockholders give up nothing by way of profits if the corp. succeeds but have assured themselves the preferred status of creditors if it fails, thus shifting the legitimate creditors of the corp. a part of the risk that in fairness should be born by the propriety interest… they can use all their control to take all the winnings which may be made on their advances while the company is successful, yet they will expose themselves only to creditors’ risks, if it fails.

[D.1.5] Shareholder v. Creditor:  why would an investor choose between the two?

To finance a corporation the operator can buy the corporation’s stock or give the corporation a loan.  If buys the stock then he gets a dividend; if he gives the corporation a loan then he gets interest on the loan.

[D.1.5.1] Creditors get paid before stockholders in case of insolvency so there is an incentive for owners of a corp. to be a creditor of the corp. rather than a stockholder (prof says that most persons aren’t thinking of failure so this isn’t a significant reason in their calculus).

[D.1.5.2] Tax Deductible: payment of dividends by the corp. are not tax deductible but interest payments on loans are (but for the recipient both dividends and interest payments are taxable) 

[D.1.5.2.a] Exception Closed Corp: this is irrelevant because dividend amounts would be so small for a closed corporation that tax advantage would be negated; instead of getting dividends the operator would just get money as a salary;

[D.1.5.3] Taxes Upon Sale: The real reason for using loan rather than stock to finance a corp. is so operator doesn’t get taxed when he gets his money back.  E.g. if you buy stock and at some point sell it back later to the corp. the gain is 0 and tax should be 0, BUT the IRS recharacterizes the transaction for closely held companies so the money from the sale appears as a dividend to the recipient and is taxable.  But if you loan a corp. money you don’t get taxed when the corp. pays you back.
(1) Improved position if the corp. is insolvent, (2) interest from the loans are tax deductible for the corp., and (3) simplier accounting for a close corp.

[D.1.6] Conditions Must Exist:

Three conditions must be satisfied before exercise of the power of ES is appropriate


(1) the claimant must have engaged in some type of inequitable conduct, (2) the misconduct conferred an unfair advantage on the claimant, and (3) ES must not be inconsistent with the provisions of the bankruptcy act.

[D.2] In re Mader’s Store/Gelatt v. DeDakis: (1977)

[D.2.1] Facts: The closely-held corp. goes bankrupt.  Gelatt was a director/shareholder of that corp. and he loaned money to the corp.  DeDakis is another creditor and he wants Gelatt’s loan suboridinated because it was just an influx of capital and a sneaky way to protect his investment.  They are fighting because a bulk sale will not produe enough revenue to pay down all the debts.

[D.2.2] Issue: The basic question is whether or not the money that Gelatt “loaned” to the corp. he was a director of, was a loan that should qualify as a creditor for bankruptcy matters or just additional capital.

[D.2.3] Holding: No subordination of Gelatt’s loans … Where a corp. is once provided with a reasonably adequate fund of state capital but subsequently requires additional funds, the stockholders may advance those funds as a loan in an attempt to enable the corp. to continue in business, and, provided that no inequitable conduct is shown, the stockholders may participate with other creditors in the distribution of the insolvent estate.

[D.2.4] Reasoning:

[D.2.4.1] Equity Principles: The court has the ability to distribute the cash of an insolvent estate how it choose based on the court of equity principles to the end that fraud will not prevail, that substance will not give way to form, that technical considerations will not prevent substantial justice from being done.

It’s fine if a shareholder, director or officer loans money to his corp. and in the event of solvency may participate in the distribution of the estate on equal basis with other creditors.  But it must be a bona fide loan – as opposed to additional principle.

[D.2.4.2] Brady Case Standard:

In a previous case, a court set up the following standard to determine whether or not the loan was really capital:

(1) Money was advanced to the corporation when it was going through a severe financial crisis (yes), (2) no other financial institution or bank would lend them money (probably) and (3) the interest rate on the demand note was very moderate (6%).  This is important because since the interest rate is so low, it is unreasonable. Nobody would give such a low rate when there is such a high risk.

Under this standard, the shareholders would lose.  The court does not apply this though so they still win.

Note:  One problem with Brady test is that low interest rates serve to protect creditors so gives insider incentive to charge high interest rate which is wrong incentive.

[D.2.4.3] Standard Actually Applied – Capital Contribution Theory

(1) Claims based on denominated loans made to the corporation by one or more shareholders in a position of control within the corporation
(2) Circumstances must be such as to indicate the advance was not intended to be repaid in the ordinary course of the corporation’s business, but was expected to remain outstanding.  Here the court makes an important point – earliest loans made to Hertgen WERE repaid.
(3) Paid in stated capital of the corporation must have been unreasonably small in view of the nature and size of the business in which the corporation was engaged.  This is only when the corp. is started even if the corp. later tries to grow with too little capital.
 [D.3] Purpose and Uses of Subordination Agreements/Galligar:

[D.3.1] Introduction:  The previous section dealt with equitable subordination.  This is when the court forces it on parties.  There are also subordination agreements when lenders contract to subordinate their loans.

Note: Only banks can have senior debts that others are subordinated to.

[D.3.1.1] Define: A subordination agreement is the subordination of the right to receive payment of certain indebtness to the prior payment of certain other indebtedness (the senior debt) of the same debtor.  It is still debt. However, in the event of a bankruptcy, the subordinated debt is made from the bankrupt estate are turned over to the holders of the senior debt for application thereon until the senior debt is paid in full, resulting in the placement of the subordinating creditors in a junior position.

[D.3.1.2] Purpose:  Subordinated debt provides a dual purpose of: providing security and broadening the base of the corp. issuer.  It enhances the issuer’s borrowing capacity and is treated as equity.

[D.3.1.3] Result:

When subordination kicks in, the senior debt must be paid in full before any is going to the junior debt.  The senior debt take express assignment of the distribution of the junior debt (“double dividends”).

[D.3.2] Types of Subordination Agreements 

There are two basic types of subordination agreements:

[D.3.2.1] Inchoate type: most commonly found when issued to public pursuant to a trust indentured and in many issue of subordinated notes.  This type does not become operative until a voluntary or involuntary distribution of assets of the debtor is made to its creditors.

This is a potential property interest that only comes into effect if specific conditions come together.  This is an insecure bond. Until the triggering event has occurred, this is dealt with as though it was not subordinated.
[D.3.2.2] Complete type: provides that no payment of principle or of interest on the subordinate debt may be made so long as the specifically identified senior debt remains unpaid.

Complete type happens often in closed corporation situation because the people running the business are also important lenders to the company.  For purposes of getting others to lend to the company, suppliers might demand complete subordination of the other loans.  That deal is until the creditor has been paid out, all of your money stays in.  There is an implied assignment (double dividends) in the event that the business is liquidated.  This is a secured bond.
[D.4] Problem on Equitable Subordination (see attached)

[D.4.1] Hierarchy Upon Liquidation:

(1) secured claims paid to extent of collateral; (2) preferred claims/creditors (government taxes, wages); (3) unsecured creditors (including secured recourse loans with insufficient collateral to satisfy obligation) – subordination amongst themselves; (4) preferred shareholders; (5) shareholders

[D.4.1.1] Secured Claims: Creditor has a property interest in some assets owned by the debtor.  Creditor is entitled to levy on this property as long as the money lasts.  There are two possible types of secured claims: (a) recourse debt: you can be sued if you don’t pay it off and the sheriff chases you and (b) non-recourse debt: only right from holder of the debt is to try and collect property.  Once the property is gone, your s-luck.  Therefore, if you are secured but non-recourse, once your security is gone, then you can’t collect any other way.

[D.4.1.2] Second mortgage: You have dibs on the property after the first mortgage creditors are paid off.

[D.4.1.3] Preferred claims are wage claims.

[D.4.1.4] General creditors: not secured or preferred.  Not subordinated except by contract amongst themselves.  Senior debt takes the money that is given to the subordinated debtors.

[D.4.2] Application

(1) Stockholders are entirely out of the picture.  They could only have claims if dividends had already been declared by the Board.

(2) The first mortgage note gets the L&B money because that debt is secured by the L&B.  The debt is non-recourse so that is all they get.  $250,000

(3) The second mortgage note is a recourse debt like any other.  It is not preferred because it is not held by the government or an employee.  It’s not held by a bank so it’s not a beneficiary of a subordination agreement (because those are only in favor of banks).  Therefore, it is a secured obligation.  But at this point there is no money left on the L&B so that’s a useless value as secured.  Therefore, for practical purposes, it’s treated like a recourse obligation like any other general debt.

(4) Then you look at preferred claims.  That’s the wage claims and they take $40K.  That leaves $110K left.

(5) You need to add up all the remaining creditors -- $750K in claims left.  

(6) Divide 110K into 750K.  Each creditor gets 14.66% of their actual amount because that’s all the money there is to actually pay out.

At this point assets = 110K; creditors = 750K; so each creditor gets 110/750 = 14.67%;

2nd mortgage:  50x14.67=7335

accounts payable:  400x14.67=58680

bank:  200x14.67=29340+(sub cred share; sub creditor share = 100x14.67=14670); total = 44010

(7) The bank gets their own 14.66% and by reason of the express assignment from the insubordination, the bank is also entitled to the money from all the subordinated creditors.

Okay so the money is distributed among all the creditors.  Then the Bank Loans takes the Subordinated Creditors moneys.

(8) When the second round occurs, the percentage is recalculated and then each remaining debt is given its money.

Next round is 400; 400/640=62.5%; so each claimant gets 62.5% of their respective deficiency

2nd mortgage:  .625x42665=26666

accounts payable: .625x341200=21154

bank:  .625x156=97500+(sub share = .625x100=62500; 58500 needed to satisfy); total = 97500+58500=15600

sub creditors:  62500-58500=4000

[II] Governing of the Corporation

[A] The Director’s Role

[A.1] Directors

Del. G.C.L. §141 (a), (b), (c)(2), (d) 

N.Y.B.CL. §§701, 702, 703, 704, 707, 708
[A.1.1] General: NY 701, Del 141a: Says that business of the corporation shall be managed under the direction of the board of directors (thus shareholders don’t have a supervisory role or have authority to make management decisions)

[A.1.2] Number of Directors:
[A.1.2.1] DE: § 141(b): One or more directors; number may be fixed by by-laws or certificate of incorporation

Directors need not be shareholders unless required by certificate

Statute silent on power of board to change number

[A.1.2.2] NY: § 702(a): 1 or more, number of directors may change by (1) Amendment of by-laws, (2) Shareholder action, or (3) Board action under the specific provisions of a bylaw adopted by shareholders, but any such action requires vote of a majority of the entire board.  Entire board is defined as total number of directors which corp would have if there were no vacancies
[A.1.3] Qualifications of Directors
[A.1.3.1] DE: §141(b) Only requirements specified in certificate of incorporation or in by-laws

[A.1.3.2] NY: § 701 Must be 18 yrs and whatever other qualifications required by certificate of incorporation and by-laws

[A.1.4] Function of Directors: Board manages the corporation, and officers, run the business § 141(a); § 701

[A.1.4.1] Appoint officers: (Shareholders not involved)

[A.1.4.2] Agent: Board acts as agent to the outside world.  Individually, a director (unless also an officer) is not an agent of the corp

[A.1.4.3] Collective Action: Board must act collectively through validly convened meeting to bind the corp.

Exceptions:

[A.1.4.3.a] Written Consent: Action will be allowed without board meeting if all directors consent in writing, authorizing action. § 141(i); § 708(b)
[A.1.4.3.b] Telephoning: Participation via phone constitutes presence at meeting; § 141(i); § 708(c) (in NY must be authorized by by-laws)

[A.1.4.3.c] Voidable Acts: Ratification by vote of shareholders sometimes effective to validate otherwise voidable acts of directors

[A.1.4.4] Fiduciary Duty: they are legal bound to act in the interest of the corp., not themselves. Directors owe a fiduciary responsibility to both the corporation and shareholders.

All directors have an obligation, using sound business judgment, to maximize income for the benefit of all persons having a stake in the welfare of the corp. entity.

There are three important principles of fiduciary duty:  (1) the corp. opp principle, which prohibits a corp. fiduciary from taking a corp., opp, (2) the use-of-corporate-assets principle, which prohibits a corp. fiduciary from using corp.  property, info, or position for personal gain. (3) the competition principle, which prohibits a corp. fiduciary from competing with the corp.

[A.1.4.4.a] Duty of Care Owed: Basic standard “due care”: Held to ordinary duty of due care that a reasonably prudent person would exercise in similar circumstances

[A.1.4.4.b] Business Judgment Rule: Courts will not second guess wisdom of directors’ and officers’ business judgments and will not impose liability for even stupid decisions so long as (1) No conflict of interest,(2) gathered a reasonable amount of information before deciding, and (3) did not act wholly irrationally.

Courts really look at process of decision, little scrutiny to substantive decision

[A.1.5] Directors’ Duties:

The duty to monitor, the duty of inquiry, the duty to make prudent or reasonable decisions on matters that the board is obliged or chooses to act upon, and the duty to employ a reasonable process to make decisions.

[A.1.5.1] Monitor: General monitoring of corporate affairs and policies.  They should have a basic knowledge of the substance of the corp.’s business.

[A.1.5.2] Meetings: Attend board meetings regularly

[A.1.5.3] Review Finances: Maintain familiarity with financial status of corporation by regular review  of financial statements.  This may give rise to duty to inquire further into matters revealed in statement.  Directors can rely on subordinates but must investigate if event causes suspicion

[A.1.5.3.a] Good Faith Defense: Not liable if one relies on books/records in good faith

[A.1.5.3.b] Lack of Knowledge: is no defense (Francis v. United Jersey)

[A.1.5.4] Legal Counsel: obtain help when things go amiss

[A.1.5.5] No Negligence: Otherwise cannot neglect to be diligent
[A.1.6] Limited Director Liability:
Reasons to limit directors’ liability:

[A.1.6.1] Risk Taking Good: Need risk-taking directors for innovation and business success

[A.1.6.2] Judges Suck: Courts poor judges of business reality (Joy v. North)

[A.1.7] Directors’ Meeting

[A.1.7.1] Quorum:

[A.1.7.1.a] DE § 141(b): A majority of the total numbers of directors shall constitute a quorum unless certificate of incorporation or by-laws provide otherwise, but in no case less than 1/3 of total unless board of directors is only 1, 1=quorum

[A.1.7.1ba] NY § 707: Quorum is majority of entire board (no vacancies), unless by-laws or certificate provide differently, but in no case less than 1/3 (§ 708)

[A.1.2] Problems Regarding the Statutory Interpretations
[A.2] Continental Securities v. Belmont

[A.2.1] Facts: P, a stockholder of IRT, brought a derivate suit against Belmont to cancel shares of stock issued allegedly without consideration.  The D moved to dismiss for failure of the complaint to allege that the P had requested that the stockholders bring the action.

Directors supposedly gave away their own stock.  One of the stockholders complained but the managers won’t enforce the claim because it’s against themselves.  

[A.2.2] Issue: Can a stockholder bring a suit against the will of the BODs?

[A.2.3] Holding: The facts however that the stockholders meeting assembled cannot control the discretion of the directors in bringing such a suit.

It is the governing body or bodies of a corp. (BOD) with power to enforce a remedy to whom complaining stockholders must go with the demand for relief.

Court held that shareholders can’t tell directors what to do, they must make a demand on the directors and the directors must bring the suit

[A.2.4] Reasoning:

[A.2.4.1] Directors are Trustees: The directors hold their office charged with the duty to act for the corp.  The corp. is the owner of the property, but the directors in the perf. of their duty possess it and act in every way as if they owned it.  As to third parties they are its agents, but as to the corp. itself, equity holds them liable as trustees.

[A.2.4.2] Stockholders Can Only Pass Recommendations: The claim of the appellants that the body of stockholders has some immediate or direct authority to act for the corp. or to control the board of directors in the matters set forth.  As a general rule stockholders cannot act in relation to the ordinary business of a corp.  They have no express power given by statute.  An action to them relating to the details of the corp. business is necessarily in the form of an assent, request, or recommendation.  Recommendations by a body of stockholders can only be enforced thru the board of directors and indirectly thru the stockholders to elect the directors.

Fundamental changes require voting of the board of directors.  But the business decisions every-day belong to the directors.

[A.3] Meinhard v. Salmon (1928)

[A.3.1] Facts: Gerry leased to the D the premises known as the hotel.  The lease was set for twenty years.  Salmon was in course of treaty with Meinhard, the P, for the necessary funds.  Meinhard was to pay to Salmon half of the moneys requisite to reconstruct, alter, manage and operate the property.  Salmon was to pay Meinhard 40% of the profits for the first five years then 50% in the following years.  Salmon, however, was to have sole power to manage, lease underlet and operate the building.

When the lease ended, Salmon knew this and negotiated a new lease to his company.

Salmon personally guaranteed the perf. of the lessee of the covenants of the new lease until such time as the new building had been completed and fully paid for.

Salmon had not told Meinhard anything about it.  When Meinhard learned of it after the lease had been signed, he demanded on the D that the lease be held in trust as an asset of the venture, making offer upon the trial to share the personal obligations incidental to the guaranty.

[A.3.2] Issue: Did D have to tell P (his co-adventurer) about the lease renewal?

[A.3.3] Majority Holding: D had to tell P about the deal.  Since he didn’t, the court redistributes the benefits and responsibilities 50.1/49.9.

[A.3.4] Reasoning:

[A.3.4.1] Co-Adventurers: The two were co-adventurers subject to fiduciary duties akin to those of partners.  Salmon had held the lease as a fiduciary, for himself and another, shares in the common venture.  If Mr. Gerry had known this, he would have laid the deal before the two of them as partners.  The pre-emptive opportunity was an incident of the enterprise.

[A.3.4.2] Duty to Disclose: Salmon had a duty to disclosure, since only thru disclosure could opportunity be equalized.  The trouble about Salmon’s conduct is that he excluded his co-adventurer from any chance to compete, from any chance to enjoy the opportunity for benefit that had come to him alone, by virtue of his agency.

[A.3.4.3] No Need to Find Bad Faith: We don’t have to find bad faith.  Salmon might have believed that Meinhard was finished with the adventure.

[A.3.4.4] Remedy: A question remains as too the form and extent of the equitable interest to be allotted too the P.  The number of shares to be allotted to the P should be reduced to such an extent may be necessary to preserve to the D the expected measure of the dominion.  Therefore Salmon gets 50% + 1 share.  This is because Salmon started off as the manager of the venture and shall so remain.

[A.3.5] Dissent:  There is no claim of fraud here.  They were not general partners.  Instead, they joined together for a common venture that was limited in time.  The express terms of the adventure ended and it should be treated as such.

[A.4] SEC v. Chenery Corp. (1943)

[A.4.1] Facts: Some of the directors owned preferred stock.  They reorganized the company and the SEC refused to allow them from enjoying the benefits of the preferred stock under the new plan.  

The SEC approved a plan of reorganization under the Public Utility Act.  Certain officers and employees of the corp. begin reorganized purchased shares of its preferred stock in order approving the plan of reorganization the Commission effectively precluded these persons from enjoying benefits available under the plan to other holders of preferred stock.

The commission acknowledged that there was no fraud or lack of disclosure, but that it would a breach of fiduciary duty to allow them to have the preferred stock.
[A.4.2] Holding: The court concluded that the commission was in error in deeming its action controlled by established judicial principles.  No one was unjustly enriched, no fiduciary duty was violated.

[A.4.2] Reasoning:

We completely agree with the Commission that officers and directors who manage a holding co. in the process of reorg occupy positions of trust.

The question before the commission was whether the respondents, simply because they were reorganized managers, should be denied the benefits to be received by 6K other preferred stockholders.

[A.5] Francis v. United Jersey Bank

[A.5.1] Facts: Ps are trustees in bankruptcy of the closely owned family corp.  D is the trustee of Mrs. Pritchard who was the director and the largest single shareholder of P&B.

The litigation focuses on payments made by the corp. to Charles and Richard Pritchard who were also officers, directors and shareholders of the corp.  None of the minutes for any of the meetings contain a discussion of the loans to the sons or of the financial condition of the corp.

The trial court characterized the payments as fraudulent conveyances and entered judgment against the estate of Mrs. Pritchard.

Contrary to the industry custom of segregating funds, P&B commingled the funds of reinsures and ceding cos. with its own funds.  By the year of bankruptcy, “shareholder loans” had totaled over $12mill. The more sign. Consideration is that the loans represented a massive misappropriation of money belonging to the clients of the corp.

Mrs. Pritchard was not active in the business of P&B and knew virtually nothing of its corp. affairs.

The reason Mrs. Pritchard never knew what her sons were doing was because she never made the slightest effort to discharge any of her responsibilities as director of P&B. A cursory reading of the financial statements would have revealed the pillage of these loans.

[A.5.2] Issue: whether a corp. director is personally liable in negligence for the failure to prevent the misappropriation of trust funds by other directors?  (1) Was Mrs. Pritchard negligent in not noticing and trying to prevent the misappropriation of funds and (2) was her negligence the proximate cause of the P’s losses?

[A.5.3] Holding:

Mrs. Pritchard breached her duty.

[A.5.4] Reasoning:

[A.5.4.1] Director Duties:

A director is an essential component of corp. governance.  All directors are responsible for managing the business and affairs of the corp.

In general, the relationship of a corp. director to the corp. and its stockholders is that of a fiduciary.  Shareholders have a right to expect that directors will exercise reasonable supervisions and control over the policies and practices of a corp.

Directors are deemed to owe a duty to creditors and other third parties even when the corp. is solvent.

[A.5.4.2] Industry Consideration:

We must consider the customs and practices of the reinsurance industry and the role of P&B as a reissurance broker.  Reinsurance involves a contract under which one insurer agrees to indemnify another for loss sustained under the latter’s policy of insurance.

The reinsurance broker arranges the contract between the ceding co. and the reinsurer.  The ceding co. and the reinsurer do not communicate with each other, but reply upon the reinsurance broker.  Pritchard and Baird was a reinsurance broker.

The most striking circumstances affecting Mrs. Pritchard’s duty as a director are the character of the reinsurance industry, the nature of the misappropriated funds and the financial condition of P&B.  Here there was unqualified trust and confidence reposed by ceding cos. and reinsures in reinsurance broker.

[A.5.4.2.a] Funds Separation: The industry practice is to separate the insurance funds from the broker’s general accounts.  Three kinds of checks may be drawn on this account: checks payable to reinsures as premiums, checks payable to ceders as loss payments and checks payable to the brokers as commissions.  

[A.5.4.3] Immunity: Generally directors are accorded broad immunity and are not insurers of corp. activities.

[A.5.4.4] Good Faith: It is incumbent upon directors to discharge their duties in good faith and with that degree of diligence, care and skill which ordinarily prudent men would exercise under similar circumstances in like positions.

What is good faith?

[A.5.4.4.a] Rudimentary Understanding: As a general rule, a director should acquire at least a rudimentary understanding of the business of the corp.

[A.5.4.4.b] Keep Informed: Directors are under some obligation to keep informed about the activities of the corp.  Directorial management does not require a detailed inspection of day-today activities, but rather a general monitoring of corp. affairs and policies.

[A.5.4.4.c] Corp. Books:  While directors are not required to audit corp. books, they should maintain familiarity with the financial statute of the corp. by a regular review of financial statements.  The extent of the review depends on the nature of the corp. and the business in which it is engaged.  Generally, directors are immune from liability if in good faith they rely on the opinion of counsel for the corp. or upon written reports setting forth financial data concerning the corp.

The review of financial statements, however, may give rise to a duty to inquire further into matters revealed by those statements.  Upon discovery of an illegal course of action, a director has a duty to object and, if the corp. does not correct the conduct, to resign.

[A.5.4.4.d] Solution: In certain circumstances, the fulfillment of the duty of a director may call for more than mere objection and resignation.  Sometimes a director may be required to seek the advice of counsel.

A directory may have a duty to take reasonable means to prevent illegal conduct by co-directors; in an appropriate case, this may include threat of suit.

[A.5.4.5] Proximate Cause?:

[A.5.4.5.a] Informing: Usually a director can absolve herself from liability by informing the other directors of the impropriety and voting for a proper course of action.

[A.5.4.5.b] Reasons she’s liable:  Even accepting the hypothesis that Mrs. Pritchard might not be liable if she had objected and resigned, there are two significant reasons for holding her liable: (1) she did not resign until just before the bankruptcy and (2) the nature of the reinsurance business distinguishes it from most other commercial activities in that reinsurance brokers are encumbered by fiduciary duties owned to third parties.

[A.5.4.5.c] Causation Inferred: The wrongdoing of her sons although the immediate cause should not excuse Mrs. Pritchard from her negligence which also was a substantial factor contributing to the loss.  Nonetheless, where it is reasonable to conclude that the failure to act would produce a particular result and that result has followed, causation may be inferred.

[A.6] Note about Causation:

[A.6.1] Difficult Issues:

(1) if the violation of the duty of care consists of an omission by a director, would the loss have occurred even if the director had no violated his duty and (2) if the whole board violates the duty of care, can an individual director be excused on the ground that the result would have been the same even if she had acted differently?

[A.6.2] Hand Opinion in Barnes v. Andrews:  Andrew’s only attention to the corp. affairs consisted of talks with the president.  Andrews was sued for violating the duty of care by not paying attention to the corp. affairs.  Hand went on to hold, however, that the P also had to prove that the corp.’s losses would not have occurred if Andrews had properly performed his duties, and that no such showing had been made.

“When a business fails from general mismanagement, business incapacity, or bad judgment, how it is possible to say that a single director could have made the co. successful, or how much in dollars he could have saved Ps?”

[A.6.3] Application of Barnes Test: The current reading of this case is that an inattentive director will not be liable for a corp. loss if full attentiveness by all the directors would not have saved the situation.

[A.7] Business Judgment Rule

[A.7.1] Definition of BJR:  If directors use care of a reasonable person and their acts are based on some rationality then they can’t be held liable for a poor outcome resulting from their business decision. Courts will refuse to judge the actions of the BOD under a reasonableness standard when they are exercising their duties.

[A.7.1.1] Courts will interfere with the decision of the BOD only when: (1) the powers have illegally or unconscientiously executed, (2) the acts were fraudulent or collusive, and destructive of the rights of the stockholders, (3) there is a clear case of oppression, (4) the directors acted in bad faith and for a dishonest purpose,  (5) the corp. decision lacks a business purpose, (6) is tainted by a conflict of interest, or (7) results from an obvious and prolonged failure to exercise oversight or supervision.

BJR won’t protect from “waste” which is where the decision was not rational or form some other illegal action.

[A.7.1.2] Diverging Standards:

A standard of conduct states how an actor should conduct a given activity or play a given role.  A standard of review states the test a court should apply when it reviews an actor’s conduct to determine whether to impose liability or grant injunction relief.

A divergence of standards of conduct and standards of review is particularly common in corp. law.

[A.7.1.2.a] Duty of Care: 

[1] Conduct: The traditional standard of conduct applicable to directors is a “director or officer has a duty to the corp. to perform the director’s or officer’s functions in good faith, in a manner that he or she reasonably believes to be in the best interest of the corp., and with the care than an ordinarily prudent person would reasonably be expected to exercise in a like position and under similar circumstances.”

[2] Standard of Review: The standard of review applied to the perf. of these duties are less stringent than the standards of conduct on which the duties are based.  This is especially true when the quality of the decision is called into question. In such cases a much less demanding standard of review may apply, under the business judgment rule.

[A.7.1.4] Conditions for Courts to Apply BJR:

[A.7.1.4.a] Decision Made: The director must have made a decision

[A.7.1.4.b] Informed: The director must have informed himself with respect to the BJ to the extent he reasonably believes appropriate under the circumstances (reasonable decision-making processes)

[A.7.1.4.c] Good Faith: Decision must have been made in good faith

[A.7.1.4.d] $$ Interest: The director may not have a financial interest in the subject matter of the decision

[1] If four conditions are not satisfied: then the standard by which the quality of a decision is reviewed is comparable to the standard of conduct for making the decision based on entire fairness or reasonability

[2] If four conditions are satisfied: then the quality of a director’s decision will be reviewed, not to determine whether the decision was reasonable, but only under a much more limited standard.  The std is whether the director acted in good faith.  Then the decision must only be rational.

[3] “Rational” Decision Explained: 

Liability can be imposed when the manager’s conduct defies explanation; in fact, the Ds have failed to give any satisfactory explanation or advance any justification for the expenditures.  In contrast, a decision may be unreasonable, but not irrational, if there are good reasons for and against the decision, but under the circumstances a person of sound judgment, giving appropriate weight to the reasons for and against, would not have made the decision.

[A.7.1.5] Support for BJR Rule:

[A.7.1.5.a] Fairness:

The application of a reasonableness standard of review to the quality of disinterested decisions by directors could result in the unfair imposition of liability.

In the case of business decisions, it may often be the difficult for fact-finders to distinguish between bad decisions and proper decisions that turn out badly.  Business judgments are necessarily on the basis of incomplete info and in the face of obvious risks, so that typically a range of decisions is reasonable.

[1] Hindsight bias: under a reasonableness standard of review, fact-finders might too often erroneously treat decisions that turned out badly as bad decisions, and unfairly hold directors liable for such decisions.  People who know that a bad outcome resulted from a decision overestimate the extent to which the outcome was predictable, and, therefore, the extent to which the decision maker was at fault for making the decision that led to the outcome.

The BJR protects directors from the unfair imposition of liability as a result of the hindsight bias, by providing them with a large zone of protection when their decisions are attacked.

[2] Chosen Risk: Shareholders voluntarily undertake the risk of bad business judgment.  The quality of a firm’s management is often decisive and info. is available from profess. advisors. 

[A.7.1.5.b] Policy: The shareholders’ own best interests may be served by conducting only a very limited review of the BOD decision.

If the board was concerned about liability for making an unreasonable decisions it might choose to take a smaller risk because it is almost impossible for a P to win a duty of care action on the theory that a board should have taken greater risks than it did.

It might therefore have the perverse effect of discouraging bold but desirable decisions.  Putting this more generally, under such a standard of review directors might tend to be unduly risk-averse, because if a highly risky decision had a positive outcome the corp. but not the directors would gain, while if it had a negative outcome the directors might be required to make up for the corp. loss.

[A.7.2] Derivate Suit

[A.7.2.1] Definition: The derivative action is common law’s inventive solution to the problems of actions to protect shareholder’s interests.  It involves two actions brought by an individual shareholder: (1) an action against the corp. for failing to bring a specified suit and (2) an action on behalf of the corp. for harm to it identical to the one which the corp. failed to bring.

[A.7.2.2] Incentives: Any judgment runs to the corp., shareholders Ps at best realize an appreciation in the value of their shares.  The real incentive to bring derivative actions is usually not the hope of return to the corp., but the hope of handsome legal fees to P’s counsel.

They may also be brought for their nuisance value or protracted discovery.

Requirements for Maintaining a Derivate Suit:

[A.7.2.3] Contemporaneous Shareholder: you must have been a shareholder as of the time the events happened that you are complaining about or you have to have inherited it from a dead relative.  There is deep bias against buying and selling lawsuits.

[A.7.2.4] Must Try to Resolve With Directors First: You must allege with particularity the effort to obtain action from the directors.  

In the normal course of events a decision whether to bring a lawsuit is a corp. econ. decision subject to the BJR.  Thus shareholders ordinarily may not bring a derivative suit without first making a demand upon the directors to bring the action.  Where the directors refuse, courts apply the BJR to the decision of the directors.  This this decision may only be challenged if it was in bad faith. To rebut the shareholder must show the board’s response to the suit was self-interested, dishonest, etc.

[A.7.2.4.a] Exception: Different rules apply in the case where there is a conflict of interest in the directors’ decision not to sue because the directors themselves have profited from the transaction underlying the litigation or they are Ds, no demand need be made.  It is in demand-not-required cases that the special litigation committee plays its role.

[1] Special Litigation Committees: They’re created to evaluate the merits of certain litigation are appointed by the Ds to that litigation.  These committees should be viewed with skepticism.  The wide discretion given to directors under the BJR does not apply when a special litigation committee recommends dismissal of a suit.  After all, the BOD’s traditional fiduciary obligations can hardly be said to exist if the sole enforcement method can be eliminated on a recommendation of the defendants’ appointees.

Note Professor Agrees With This Law: “Nobody has ever picked somebody for this special committee when there is a slightest doubt how they will come out.  This means that Plaintiffs don’t get to choose the forum if the defendant can choose the forum and the people who make the decision.”

[2] Standard of Review of Derivative Actions

Where a derivative suit cannot be brought without prior demand upon the directors followed by refusal, the directors’ decision will stand absent a demonstration of self-interest or bad faith.  

But where such a demand is excused and a derivative action is properly brought, an independent committee of directors may obtain dismissal only if the trial court finds that (a) the committee was independent, acted in good faith, and made a reasonable investigation and (b) that in the court’s independent business judgment as to the corp.’s best interest, the action should be dismissed.

[A.7.2.5] Represent: The Plaintiff must allege that she fairly represents all the shareholders.

[A.7.2.6] Settlement/Dismissal: Any settlement or dismissal of this lawsuit requires the permission of the court.

[A.7.2.7] Independent Judgment Rule:

[A.7.2.7.a] Recoverable Damages < Costs:

Where the court determines that the likely recoverable damages discounted by the probability of a finding of liability are less than the costs to the corp. in continuing the action, it should dismiss the case.  

The costs are (1) attorney’s fees, (2) other out-of-pocket litigation expenses, (3) time spent by corp. personnel preparing for and participating in the trial.

[A.7.2.7.b] Close Calls:

Where the court finds a likely net return to the corp. which is not substantial in relation to shareholder equity, it may take into account two other items.  Those losses must be based on something more than conclusory opinions of alleged experts (verifiable examples in similar firms).

[1] Distraction: It may consider the impact of distraction of key personnel by continued litigation.   Where that is the case and many of the key directors and officers will be heavily involved in the litigation, a court may take the costs into consideration. 

[2] Public Credibility: it may take into account potential lost profits which may result from the publicity of trial.  Where the corp. deals with the general public and its level of business is dependent on public identification and acceptance of the corp. product or service.

[A.7.2.8] Real Interests at Stake in Derivative Suits:

(1) P get higher value in principal stock because of recovery but it’s spread out among everyone so not that much.  (2) the counsel is the real party in interests because they get fees no matter what.

Typically if the D loses the Rule 12(b)(6) motion to dismiss, D settles to limit the costs.  The Plaintiff will settle for a modest recovery for company and a very full settlement of counsel fees.
Application of BJR to Derivative Actions

[A.7.3] Kamin v. American Express

[A.7.3.1] Facts: The complaint is brought derivatively by two minority stockholders of the American Express Co. asking for a declaration that a certain dividend in kind is a waste of corp. assets, directing the Ds not to proceed with the distribution, or, in the alternative, for monetary damages.

It is alleged that the BOD declared a special dividend to all stockholders of record pursuant to which the shares of the DLJ would be distributed in kind.  Ps contend further that if the corp. were to sell the DLJ shares on the market, it would sustain a capital loss of $25mil.  Such a sale would result in tax savings to the co. of approx. $8mil, which would not be available in the case of the distribution of DLJ shares to stockholders. 
The BOD disagrees with the challenging shareholders and decides to take an 8mill loss because if we sell that loss will show up for accounting and tax purposes in our income for the year.  This will lower the net income and lower the earnings per share and this is the determination of the stock price.  That would hurt their publicity and make it harder for them to get their money in the future.
It’s important to keep a high stock price because if they want to refinance then a high stock price is good.  Additionally, remember that the directors are fiduciaries.  They must make this decision to protect the shareholders.

Professor says that AE tried to hide the loss but the loss was very obvious to people who follow the market; the loss should have already been factored into AE’s stock price – so management’s reasoning doesn’t really make sense.

[A.7.3.1.a] As an aside, they does the BOD think this will hurt the value of the stock?
Efficient market hypothesis: all the factors that go into accurate pricing of securities are almost beyond numbering

[1] Weak forum: prices don’t have a memory; you can’t draw any inference whatever of a likely future price of a traded commodity, b/c of its prior prices; relationship is random

[2] Semi-strong forum: controversial, the price of a publicly traded commodity (i.e., securities) accurately impounds at any time the available information relating to its value.  It assumes that there are no bargains and over-priced securities, but that is wrong.  What is true is that there are very few, it will not pay out unless you are diligent at finding bargains.  Market is inefficient.  Most legislation is based on the truth of the semi-strong form.
[3] Strong forum: If you have the inside information if will make no difference.  Economists have proved this is false.
Examination of the complaint reveals that there is no claim of fraud or self-dealing, and no contention that there was any bad faith or oppressive conduct.

[A.7.3.2] Issue: Can the shareholders challenge the BOD’s decision to do this stupid thing?

[A.7.3.3] Holding:  Nope.  The BJR applies and they are making a rational choice.  There are none of the exceptions present that would allow us to review the decision more strictly than that imposed by the BJR.

Mere errors of judgment are not sufficient as grounds for equity interference.

[A.7.3.4] Reasoning:

[A.7.3.4.a] Courts will interfere only when: (1) the powers have illegally or unconscientiously executed, (2) the acts were fraudulent or collusive, and destructive of the rights of the stockholders, (3) there is a clear case of oppression, or (4) the directors acted in bad faith and for a dishonest purpose. 

[A.7.3.4.b] As Applied to the Facts: The objections raised by the Ps to the proposed dividend action were carefully considered and unanimously rejected by the Board at a special meeting called precisely for that purpose at the P’s request.

The only hint of self-interest which is raised is that four of the 30 directors were officers and employees of American Express and members of its compensation plan.  It is suggested by virtue of the action taking, earnings may have been overstated and their compensation affected thereby.  There is no claim or showing that the four co. directors dominated and controlled the sixteen outside members of the Board.

[A.7.4] Joy v. North
[A.7.4.1] Facts:

Ms. Joy does not own stock in the bank directly.  She owns stock in the bank holding company.  She is not a shareholder of the corp. that is complaining.  She’s a shareholder of the company who is a shareholder of the company that is being complained about.  This is called a double derivate suit.

P brought a double derivative suit that alleged common law breach of trust and of fiduciary duty as well as violations of the National Bank Act, which limits aggregate loans to a single person or entity to 10% of a bank’s combined stockholder equity.  Allegedly, Citytrust kept giving Katz loans even though the co. wasn’t paying back the existing loans.

The special litigation committee decided that there are two groups of board members – one group is liable and another is not.

The lower court held that CT law permits the use of a special litigation committee and that the BJR limits judicial scrutiny of its recommendations to the good faith, independence and thoroughal of the Committee.  This court reverses.

[A.7.4.2] Issue: Should the decision of the special committee to not bring a derivate suit against some of the directors be given light review under the BJR?

[A.7.4.3] Majority Holding: No.  The special litigation determinations are subject to the court’s independent business review.  The Court rejected the findings of the special litigation committee.

[A.7.4.4] Reasoning:

(See above). There is some decent evidence that prudent lending principles were not adhered to during the evolution of those loans.  As to that liability, we find that P’s chances of success are rather high.

[A.7.4.4.a] Comparing Viewpoints:

[1] NY: the court makes an inquiry of the thoroughness, good faith and independence of the committee.  If those are okay then the business rule applies and their decision is dispositive.  (Trial court used this)

Probably not a lot of derivate suits go forward in NY because this “makes the rabbit the keeper of the cabbage patch”
[2] DE: Two-part test:

(1) Investigate if committee acted in good faith and (2) court uses own judgment: Balancing probabilities and success of suit with costs (may consider impact of distraction of personnel, potential losses from publicity of trial)

[A.7.4.5] Dissent: Courts should not second-guess the merits of business decisions honestly and prudently made.  He would defer to the opinions of the special litigation committee.

Two main criticisms:

[A.7.4.5.a] Calculus: The ways that the court calculates the costs is so imprecise as to be laughable.

[A.7.4.5.b] Business: The court has no skill in making independent business determinations.  Response: here the judge is just deciding what the case would settle for – this is something that courts are prepared to do.

[A.7.5] Rogers v. Hill (Year): case illustrating the principle of waste

[A.7.5.1] Facts: Derivative suit to require them to account to the corp. for payments of compensation alleged to have been excessive.

In accordance with a bylaw, the co. for many years has annually paid its president and VP large amounts in addition to their fixed salaries and other sums for compensation.

He insisted that the corp. bring the suit against the P/VP but it refused to.

[A.7.5.2] Issue: Can the court disregard a bylaw because it’s resulting in overpayments to the VP/P?

[A.7.5.3] Holding: Yes.

The compensation was legit but it had become so large that an investigation would be warranted.  Suggestion that (excessive) compensation could be waste

[A.7.5.4] Reasoning: 

In the beginning, this was very legitimate.  The by-law is supported by the presumption of regularity and continuity.  But the rule cannot be used to justify payments of sums as salaries so large as in substance and effect to amount to spoliation of waste of corp. property.

[A.7.5] Additional Notes On Corp. Waste:

[A.7.5.1] Definition: The judicial standard is that waste entails an exchange of corporate assets for consideration so disproportionately small as to lie beyond the range at which any reasonable person might be willing to trade.  Examples are a transfer that serves no corp purpose or for which no consideration is received.

[A.7.5.2] Won’t Second Guess: If there is any sub. consideration received by the corp, and if there is a good faith judgment that in the circumstances the transaction is worthwhile, there should no be finding of waste, even if the fact finder would conclude ex poste that the transaction was unreasonably risky.  Any other rule  would deter corp. boards from the optimal rational acceptance of risk.

[A.7.5.2] Effect of Shareholder Ratification: In addition to a claim that ratification was defective because of incomplete info or coercion, shareholder ratification is subject to a claim by a member of the class that the ratification is ineffectual (1) because a majority of those affirming the transaction had a conflicting interest with respect to it or (2) because the transaction that is ratified constituted corp. waste.

As to corp. waste, it has long been held that shareholders may not ratify waste except by a unanimous vote.

[A.8] The Duty to Act in Good Faith

[A.8.1] Defined:

The duty to act in good faith cases:

[A.9] In re The Walt Disney Corporation
[A.9.1] Facts: This is a derivate action filed on behalf of Disney Corp.  Plaintiffs allege that the D directors breached their fiduciary duties when they “blindly” approved an employment agreement with D Michael Ovitz then gave him a large severance package upon his firing without cause.

Eisner unilaterally made the decision to hire Ovitz.  With respect to the employment agreement itself, the committee received only a summary of its terms and conditions.  No questions were asked about the employment agreement.  No time was taken to review the documents for approval.  Instead, the committee approved the hiring and directed Eisner to finish the negotiations.  He did and the BOD didn’t even look at the agreed contract before Eisner signed it.

Orvitz was a terrible president and he began looking for alt. employment.  When he couldn’t find any, he worked with Eisner to be compensated for leaving.

[A.9.2] Issue: Does Ps complaint that suggests that the Disney directors failed to exercise any business judgment and failed to make any good faith attempt to fulfill their fiduciary duties to Disney and its stockholders survive a 12(b)(6) motion?

[A.9.3] Holding: Yes.  P new complaint sufficiently pleads a bread of fiduciary duty by the BODs so as to withstand a motion to dismiss.  P allegations give rise to a cognizable question whether the D directors of the Disney co. should be held personally liable to the corp. for a knowing or intentional lack of due care in the directors’ decision-making process regarding the employment and termination.

[A.9.4] Reasoning:

To determine whether demand would be futile, the facts must create a reason to doubt that (1) the directors are disinterested and independent or (2) the challenged transaction was otherwise the product of a valid exercise of business judgment.

[A.10] Northeast Harbor Golf Clubs, Inc. v. Harris: application of the corp. opportunity doctrine

[A.10.1] Facts: Harris acquired property abutting the golf course without first telling the corp. of the opportunity.  She was contacted because of her status as the president of the corp. about the opportunities.  She later started to develop it with her children.

The corp. determined that Harris’s development plans irreconcilably conflicted with the club’s interests.  The board authorized the instant lawsuit against Harris for the breach of her fiduciary duty to act in the best interests of the corp.

[A.10.2] Issue: Did Harris, the President of the corp., violate the corp. opp. doctrine and breach her fiduciary duty to the corp. by purchasing and developing property abutting the golf course?

[A.10.3] Holding:

The appeals court set standard as ALI test and remanded for lower court to determine if D had disclosed the opportunity to the corp before she acted.

[A.10.3.a] Remedy: a constructive trust (a traditional equitable remedy); it deals with a situation where someone has acquired property which equity concludes that the property ought to have been acquired for someone else.  

The court will treat me as a trustee of property subject to a duty to transfer it to you on demand.  The only limitation is that I would have an obligation to trustee is to pay you your expense.  If the president is holding land that should belong to golf club and if they sue and she wins, on demand of club she has to surrender land to corporation, but they have to pay her what she paid plus other fees.  She cannot develop the property.
[A.10.4] Reasoning:

[A.10.4.1] Fiduciary Duties:  Corp. officers and directors bear a duty of loyalty to the corp. they serve.  They must disclose and not withhold relevant info concerning any potential conflict of interest with the corp., and they must refrain from using their position, influence, or knowledge of the affairs of the corp. to gain personal advantage.

[A.10.4.2] Possible Corp. Opp. Tests:

[A.10.4.2.a] Line of Business test:  corp. is financially able to undertake an opp, and is in the line of the corp. business, the self-interest of the director is in conflict with the corp., the law will not allow her to seize the opp. for herself.  The real issue is whether the opp was so closely associated with the existing business activities.  But this is a difficult question to answer.  The financial ability factor is also tricky because the director can manipulate that info in her favor.

[A.10.4.2.b] Fairness test: rests on the unfair of the particular circumstances of a director, taking advantage of an app. When the interest of the corp. justly calls for protection.  This test is stupid because there is no practical guidance for the corp. officer or director seeking to measure her obligations.

[A.10.4.2.c] Miller combined test: which determines whether it’s in the line of business and if equitable considerations required director to tell the corp.  This is stupid because it combines all the problems.

[A.10.4.2.d] The ALI Approach (see page 663)

3 things have to happen to before a director can take a corp. opp. for herself:

(1) Present the corporate opportunity to corporation

(2) disclose the conflict of interest

(3) the corporation has to reject the corporate opportunity by majority of disinterested BOD
The central feature of the ALI test is that strict requirement of full disclosure prior to taking advantage of any corp. opportunity.  A corp. must then formally reject the opp. before the director can take the opp. for herself.

[1] ALI Definition of Corp. Opp: (1) opp closely-related to a business in which the corp. is engaged or (2) any opps that accrue to the fiduciary as a result of her position within the corp.

[2] Advantages of this Test:  The disclosure-orientated approach provides a clear procedure whereby a corp. officer may insulate herself thru prompt and complete disclosure from the possibility of legal challenge.  The requirement of disclosure recognizes the paramount importance of the corp.  fiduciary’s duty of loyalty. At the same time it protects the fiduciary’s ability pursuant to the proper procure to pursue her own business ventures free from the possibility of lawsuit.

[A.10.4.2.3] Lagarde test: (notes section) The corp. opp. doctrine applies only when the director has acquired property in which the corp. has an interest already existing or in which it has an expectancy growing out of an existing right or when his interference will in some degree balk the corp. in effecting the purposes of its creation.  This test is stupid because it is uncertain because the terms interest and expectancy have no fixed meaning in this context.  It’s also really narrow.

[A.10.5] Additional Notes on Corp. Opp. Doctrine:

A director or senior executive may not usurp for himself a business opportunity that is found to “belong” to the corporation.  Such an opportunity is said to be a “corporate opportunity.”  The reason that this doesn’t just apply to everything is that it’s too harsh to say that an officer or director has a fiduciary duty to the corp and therefore is absolutely prevented from seeking any kind of personal interest – so seeks to find a balance.

[A.10.5.1] Common Application: A comprehensive analysis of opp-opp cases shows that the disputes usually occur in close corp. and that the opp. is often directly competitive with the business of the corp.

Two issues with viewpoints:

[A.10.5.2] Source of the Business Opp:

A business opp that is discovered thru the use of corp. property, info., or position should be a corp. opp. regardless of A’s corp. position.  In contrast, whether a business opp. that A discovers on her own is a corp. opp. solely because it is closely related to the corp.’s business may partly depend on A’s corp. position.

[A.10.5.2.a] Opp Arises From Agent’s Corp. Activity:

A became aware of the opp. thru the use of corp. property, corp. info, or the agent’s corp. position.  In such cases, the opp is the corp’s property.  The agent is stealing.  Thus here the corp. opp. doctrine should clearly apply.
[A.10.5.2.b] Opp Arises From Agent’s Personal Activity:

If an opp that the agent finds on her own constitutes a corp. opp, that is not because the discovery of the opp is a product of the use of corp. assets but because for some other reason A owes the corp. a duty to turn over the opp. to it.

The corp. opp. doctrine might apply in this case.

If agent is an officer of corp., the reason why she might owe corp. the duty to turn over an opp that she found on her own is based on her duties (1) not to interfere with and (2) to advance the corp.’s interests.  The higher up in the corp. hierarchy the individual is, the more plausible it is that she owes such duties, and the more demanding the duties will normally be.

[A.10.5.3] Defense of Inability to Finance Opp.:

Whether and to what extent A can raise as a defense to a duty based on the taking of a business opp that corp. was unable to take the opp. financially.

[A.10.5.3.a] Prior Asking:

If director asks if the corp. wants the opp. and it says no.  The corp. opp. doctrine might apply in this case.

If P puts into issue the fairness or reasonability of the board’s rejection of the opportunity, corp.’s inability to take the opp. is relevant because it may justify the corp.’s rejection.

[A.10.5.3.b] Without Asking:

If A takes an opp. without having first offered it to the board of the Corp, the agent should have offered the opp. to the corp. in the first instance and let the corp. decide whether it is or can make itself able to take the opp.  Business enterprises can get loans.  It should be presumed against A that if she had offered the opp., the corp. would have adapted as necessary to take advantage of it. Thus here the corp. opp. doctrine should clearly apply.

[A.11] Directors’ Meetings/Removal:

Directors can only act a duly-convened meeting with quorum present except (1) telephone conference with all members or (2) unanimous written consent.

Two types of meetings: (1) regular: no notice requirement, usually mandated by the by-laws and (2) special: notice requirement (time, place and purpose) and only business in the notice can be conducted unless everyone is present then it’s a regular meeting

Removal of Directors:

NY § 706: (1) shareholders can remove directors for cause; shareholders can only remove  directors without cause if certificate of incorporation or bylaws so provide, (2) if corp. has cumulative voting then director will not be removed if he received enough votes against his removal that he would have been elected had this been an election and (3) directors can remove other directors if the bylaws so provide

Del § 141k: (1) Director or entire board may be removed with or without cause by affirmative vote of majority of shareholders entitled to vote on election of directors, (2) If corp. has cumulative voting then director cannot be removed without cause if he gets enough votes (votes against removal) that he would have been elected if this had been an election (3) No provision for directors to remove other directors

[B] Stockholders’ Meetings (And Role)

[B.1] Introduction: Shareholders in Publicly Held Corps.

[B.1.1] The Old Model:

At one time, corp. law reflected what might be called a traditional, or inverted-pyramid model of corp. governance.  At the top of the inverted pyramid were the shareholders, who own the corp., who elect the board of directors, and whose approval is required for major or fdmlt corp. actions.  At the next level were the board, which manages the corp.’s business, makes business policy, and selects the officers.  At the bottom were the officers, who under this model act as agents of the board and execute its policies and decisions.

[B.1.2] Doubting the Traditional Model: This model was called into question because in publicly held corp. control had come to be divorced from ownership.  This was caused by large numbers of shareholders dispersed so that no single individual, form, or compact group owned more than a tiny faction of corp. stock.  Where shareholdership is highly dispersed, the corp. will be controlled instead by the managers.

Dispersion of shareholdings makes it so that nobody takes action (collective action problem) for three reasons:

[B.1.2.1] Rationally Apathetic: If a shareholder owns only a tiny amount of a corp.’s stock it is not cost-effective for her to spend a sign. amount of time on the corp.’s affairs.

[B.1.2.2] Proxy Voting: Voting must be done by proxy rather than in person.  Management controls and has cost free access to the corp. proxy machinery.  In contrast, a shareholder who wants to oppose a management action must find a way to coordinate, which will be difficult enough, and then must pay the expense of a proxy contest out of their own pockets.

[B.1.2.3] Market Forces: A shareholder who is extremely dissatisfied with the management will often prefer to exit to voice.  The market siphons off many potential anti-management shareholders.

[B.1.3] Shift Back: There has been a major shift back from individual shareholders to partially concentrated because of institutional investors.

[B.1.4] Six types of institutional (inst.) investors:

[B.1.4.1] Private pension plans: normally established by private employers to provide retirement income for the employer’s employees.  Portfolio and voting decision are often delegated by the employer to fiduciaries such as banks or they night be retained by the employer’s own management.

[B.1.4.2] Public pension plans: established by govt. employers to assure retirement for employees.  Same way as pension for control.

[B.1.4.3] Banks: commonly serve as trustees for individuals and estates

[B.1.4.4] Investment Companies: they manage money on behalf of individuals or other entities.  A common type of this investment is a mutual fund: investors can withdraw their investment at any time based on the value of the mutual fund’s assets at the time of demand  Another close-end company: corp. that raises funds for investment in which the owners of the co.’s shares have no right to withdraw their investments

[B.1.4.5] Insurance companies: they huge liquid funds based on the premiums paid.  These funds are invested by the insurance cos. in portfolios that include equities.

[B.1.4.6] Foundations: they typically have endowments, which they invest either thru outside professional managers or on their own behalf
[B.1.5] The Growth of Inst. Investors: 56% of all equities are thru institutional investors; 61.4% of the larges 1,000 US corps are held by institutional investors

[B.1.6] Implications of the growth of institutional investors:

[B.1.6.1] Collective Action: Institutional shareholders tend to be very large in absolute terms, so that an investment in governance can be cost-justified.  Moreover, institutional shareholdings tend to be concentrated rather than dispersed.  As a result, coordination becomes sub. easier.

[B.1.6.2] Dramatic increase in the shareholder’s role.  The cost00-ebenefit for investing time in playing the role of the control increases.

[B.1.7] Legal forces that decrease the role of inst. Investors (Weaknesses):

[B.1.7.1] Social forces: creates the problem of conflicts of interests because many inst. Investors have ties to management that inhibit voting against management’s wishes (i.e. insurance co.s often have extensive commercial contacts with corps., mutual funds want to stay on management’s good side so that they can get info, etc.)  

[B.1.7.2] Cultural Norms: Up until at least 15 years ago, people didn’t vote against the management.  The Wall Street rule was if you don’t like management sell.  The old SEC Proxy Rules made it very difficult for inst. Investors to communicate with each other to determine whether it was in their mutual interests to combine forces in connection with voting on a management proposal or initiating a proposal of their own.

This has shifted, however, and most inst. investors have come to accept and practice the idea that voting is impt. because:

[B.1.7.2.a] New 1992 SEC Rules: remove most of the constraints on inst. Investors that had been imposed by these rules.

[B.1.7.2.b] ERISA: regulate public pension plans; it imposes certain fiduciary obligation of the managers of those pension plans.  Whoever exercises discretion over plan assets must manage those assets solely in the interest of the participants and beneficiaries for the exclusive purpose of providing benefits to participants and their beneficiaries.  This is known as the exclusive benefit rule.

[B.1.7.2.c] Indexing strategy: an investment fund that uses an indexing strategy essentially mimics the market, in the sense that the fund contains the same proportion of each equity on a given market as does the market itself.  

Under an indexing strategy, an inst. Shareholder who disapproves of the management of a corp. cannot simply sell its stock (because that would defeat the theory of indexing) and therefore had a greater incentive to become active in voting and monitoring.

There are two reasons for indexing:

[1] Under a postulate of financial economics, known as the efficient-capital-markets hypothesis”” it is difficult and perhaps not possible to outguess the market by a margin sufficient to cover the costs of analysis and trading.

[2] Diversification: a diversified portfolio eliminates impt risks.

[B.1.7.3] Limits of Holdings: Under modern portfolio theory, an institutional investor should diversity its portfolio.  This objective prevents the inst. Investor from holding a large enough amount of one corp. to really matter.

[B.1.7.4]  Free Rider Problem: shows that inst. investors are not likely to engage in voting activity that (1) goes beyond the monitoring and voting activity in which the investor can be expected to engage in the normal course of its shareholding capacity, (2) would require sig. expenditures, (3) would increase the value of the inst’s holding in its portfolio companies by less than the costs of the activity, and (4) would result in no private econ. benefit to the investor beyond the increased value of that holding.

However, if all these conditions are not satisfied, then monitoring and voting activity might be engaged in.  In fact, these are frequently not all met because:

(1) much voting requires little effort, (2) a voting on a reoccurring issue may send a message to all portfolio corps, and have an economic benefit to the investor beyond its impact on the current corp., (3) it must monitor its portfolio corp. anyway to determine whether to hold or sell (not true if it’s practicing indexing), (4) inst. Shareholder services form a sort of research coalition, by pooling their funds, thru the subscription prices they pay for the costs of the services’ analysis of proxy materials. (5) a voting decision may have a very obvious and dramatic effect on the portfolio’s investment and then it is cost-justified, (6) an increasing acceptance of the idea that changes in a corp.’s governance rules can increase the value of the corp.’s stock so that it may be more cost-effective to hold and vote than to sell and (7) under ERISA, many inst investors are legally obliged to vote in a way that maximized the value of their shares

[B.1.8] Several areas in which inst. shareholders can play a meaningful role (Strengths):

[B.1.8.1] Governance Structure: Inst. shareholders can meaningfully assess the corp.’s governance structure: managers are typically self-interests because such rules typically bear on the preservation of managerial positions and inst. Shareholders have special competence because they can review such rules across corps as a class

[B.1.8.2] Structural Changes: Inst. shareholders can meaningfully assess proposed structural changes like mergers: often the market will react to such proposals, and inst. Shareholders can use the market’s reaction as strong evidence of the proposal’s merit,

[B.1.8.3] Overall management performance

[B.1.8.4]Executive Officers: play a role in corp. business and policy and in the dismissal of chief executive officers.

[B.1.9] Forms of inst. Involvement in corp. governance

[B.1.9.1] Voting: active posture in voting on management or shareholder proposals

[B.1.9.2] Make shareholder proposals: the most common types of proposals made by inst. Investors concern the structure or rules of the corp.

[B.1.9.3] Elect Their Directors: election of individuals as directors to represent inst. Investors: this is typically not done directly because of concerns that trading in a corps stock by an investor with a responsibility on the corp.’s board might be deemed insider trading.

[B.1.9.4] Consultation: many large inst. Investors get their points across, without voting, by consultation with the management.  Consultation might concern either specific issues or general corp. policies.  As a practical matter, inst. Investors probably get more done thru consulting than thru voting on management or shareholder proposals.  But, The implied or actual threat of an inst. Investor will bring an issue to vote is an impt. incentive for managers to take seriously the concerns expressed by inst. Investors in the consultation process.

[B.1.1] Statutes:

Del. G.C.L.  §§ 211, 212(a), (b), 213(a), (b), 216, 222, 228 

N.Y.B.C.L. §§612(a), 613, 602, 604(a), 605(a), 608, 609 (a), (b), 614 

[B.1.1.1] Shareholders’ Meetings:
[B.1.1.1.a] Types of Meetings: 
[1] Annual Meeting: §211; § 602(b)(c)

(a) Required to elect directors (by a majority, except DE plurality, § 216(3)), (b) general notice, (c) general business, (d) meetings can be held anywhere geographically

[2] Special Meeting: § 222; § 605
(a) Require special notice, (b) notice must include a statement of purpose which lists the specific businesses to be transacted, (c) if corp. is subject to proxy laws, must comply with them, (d) 10% of shareholders can request a special meeting, and (e) only directors or those authorized in the cert of inc or bylaws can call a special meeting (DE § 211d)

[B.1.1.1.b] Conditions Precedent to Convening a Valid Meeting

[1] Record Date: used to determine which shareholders are entitled to get notice and vote at any meeting.

This applies to publicly trades shares were stock is continuously changing hands.  If the stock is sold after the record date but before the meeting, the former shareholder can still  vote.  The new owner cannot vote unless the seller gave the buyer a proxy to vote those shares.

[a] DE § 213(a): Record date shall not precede the date upon which the resolution fixing the record date was adopted by the board, and shall be not more than 60 days nor less than 10 days before the date of the meeting.  If no record date is set, then determining who can vote is on day proceeding the day notice of the meeting is given.

[b] NY § 604(a): Date shall be not more than 60 days nor less than 10 days before the date of such meeting.  If no record date set, on day proceeding day notice is given.

[2] Notice:

Regular Meeting: (for a special meeting, it’s the same only the purpose(s) must also be included in the notice)

[a] DE § 222-Written notice giving place, date, hour, not more than 60 days nor less than 10 days prior to meeting, deemed given upon deposit in mail

[b] NY § 605- Notice may be written or electronic. Give place, date, hour, not more than 60 days nor less than 10 days before date of meeting.  3rd class mail: Not more than 60 and not less than 24 hours.  Given upon deposit of mail.  Electronically-when directed to shareholders e-mail.

[3] Quorum: § 216; § 608
(a) Consists of a majority of all outstanding shares entitled to vote unless provided otherwise in by-laws or certificate of incorporation, but not less than 1/3 the number of shares entitled to vote

(b) If the item being voted on requires a class vote, then there must be a quorum for that class too. 

(c) Can’t be broken: Once quorum is present can’t be broken by subsequent withdrawal; NY § 608(c)

(d) Shares are considered present if owner is physically present or has properly submitted a proxy form.

(e) Example:

Suppose a corp. has 1000 shares.  A quorum is 501 (if statutorily defined).  If 501 shares are present, then 252 shares must vote in favor of something (a majority) for it to be approved.

If 150 shares vote for director A, 200 for B, and 151 for C, there is a quorum present, and thus B is elected.  If quorum is met but lots of people abstain, the majority still wins (even if it’s only one vote!)

Exception: If shareholders are voting on a fundamental change, a majority of the outstanding shares must support the measures; everything else, only a majority of the quorum (simple majority) has to vote in favor.

[4] State Law Proxy Requirements: § 212(a); § 609
Every shareholder entitled to vote may authorize another person to act for them by proxy (their voting “agent.”)

(i) Written authorization needed

(ii) Revocability: Proxies are generally revocable, unless expressly made irrevocable

(iii) Irrevocable proxies: Proxy coupled with an interest

Exception:  Proxy rules do not apply to closely-held corporations.

[5] Consent of Stockholders In Lieu Of Meeting: § 228; § 615
[6] Failure to Hold Meeting: § 211; § 602

(a) Only real recourse is to sue for a writ of mandamus to force corp to conduct its required duty.  (b) If no annual meeting held, “holdover board” and actions generally valid

[B.1.1.2] Shareholder Obligations:
(1) Where a controlling shareholder serves as a director or officer, he owes fiduciary obligations to the corporation in those capacities

(2) Even where a controlling shareholder does not serve as a director or officer, he may owe fiduciary obligations to the minority shareholders in exercising his control.  A controlling shareholder must refrain from using his control to obtain special advantage, or to cause the corporation to take an action that unfairly prejudices the minority shareholders

(3) Shareholders in a close corporation owe each other an even stricter duty than controlling shareholders in publicly held corporations.

[B.1.1.3] Shareholder Voting:
[B.1.1.3.a] Shareholders’ Voting Power:  they can generally vote to amend the bylaws, the certificate of incorp., and to elect the BOD.  They can also vote on a Percatory resolution but that is not legally binding on the BOD.  These are the ways that the shareholder can influence the workings of the corp.

[1] Bylaws:

Del § 109:  (1) Shareholders always have power to amend bylaws and their power cannot be divested by amending cert of incorporation or bylaws; (2) Directors may be given concurrent power to amend bylaws but aren’t automatically entitled to that power

NY § 601a: (1) Shareholders can change bylaws by majority of vote cast at the time entitled to vote on election of directors; (2) Cert of inc or bylaws can also give directors power to adopt, amend, or repeal bylaws

[B.1.1.3.b] Voting Requirements:

(1) Need 1 share more than ½ the shares present (physically or by proxy) to support a proposition, (2) for directors, there may me multiple candidates so whoever gets the most votes wins, (3) for fundamental changes require a majority of outstanding voting shares so if have 1000 outstanding voting shares then need 501 votes for the proposal

[B.1.1.3.c] Shareholder Vote Without a Meeting: Shareholders can act outside of a meeting if have approval in writing by the number of shares that would be required at the meeting.  (Del 228; Del 213b, re: record date).  Helps raiders who acquire over ½ shares, can get corp to act without having to convince the board to call a special meeting.

Del 228 (“Consent of stockholders or members in lieu of meeting”):  (1) Allows a vote on a proposal without a meeting; proposal passes if it receives at least the minimum number of votes that would be required for it to pass if all voting shares were actually present and voted at a meeting; votes are in writing and mailed in

(2) 60 days to collect all the votes (those late aren’t counted); clock starts when corp receives first signed vote

[B.1.1.3.d] Shareholder Agreements: a shareholder can make binding agreements as to how his shares will be voted

[B.1.1.3.e] Election of Directors:

In the absence of a controlling provision in the certificate of incorporation, all directors are elected annually by a majority of present voting shares in the presence of a quorum

Two types of special election structures:

[1] Classified Board: Different classes of stock elect different, specified numbers of directors; DE §141(d) and NY § 704
[2] Staggered Board/ Classified Board: Elections staggered so only a portion of the board is elected each year.  This useful as anti-takeover device, would need a few years to control the board; DE § 141(d): Directors may be divided into 1, 2, or 3 classes and NY § 704: Directors may be divided into 2, 3, or 4 classes, as equal in number as possible

[B.1.1.4] Balance Of Power Between Shareholders And Directors:
[B.1.1.4.a] Filling Director Vacancies:

Del § 223 (“Vacancies and newly created directorships”): (1) Directors fill vacancies and newly created directorships from an increase in director authorized number of directors.  Shareholders not automatically ousted of power to fill vacancies by § 223 but unclear whether language in cert of inc could confer exclusive power on directors and oust shareholders of this power; S says couple of cases say shareholders could be ousted under § 223.

[B.1.1.4.b] Equitable Conduct:  Directors must act equitably toward the shareholders (Schnell and Blasius)

[B.1.1.4.c] Amending the Bylaws: (see above) 

The shareholders can definitely vote to amend the bylaws; the directors might be able to if the certificate of incorp. says so.

Removing Directors “For Cause:”

Shareholders can remove directors for “cause. ”  This is in addition to electing directors out of office during normal elections.

Cause includes taking a corp. opp. or interfering with the business of the corp.

Example: Auer – Court held that Class A holders had a right to have a meeting even if their complaints against the directors would not constitute “cause.”

[B.1.1.4.e] Amending the Certificate of Incorp.:

Only directors can propose amendment to certificate of incorporation but the shareholders must vote on it (NY  803; DE has same statute).

[B.1.1.5] Shareholders’ Proposals:
There are two types:

[B.1.1.5.a] Shareholder bears the cost of the proposal (Rule 14a-7)

[B.1.1.5.b] Company bears the cost of the shareholder proposal (Rule 14a-8)

Shareholder (who own at least 1% or $2,000 in present value of corp and have held those shares for at least 1 year) can require that management include his proposal in its proxy statement – this is not a separate proxy but merely a recommendation on how the other shareholders should vote on the management’s proxy form

Exclusions:

BOD can exclude a SH proposal if, 1) not a proper subject to be voted upon (BJR); 2) illegal; 5) misrepresentation; 4) personal grievance; 7) it relates to the ordinary business of corporation; 6) if it relates to operations which account for less than 5% (see below); 8) relates to elections; or 13) relates specific percent of dividends

(a) 5% test:  if the proposal calls for the corporation to do something but the something relates to less than 5% of the corps total assets, net earnings, and sales then that proposal can be excluded;

(b) “otherwise significantly related” clause

For example, say shareholders want to rename the corp. and they want this resolution on the proxy statement.  This isn’t a proper subject because it conflicts with the management functions.  This would require an amendment to the certificate of incorporation but to amend the certificate, the board must initiate the amendment (§242b(1)) and vote, then the majority of shareholders must approve.  They could only pass a percatory amendment suggesting that the BOD amend the charter.

See Lovenheim v. Iroquois Brands.

[B.2] Schnell v. Chris-Craft (Year): you can’t do inequitable stuff even if you have statutory authority; fiduciaries have a duty of entire fairness

[B.2.1] Facts:

Dissident shareholders challenge the management’s decision to advance the date of the annual stockholders meeting as previously set by the bylaws.

Management amended the bylaws to move the meeting after the stockholders committee filed with the SEC its intention to wage a proxy fight. The BOD has power both under its charter and under DE laws to amend the bylaws.

[B.2.2] Issue: Can the BOD move the shareholders’ meeting for nefarious reasons if they comply with the statutory requirements to do so?

[B.2.3] Holding:

All powers granted to a corp. or to the management whether derived from a statute or charter or both, are necessarily and at all times exercisable for the benefits of all the shareholders as their interest appears.

Even if something is legal, it may not be permissible.  The powers of the BOD are subject to equitable review by courts who look at fairness.  Here this action is unfair because it was for the purpose of frustrating the shareholder’s voting initiative.  Shareholder voting is of vital importance and cannot be contravened.

[B.2.4] Reasoning:

Management has attempted to utilize the corp. machinery and the DE law for the purpose of perpetuating itself in office.  These are inequitable purposes, contrary to established principles of corp. democracy and may not be permitted to stand.

When the bylaws of a corp. designated the date of the stockholders meeting it is not to be expected that management will attempt to advance that date in order to obtain inequitable advantage in the contest.

An inequitable action doesn’t become permissible simply because it is legally possible.

[B.3] Blasius Industries v. Atlas: The BJR doesn’t apply to BOD decisions regarding its relationship with the shareholders; equity will prevent BOD from doing legal things to interfere with the will of the shareholder

[B.3.1] Facts: The shareholders (largest shareholder, owns 9.1%) challenge the validity of the BOD’s decision to add two new members to the 7-member board.  This action was taken as a result of a form of stockholder consent, that if joined in by a majority of the stockholders, would have amended the bylaws to increase the board of Atlas from 7 to 15 members and would have elected 8 new members nominated by Blasius.

Note: amending the bylaws is always something the shareholders can do with a vote.

Blasius wanted the corp. to engage in leveraged restricting and distributed cash (definition on page 169) to shareholders.  The BOD thought that the proposal was infeasible so Blasius wanted to basically stack the BOD so that their proposal could get enacted.

[B.3.2] Issue: whether a board acts consistently with its fiduciary duty when it acts, in good faith and with appropriate care, for the primary purpose of preventing or impeding an unaffiliated majority of shareholders from expanding the board and electing a new majority.

[B.3.3] Holding:

Even though the Ds acted on their view of the corp.’s interest and not selfishly, their action constituted an offense to the relationship between corp. directors and shareholders that has been traditionally protected.

Thus, this action constituted an unintended violation of the duty of loyalty that the board owed to the shareholders.

[B.3.4] Reasoning:

[B.3.4.1] Motivation Matters: The board was motivated in doing this to prevent Blasius from soliciting consent to do their plan.  Normally the BOD can amend the bylaws and add more directors without any sort of conflict.  Here, they are acting inequitably.

[B.3.4.2] D claims the protections of the BJR:  The court doesn’t apply it because the considerations to which the BJR applies are simply not present in the shareholder voting context.  

A decision by the board to act for the primary purpose of preventing the effectiveness of a shareholder vote inevitably involves the question who, as between the principal and the agent, has authority with respect to a matter of internal corp. governments.  The BOD’s decision doesn’t involve the exercise of the corp.’s power over its property, or with respect to its rights or obligations; rather it involves allocation between shareholders as a class and the board, of effective power with respect to governance of the corp.

[B.3.4.3] P claims the court should apply a per se rule:  The court doesn’t apply it because even though a per se rule saying that every board action taken for the sole/primary purpose of thwarting a shareholder vote is invalid would be stable/predictable and protect shareholders’ right to governance, that’s too inflexible.  There might be some situation in which the BOD should be able to take this action.

Note: this is a bit strange since the majority’s reasoning is so strange.  But like any good court of equity, they leave themselves a back-door escape hatch.

[B.3.4.3] No Justification:  Instead of applying a per se rule, the court considers whether the BOD’s justifications for the action are justified.  The court instead concludes that there is no sufficient justification for this action because it had time to inform the shareholders of its disapproval with the plan and could have persuaded the shareholders to vote against Blasius’s plan.

[B.4] Auer v. Dressel: if stockholders’ purposes might be legitimate, management must call a meeting; a purpose to call pass a percatory resolution is legitimate

[B.4.1] Facts:

Class A stockholders brought this suit to compel the president of Hoe & Co. Inc. to comply with a positive duty imposed on him by the corporation's by-laws and call a special meeting because he was requested in writing by stockholders owning a majority of the stock to do so.

The Hoe certificate of incorporation provides for eleven directors, of whom the class A stockholders, more than a majority of whom join in this petition, elect nine and the common stockholders elect two.
The petition was opposed on the alleged ground that none of the four purposes for which petitioners wished the meeting called was a proper one for such a class A stockholders' meeting.

[B.4.1.1] Stockholders Purposes of the Meeting:

The obvious purpose of the meeting here sought to be called (aside from the endorsement and reinstatement of former president Auer) is to hear charges against four of the class A directors, to remove them if the charges be proven, to amend the by-laws so that the successor directors be elected by the class A stockholders, and further to amend the by-laws so that an effective quorum of directors will be made up of no fewer than half of the directors in office and no fewer than one third of the whole authorized number of directors.

[B.4.1.1.a] Percatory Resolution About the President: to vote upon a resolution indorsing the administration of petitioner Joseph L. Auer, who had been removed as president by the directors, and demanding that he be reinstated as such president;

[B.4.1.1.b] Class Stockholders May Fill Director Vacancies: voting upon a proposal to amend the charter and by-laws to provide that vacancies on the board of directors, arising from the removal of a director by stockholders or by resignation of a director against whom charges have been preferred, may be filled, for the unexpired term, by the stockholders only of the class theretofore represented by the director so removed or so resigned

[B.4.1.1.c] Put Directors on Trial: voting upon a proposal that the stockholders hear certain charges preferred, in the requests, against four of the directors, determine whether the conduct of such directors or any of them was inimical (harmful) to the corporation and, if so, to vote upon their removal and vote for the election of their successors;

[B.4.1.1.d] Quorum: voting upon a proposal to amend the by-laws so as to provide that half of the total number of directors in office and, in any event, not less than one third of the whole authorized number of directors constitute a quorum of the directors.

[B.4.1.2]  Statutory Authority: Suppose this corp. did not have a provision in the certificate of incorp. requiring the BOD to call a meeting.  How could the shareholders meet?

In NY, there is no way for them to meet because there is no statutory provisions.  Thus in NY, if you want to have shareholder meetings it must be included in the certificate of incorp.

In DE, § 328 kicks in and allows the majority of shareholders to do some things without calling a meeting.

[B.4.1.3] Unanswered Question:

Could the class A shareholders demand a meeting of ALL the shareholders (the common shareholders too)?  For example, what if they wanted to amend the certificate of incorp. and that required a majority vote of everybody.  That question doesn’t arise in this case because the certificate of incorp. gives class A stock exclusive rights to vote on everything (except the election of the board which is divided 7-2 for preferred/common).
[B.4.2] Issue: Can the president escape calling a mandatory meeting because he believes that the stockholders’ purpose of that meeting is to conduct business the shareholders are not authorized to do?

[B.4.3] Holding:

No reason appears why the class A stockholders should not be allowed to vote on any or all of those proposals.  Thus, the president must call a meeting.

[B.4.4] Reasoning:

The important right of stockholders to have such meetings called will be of little practical value if corporate management can ignore the requests, force the stockholders to commence legal proceedings, and then, by purely formal denials, put the stockholders to lengthy and expensive litigation, to establish facts as to stockholdings which are peculiarly within the knowledge of the corporate officers.

[B.4.4.1] Percatory Resolution About the President: The stockholders, by expressing their approval of Mr. Auer's conduct as president and their demand that he be put back in that office, will not be able, directly, to effect that change in officers, but there is nothing invalid in their so expressing themselves and thus putting on notice the directors who will stand for election at the annual meeting.

Percatory Resolution: all resolutions adopted by the shareholders are only a polite suggestion.  Percatory resolutions are a legitimate activity of the shareholders.  They ask the BOD to do something if only a way to signal their desires or perhaps warn the BOD.

[B.4.4.2] Class Stockholders May Fill Director Vacancies: It seems to be settled law that the stockholders who are empowered to elect directors have the inherent power to remove them for cause.  Of course, as the Koch case points out, there must be the service of specific charges, adequate notice and full opportunity of meeting the accusations, but there is no present showing of any lack of any of those in this instance. Since these particular stockholders have the right to elect nine directors and to remove them on proven charges, it is not inappropriate that they should use their further power to amend the by-laws to elect the successors of such directors as shall be removed after hearing, or who shall resign pending hearing.

[B.4.5] Dissent: He thinks that a meeting should not have been called because the shareholders don’t have a legal reason to call a meeting.  All of their propositions are illegal and therefore there is no reason to call a meeting.

An examination of the request for a special meeting by these stockholders indicates that none of the proposals could be voted upon legally at the projected meeting. 

[B.4.5.1] Percatory Resolution About the President: 

For the stockholders to vote on this proposition would be an idle gesture, since the stockholders cannot appoint the officers of the corporation.

[B.4.5.2] Class Stockholders May Fill Director Vacancies: 

This is problematic because it takes away the directors’ role in filling the vacancies.  The directors include those voted on by common shareholders, so now the common shareholders are disenfranchised which is illegal.

So long as any class A shares are outstanding, the voting rights with respect to all matters 'other than the election of directors' are vested exclusively in the holders of class A stock, with one exception now irrelevant. This means that the common stockholders are entitled to participate directly in the election of two directors, who, in turn, are authorized by the certificate to vote to fill vacancies occurring among the directors elected by the class A shareholders. This proposed amendment would deprive the directors elected by the common stockholders of the power to participate in filling the vacancies which petitioners hope to create among the class A directors, four of whom they seek to remove by proposal C which is about to be discussed. Such an alteration would impair the existing right of the common stockholders to participate in filling vacancies upon the board of directors and could not be legally adopted at this meeting demanded by petitioners from which the common stockholders are excluded. The effect would be to reclassify voting powers of the common stockholders within the meaning of subdivision 3 of section 35 of the Stock Corporation Law, which is something that section 51 prohibits without the vote of 'the holders of all shares of any class or classes that will be adversely affected', and this is ordained even 'regardless of any provision to the contrary in the certificate of incorporation'.

[B.4.5.3] Put Directors on Trial: 

[B.4.5.3.a] Directors’ Can Only be Removed For Cause: Neither the language of the statute nor the policy of the corporation law subjects directors to recall by the stockholders before their terms of office have expired, merely for the reason that the stockholders wish to change the policy of the corporation. Fraud or breach of fiduciary duty must be shown.

[B.4.5.3.b] The “Trial” Would Be Unfair:  The consequence is that these directors are to be adjudged guilty of fraud or breach of faith in absentia by shareholders who have neither heard nor ever will hear the evidence against them or in their behalf.

The difficulty inherent in conducting such a trial by proxy may well have been the reason on account of which the incorporators delegated that function to the board of directors under paragraph Fourteenth of the certificate of incorporation.

Voting by proxy is the accepted procedure to express the will of large numbers of stockholders on questions of corporate policy within their province to determine, and it would be suitable  in this instance if the certificate of incorporation had reserved to stockholders the power to recall directors without cause before expiration of term but it is altogether unsuited to the performance of duties which partake of the nature of the judicial function, involving, as this would need to do if the accused directors are to be removed before the expiration of their terms, a decision after trial that they have been guilty of faithlessness or fraud.

[B.4.5.4] Quorum:  The final proposal to be voted on at this special meeting (D) relates simply to an amendment to the by-laws so as to provide that a quorum shall consist of not less than one half of the number of directors holding office and in no event less than one third of the authorized number of directors.

[B.5] Carey v. Penn Enterprises

[B.5.1.] Facts: Carey, a shareholder, challenged the validity of a corp. election in which his position opposing the split of the corp.’s stock as proposed by the management lost by a narrow margin.

[B.5.1.1] Carey’s Ultimate Goal:

Carey wants to do a tender offer: this is an alternative to taking control of the corp.  It’s buying up all the stock to give you control of the company.

One way is to tell your broker to start buying stock on the NYSE.  This is kind of a problem because it would become obvious what you were doing and then the last shares would become very expensive.  So instead, you make a public announcement that for some period of time (say 20 days) you stand ready to receive shares offered to you and you plan to buy up a certain percent of the total number of shares.  You buy them at a price that is about double the market price (so in this case $20/share). Carey is getting ready to make a tender offer of the shares.

[B.5.1.2] BOD’s Response to Carey’s Tender Offer Goal:

The present management want to prevent him from tendering the offer.  They want to do a stock split to stop him.  A stock split: authorizing an increase in the number of shares of common stock from 5mil to 10mil shares., reduce the value of said shares from $10 per share to $5 per share, and to authorize a split in the common stock on a 2shares for the 1 share basis.

The stock value doesn’t actually decline 50%.  The reason is that more people can afford the stock for half the price so the demand outstrips the demand.  Thus, the price of the stock will  be driven up to probably about $7 a share.

[B.5.1.3] Why a Stock Split Foils Carey’s Plan:

This is problematic because people who are interested in turning their cash into investments can now sell off half their shares and keep the rest.  

Thus Carey has to (1) find and deal with more people than he did before and (2) since he has to pay premium to do a tender offer, he has to pay ever more than he would have previously (thus instead of paying $20/share, he has to pay $28/share (the old size).

[B.5.1.4] How Would this Amendment Happen?

To amend the articles of corp. a majority of the shareholders had to approve as there was not supermajority provision in the articles.

In PN (like DE and NY), the amendments of the certificate of incorp. require two things: (1) a recommendation by the board of directors to the shareholders (in most states, this is jurisdictional, unless the Board recommends it, there is nothing for the shareholders to act on), and (2) it requires a majority of the shares outstanding (which is different from a majority of the quorum).

Carey opposed the proposal, as he apparently considered that it would result in a wider distribution of corp. stock, making it more difficult for him to acquire the corp. Carey also sought out proxies to oppose the split.

[B.5.1.5] The Deal with DRIP (Dividend Reinvestment Plan): 

The corp. sells the plan trustee shares at the present market price in an amount which the total dividends will pay for.  The corp. then sells you, the shareholder, whatever your dividend cash fraction will buy in the from of stock.  

This money won’t buy you an even number of shares (your dividends might buy you 1.0005 shares), so the fractions are passed to the Loriot company, who combines them all together.  They keep an electronic record for the holding of your account.

For some reason, shareholders love this.  Shareholders save the brokerage fee from buying minimal portions of stock.  There is also no taxation.  Other than that, the professor doesn’t understand the point of it.  The cost to the company is very substantial.  The company has to pay the plan trustee, Loriot, for their services.

[B.5.1.5.a] Prospectus: These shares have to be registered under the Security Act just like any other.  Thus, the corp. has to create a prospectus before it can issue the dividend and sell the stock.

The prospectus tells people what they are getting. One of the provisions of the DRIP prospectus was that the participants full shares – those registered in the name and those credited to the account of the participated under the DRIP plan – will be included in one proxy mailed to the participant in the regular manner.

[B.5.1.6] The Independent Count: 

Because this will be a contested election, the Corporations Trust Company is overseeing the election.  They are a company that serves other corp.  They will file documents for you, they will pre-clear documents for you (you don’t want the embarrassment of the government to tell you that you’ve improperly filed something so you have them screen them).  They do other critical things.  For example, if corps. from a few different states are merging, you want to be sure that you properly merge under all the state’s laws.  The corp. trust company checks first thru the Secretary of State to be sure its correct.  Then you have the shareholder’s meeting to vote on the documents.  Then the documents will be filed that moment in all of the states at once.  They also regularly provide people with inspectors of elections (another company, the Election Corp. of America) do the same position.

[B.5.1.6.a] Election Boards’ Role in this Case: After the judges collected the votes cast, representatives of Cary and the corp. management were permitted to review the proxies and tally sheets used in the voting.  Carey challenged the judge’s totals because although the record-holders of the DRIP shares were Loriot and Cede, for voting purposes, the judges wrongfully attributed these shares to their beneficial owners.

The judge ruled that it was obvious that Loriat and Co. holder of the DRIP shares passed the right to vote shares to the participants of the plan.  This is proven by past practices and the printed plan.

[B.5.1.7] Explanation of Record v. Beneficial Owners:

[B.5.1.7.a] Buying on Margin: You are buying securities on margin when some of the purchase price of the security is paid by the broker.  The broker is going to hold some of the stock as a security interest.  

Reasons to Buy on Margin:

[1] Security: if the certificate is issued in your name, you have a negotiable instrument which means that it is an integration (whoever has title to the piece of paper owns the underlying rights).  

[2] Ease of trading: if you decide today you want to sell then you call your broker to sell.  Then you must deliver the instrument to the broker within a short period of time (pretty short) and you have to get a signature guarantee that guarantees that you are who you say you are as well as a guarantee of the “rightness” of the transfer (that is, you have a right to make a transfer).  This is easier if you are going to a broker or bank who knows who you are.  If you want to trade the securities in street name, you just have to communicate with your broker and the transaction takes milliseconds.  If the security is in your name, it takes days.  Probably about a billion shares are traded each day! 

[B.5.1.7.b]  Cede & Co: The NYSE had a subsidiary Cede & Co.  All the stock is held by them as the record company.  Now there is just a balancing at the end of the day between Merril Lynch and Smith and Barney (what is this!) via an electronic bookkeeping entry as to what the difference is.  The transfer agent keeps the records.

[B.5.1.7.c] Voting Rights With Cede & Co.:   The corp. sends the proxy materials to Cede & Co. since it’s the actual record owners.  Then, they send off the blank proxies to the brokerage firms who have the customers who actually want to vote.  The transfer agent gets enough forms for each of it’s beneficial owners.

So the brokerage firm has the right to vote because they have a proxy from Cede & Co.  It is not actually the beneficial owners actual right but the record owners let the beneficial owners act as the proxy.  This is what the SEX rules require.

[B.5.1.7.d] Omnibus Proxy: proxy sent out to brokerage firms by the stock issuer (the corp).  The brokerages then pass the proxies to passed on to the beneficial owners (individuals), who respond to the brokerages, who then vote with the omnibus proxy.

[1] Over-votes: There is a potential for the beneficial owner to change her mind and send more than one proxy to the record owner. The record owner (brokerage firm) might vote twice for the same beneficial owner.  (The numbers aren’t messed up because not everybody votes, so they are voting less than they could on the omnibus proxy, nothing looks shady).  This is addressed by statutes to try and prevent litigation and holdover directors  after an election. 

[B.5.2] Issue: Was the vote done correctly?  More specifically, was it okay that the shareholder members of the DRIP plan voted (as opposed to the record owner, Cede Co.)?  Or were the DRIP plans proxy statements?

[B.5.3] Holding: We conclude that Cary is correct that the Dividend Reinvestment Plan (DRIP) votes, the votes of addtl shares acquired by corp. shareholders by reinvestment of cash dividends, without which there was insufficient support to approve the stock split, were improperly counted.

[B.5.4] Reasoning:

[B.5.4.1] Record Owners Vote: The PN statute and the bylaws of the corp. says that the record owners are to vote – not the beneficial owners.  Note: the bylaws probably couldn’t change this statutory mandate so it’s pretty inconsequential that the bylaws say that only the record owners’ votes are counted.

[B.5.4.2] Must Have a Proxy Statement: We cannot permit the DRIP plan to substitute for a proxy because to do so would not be consistent with the interest of the corp. and the stockholders in determining stock ownership quickly by reference to the books showing record ownership.

[B.5.4.2.a] Omnibus Proxy? If the prospectus were an omnibus proxy, then that would have been fine.  That would have given the beneficial owners a right to vote.  The elections officers/trial court are saying that the prospectus is the omnibus proxy.  The problem with this is that prospectus was written by the corp.  The proxy has to be given by somebody that has the authority to give the proxy which in this case is Loriot – not the corp.  The proxy must be given from the record holder to whoever they want to vote for them (in this case, the beneficial owners).

[B.5.4.3] Courts Can’t Change Statute: It is the legislature, and not the courts, which must consider whither the law should be changed.  With the votes attributable to the DRIP shares invalidated, the DC could not properly allow the election judges to certify that the provisions of the corp. management had the requisite number of votes.

[B.5.5] Concurrence:

He agrees totally with the majority’s opinion.  However, he wants to speak about the telephone voting too.  

The judges of election counted all  the votes actually owned by the shareholder even though the number of shares listed by the shareholder in the telegram proxy were fewer than those actually owned.

The entire procedure of crediting telegraphic votes is invalid under current PN law.  PN law requires that ever proxy shall be executed in writing.  The telephone votes contain no signature.

The possibility of fraud is patent, since nothing in this record suggests that the recipient of the call had the ability to check whether the caller was in fact the shareholder.

[B.5.6] Professor’s Criticism of this Holding:

The people that work for the Trust Co.’s really have the expertise in this area.  They are always acting as the election overseer’s.  They’ve made a real common law of rules that they apply repeatedly.  They know what works from direct experience.  The professor has a strong preference to say what they people come up with is right.  They’ve come up with a way to avoid disenfranchisement.  This seems to work because not a lot of people litigate this issue.

[C] Cumulative Voting

[C.1] Statutes:

Exists in NY and DE only if certificate of incorporation provides for it.

Del. G.C.L. §214 

N.Y.B.C.L. §618 

[C.2] Straight Voting: each shareholder can cast, for each candidate for election to the board, a number of votes equal to her number of shares.

For example, is shareholder S owns 100 shares and all 7 of the corp’s directors are up for election, S can cast a total of 700 votes, but cannot cast more than 100 votes for any one candidate.

[C.2.1] Shortcoming: a minority shareholder or faction can never elect a director to the board over the opposition to the majority.  If another shareholder has 150 shares, she can vote 150 for each candidate while S can only cast 100 votes for each candidate.

[C.3] Definition of Cumulative Voting: a shareholder can cast for a single candidate a number of votes equal to the number of shares she holds times the number of directors to be elected.

For example, S can cast 700 votes for one candidate, 350 votes for two candidates, etc.

Most companies don’t have a this type of voting.  It’s very useful, however, for public companies getting pple elected that they want.  This is a disincentive for public companies to incorp. in the states that have it.  This only kicks in, however, if somebody demands cumulative voting.  People have lost control of a company that they own the majority of the stock of because of this process.

This really overrepresents the minority.

[C.3.1] Minimum Number of Shares to Elect a Particular Number of Directors

X= [(SN)/(D + 1)]+ 1

X = minimum number of shares needed

S = total number of shares that will vote at the meeting

N = number of directors desired to elect

D = total number of shares to be elected

[C.3.2] Maximum Number of Directors a Number of Shares Can Elect

N = X(D + 1) / S

N = Number of directors that can be elected

X = Number of shares controlled

S = total number of shares that will vote at the meeting

D = total number of shares to be elected

Note: If the standard formula does not yield a whole number you must round down to determine the number of whole shares needed/directors electable.

[C.4] Additional Rules:

[C.4.1] Classified Voting:

When cumulative voting is mandatory, a corp. can have a classified board, in which the directors are divided into classes and each class serves for a term of years.  Where a board is classified the minority must hold more stock to elect a single director than if a board of the same size was unclassified.  One state, PN, has held that this is prohibited.

[C.4.2] Removal of Directors:

Cumulative voting could be undercut if a director who is elected by a minority under cum. voting could then be removed by majority.  Therefore, some state statutes provide that under a cum. voting scheme, directors cannot be removed (without cause) if the number of shares voting against her removal would be sufficient to elect her.

[C.5] Cumulative Voting Problem

They are electing six new directors.

Management 1-6 – 5,000 votes

Dissident 1-6 – 4,000 votes

[C.5.1] Under Straight Voting: Each share can vote for each vacancy.  Without cumulative voting, then the voting would be 5,000 to 4,000 for each candidate.  Thus, the management wins all of the positions.  The chances for the dissident to elect anybody in those positions is impossible.

[C.5.1] Cumulative Voting:

The winners are all  the people with the highest vote counts.  It is not M1 vs. D1 like with straight voting.

You take the formula and that will tell you how many people that you can elect with the number of shares you have.  Then starting with that basis, you divide your shares by the vacancies that you can actually win.

So when the votes are like this

M1
6001



M2
6001

M3
6001

M4
6001

M5
  5996

M6
    0

D1
8000

D2
8000

D3
1000

D4
1000

D5
1000

D6
5000
[D] Proxy solicitations - the Federal Overlay 

[D.1] The Statutes:

[D.1.1] Security Exchange Act of 1934 §§12(a), (b), (g), 14(a); Rules 14a-3, 14a-4, 14a-8, §14(c); Rules 14c-2, 14c-3 

[D.1.2] Summary: Act 33 deals with securities coming into effect (registration disclosure); thus, this regulates the primary market
Act 34 regulates securities after they are into effect (ongoing disclosure, proxies, etc.); thus this regulates the secondary markets

[D.1.3] Act 1934 Sections:

Section 4:  describes the number of personnel, terms, etc. of the SEC

Section 6:  provides for “registration” of a national exchange

Section 7:  creates possibility of regulating margin trading

Section 12: Registration requirements for securities

Section 12a:  all securities must be “registered” to be sold on a national exchange; doesn’t include OTC securities (but see 12g)

Section 12b: Info to put in application to SEC for registration
Section 12g:  added after 12a; requires that all companies meeting requirements of 12g1A/B (more than $10mil assets and 500 record holders) register their publicly traded securities – don’t have to be traded on an exchange so now includes OTC (incl. NASDQ) securities

Section 12h: Gives SEC rules broadest rulemaking power (same power as statutes)

Section 13: Reporting Requirements
Section 13a:  requires filing reports of anyone registered under §12

Rule 13a1:  requires periodic report (“10Q”) (non-audited)

Rule 13a2:  requires annual report (“10K”) (audited)

Rule 13a11: requires “8K” when certain events happen
Section 13b: gives SEC power to determine how financial records should be kept (accounting standard)
Section 14: Proxies

Section 14a: Is effectively unlimited; proxies must conform to SEC rules

Section 14c: Must file proxy documentation 20 days prior to annual meeting

Rule 14a-1(f): Definition of proxy

Rule 14a-1(l): Definition of solicitation

Rule 14a-2(b)(1): Communication among persons not trying to get proxies, no longer considered solicitation (was deterring activism)

Rule 14a-3: Information to be furnished to security holders (proxy statement)

Rule 14a-4: Requirements of proxy

Rule 14a-7: Requires that management provide Reba a SH list or send her solicitation material to other SH at her expense

Rule 14a-8: Proposals of shareholders (precatory, advisory not mandates)

Rule 14a-9: False or misleading statements (or omissions) with respect to any material fact; private right of   action allowed; to have standing you must vote and not SELL!  You must have detrimentally relied and your vote tied to the proxy. Also includes personal attacks are considered false or misleading.
Rule 14c-2: Distribution of information statement

Rule 14c-3: Annual report to be furnished to security holder

Rule 14g-4: even if the assets fall below 10 million, as long as the number of SH is over 500 must stay listed

Section 15:  deals with licensing of broker-dealers (NASD)

Section 15d:  requires that all companies that have made an initial public offering (i.e. registered under 33 Act) give continuous disclosures

Section 16a:  requires directors, officers, and those (beneficial owners) with more than 10% holding in any class of security of a company to file monthly their entire holdings in that company (insider trading section)

Section 16b: have to report any profit from sale from equity of securities to keep people from short-selling; insiders can’t buy or sell the company’s stock within the same 6 month period; 

look both forward and back 6 months to prevent “recapturable profit”; insider might have to pay on “recapturable profits” even though there was an actual net loss

Section 16c: prevents insider short sales

[D.1.4] Interaction Between Sections:

Consequences of registering under sec 12a/12g of 1934 Act:

(1) 13a kicks in and requires periodic filing of  10K and 10Q reports with SEC (10Q = quarterly, 10K = annual)

(2) 14a kicks in so proxy rules apply (mandates that proxy solicitors conform to SEC requirements)

(3) 15d kicks in and so any security registered under 33 act has to file disclosures (10Q and 10K)

(4) 16a kicks in and requires directors, officers, and 10% shareholders to file monthly holding statements

(5) 16b kicks in and prevents short term trading by insiders

(6) 16c kicks in and prevents short selling by insiders

Consequence of registering under 1933 Act:

(1) Sec 15d of ’34 Act kicks in and requires all publicly traded securities to file continuous disclosures, but provides an exemption for those already filing under 12g so they don’t have to make continuous disclosures twice

[D.2] Introduction: The Work of the SEC

[D.2.1] Generally, What is the SEC?:

The SEC is an independent, nonpartisan, quasi-judicial regulatory agency.  The SEC’s mission is to administer federal securities laws and issue rules and regulations to provide protection for investors and to ensure that the securities markets are fair and honest.

The commission is composed of five members appointed by the President.  Terms are staggered.  Not more than three members may be of the same political party.

[D.2.2] Organization of the Commission: The Commission carries out its work thru divisions and offices charged with specific responsibilities under the securities laws.

[D.2.2.1] The Commissioners: A deliberative collegial body, the Commission meets numerous times monthly to debate and decide upon regulatory issues.  Meetings must be open to the public and press unless closed meetings are necessary to conduct investigations and/or protect the rights of individuals/entities which may be subject of the Commission’s inquiries.

Resolution of the issues brought before the Commission may take the form of new rules or amendments to existing ones, enforcement actions, or disciplinary actions.

[D.2.2.2] Divisions of Corp. Finance: Has the overall responsibility of ensuring that disclosure requirements are met by publicly held companies registered with the SEC.  The division renders administrative interpretations of the Securities Act, the Securities Exchange Act and regulations under those statutes.

[D.2.2.3] Division of Market Regulation: Is responsible for oversight of activity in the secondary markets – registration and regulation of broker-dealers, oversight of the SROs, and oversight of other participants in the secondary markets.

[D.2.2.4] Division of Enforcement: Enforcement is charged with enforcing federal securities laws, rules and regulations.  The division’s responsibilities include investigating possible violations of federal securities laws and recommending appropriate remedies for consideration by the Commission.

[D.2.2.5] Office of the General Counsel: Serves as the focal point for handling all litigation brought by the Commission, either in connection with the securities laws or against the Commission or its staff.

[D.2.3] The Commission’s Work: is remedial not punitive.

[D.2.3.1] Inspections and Examinations
[D.2.3.1.a] Deficiency Letter: Among the more impt. goals of the examination program, is the quick and informal correction of compliance problems.  When the staff finds deficiencies it provides the registrant with a letter (deficiency letter) identifying the problems that the registrant needs to correct.

If nothing is deficient or you ask for the SEC for their advise, you could request a “ no action letter.”

Example, we’re about to do something and we think we’re doing it right under the securities law.  But you never know for sure and there are extreme consequences if you do it wrong.  Thus you could write to one of the divisions – such as the division of corp. finance – and say we propose to do the following, and describe at length, are we okay?  They will look at it and if they approve they’ll send you back a letter saying that if you do the things as you propose to do and the facts are as you say, and the matter is brought to the attention of the commission, and the commission asks the division for recommendation, we’ll recommend that the commission takes no action.

This is 100% reliable.  The SEC has never lost on a “no action letter.”  There is no authority to this nor there any reference in the rules.  Its just a practice that has grown up and works.

[D.2.3.1.b] Counseling: Each division provides guidance and counseling to registrants, prospective registrants, the public, and others to help them determine the application of the law and its regulations and to aid in complying with the law.

[D.2.3.1.c] Common Violations: Investigations frequently concern (1) the sale without registration of securities subject to the registration requirement of the Securities Act, (2) the broker-dealer who gains the customer’s trust and then takes undisclosed profits in securities transactions with or for the custom over and above the agreed commission and (3) firm engaging in frequent trading in the customer’s account to generate increased commissions, usually without any resulting benefit to the custom.  

[D.2.3.1.d] Public Role: Inquiries and complaints by investors and the general public are primary sources of leads for detecting violations in securities transactions.

[D.2.3.2] Rulemaking: many suggestions for rule modification follow extensive consultation with industry and others affected.  The Commission normally gives advance public notice of proposals to adopt new or amended rules or registration forms and affords the opportunity for interested members of the public to comment on them.

[D.2.3.3] Statutory Sanctions:

When facts show possible fraud or other violations, the laws provide two course of action which the Commission may pursue: (1) civil action or (2) administrative remedy.

Remedial action may effectively bar a firm from conducting securities business in interstate commerce or on an exchange, or an individual from association with a registered firm, and also may include fines.

The market framework:
[D.2.4] Primary Markets: refers to the original sale of securities by governments and corps.

In a primary market transaction, the corp. is the seller, and the transaction raises money for the corp.  Corp. engage in two types of primary market transactions: (1) a public offering which involves selling securities to the general public (must be registered with the SEC) and (2) private placement: negotiated sale involving a specific buyer.

[D.2.5] Secondary markets: those in which these securities are bought and sold after the original sale.

This involves one owner or creditor selling to another.  Secondary markets provide the means for transferring ownership of corp. securities.  Investors are much more willing to purchase securities in a primary market transaction when they know that those securities can later be resold if desired.

There are two kinds of secondary markets:

[D.2.5.1] Dealer Markets (over-the-counter, OTC): Most trading in dent securities takes place over the counter.  Brokers and agents match buyers and sellers but they don’t actually own the commodity being traded.  Dealers buy and sell for themselves.

Classically, a broker-dealer would go to a pink sheet (stock) or green sheet (bonds) which is what any broker-dealer was making a market (buying a round market of this stock), the dealer would quote what he was willing to buy and sell.

There are roughly 2x as many companies on NASDAQ (than the NYSE) – a large OTC market for stocks.  The corps. on NASDAQ tend to be less active and smaller than those listed on the NYSE.  Now, there is no punctual difference between NASDQAD this and the NYSE.  There is really no operational differences, only legal differences

Securities Act Amendments of 1964 extended disclosure and reporting provisions to equity securities in the OTC market.  Included companies with shareholders numbering 500 or more.  Not subject to sec 12a; requires all members to register under 12g (even if doesn’t meet statutory requirements of 12g) so subject to all derivative requirements of registration.

[D.2.5.2] Auction markets (or exchange): computer programs matching orders; have a particular location (like Wall Street) and the primary purpose of the auction market is to match those who wish to sell with those who wish to buy and dealers play a limited role.

The equity shares of most of the large firms in the US are traded in organized auction markets such as the NYSE. But, in the US only a small fraction of securities are traded on exchanges.
All registered under sec 12a and are subject to all the derivative requirements of registration.

[D.2.2] Securities Act of 1933 (Truth in securities law)

[D.2.2.1] The objectives: 

(1) to require that investors are provided with material info. concerning securities offered for public sale and (2) to prevent misrepresentation, deceit, and other fraud in the sale of securities.

[D.2.2.2] The means: the means of accomplishing these objectives is disclosure of financial info. by registering offers and sales of securities. 

Thus, this statute requires those that want to sell securities to register with the SEC beforehand and list impt. info about the company.

[D.2.2.3] Purpose of registrations:
[D.2.2.3.a] Disclose of Facts to Help Investors: Registration is intended to provide adequate and accurate disclosure of material facts concerning the company and the securities it proposes to sell.  Thus, investors may make a realistic appraisal of the merits of the securities and then exercise informed judgment in determining whether to purchase them.

[D.2.2.3.b] Investor Recovery Rights: Investors who purchase securities and suffer losses have impt. recovery rights under the law if they can prove that there was incomplete or inaccurate disclosure of material facts in the registration statement or prospectus.

The only standard which must be met when registering securities is adequate and accurate disclosure of required material facts concerning the company and the securities it proposes to sell.  The fairness of the investment has no bearing on whether the securities can be registered.

[D.2.2.4] The Registration Process
[D.2.2.4.a] The registration forms call for: (1) a description of the company’s properties and businesses, (2) a description of the security to be offered for sale, (3) info. about the management of the company and (4) financial statements certified by independent public accountants

[D.2.2.4.b] Public Info: Registration statements and prospectuses on securities become public immediately after filing with the SEC.

[D.2.2.4.c] Subject to Examination: Registration statements are subject to examination for compliance with disclosure requirements.

The Commission may conclude that material deficiencies in some registration statements appear to stem from a deliberate attempt to conceal or mislead.  The Commission made decide that it is in the public interest to conduct a hearing to develop the facts by evidence and determine if a “stop order” should be issued to refuse or suspend effectiveness of the statement.

[D.2.2.5] Exemptions from Registration:
(1) private offerings to institutions/persons that have access to the kind of info. require and who don’t plan to redistribute the offerings, (2) offerings restricted to the state within the corp. is organized and does business, (3) securities of municipal, state, federal and other domestic govt. instrumentalities, and (4) small issues not exceeding a certain amt.

[D.2.3] Securities Exchange Act of 1934

[D.2.3.1] Functions (Summarized): (1) Extended the disclosure doctrine to securities listed/registered for public trading on ntl securities exchanges (that is, this is not just a one-time report when you register, but continued disclosure over the years), (2) continued corp. reporting, (3) proxy solicitations, (4) tender offer solicitations, (5) insider trading, (6) margin trading, (7) trading and sales practices, (8) registration of exchanges, and (9) broker/dealer registration

[D.2.3.1.a] Additional: The Act empowers the SEC with broad authority (1) over all aspects of the security industry – the power to register, regulate, and oversee brokerage firms, transfer agents, and clearing agencies as well as the nation’s securities self-regulatory organizations (SROs), (2) the Act also identifies and prohibits certain types of conduct in the markets and provides the Commission with disciplinary powers over regulated entities and persons associated with them and (3) the Act also empowers the SEC to require periodic reporting of info. by companies with publicly traded securities.

[D.2.3.2] Corporate Reporting

Companies with more than $10mil in assets whose securities are held by more than 500 owners, following the registration of their securities, companies must file annual and other periodic reports to update info. contained in the original filing.  In addition, issuers must send certain reports to requesting shareholders.

Section 13 requires the corp. to file a Form 10K annually, a Form 10Q quarterly, and a form 8K within four days after the occurrence of specified triggered events (including change in control of corp., acquisition of sign. amount of assets, change of accounts, etc. (see page 274)).

[D.2.3.2.a] Form 10K: must include audited financial statements, management’s discussion of the corp.’s financial conditions, and disclosure of other corp. business.  

[D.2.3.2.b] Form 10Q must provide quarterly financial data prepared in accordance with generally accepted accounting principles; management report and disclosures of corp. business.  This is basically a summary of the 10K and it doesn’t have to be audited.

[D.2.3.2.c] Form 8K: Note, in addition to the federal requirements, The rules of the major stock exchanges often also require listed corps. to make timely disclosure of material developments.

The 8K is filed really often because corps. are almost always doing this stuff. Therefore, there is a constant flow of info from the issuer to the SEC.  This makes is the flow of info. public so now the shareholders can see.  But, the reality is that shareholders do not gain from the disclosure documents sent to them.  They gain from info provided to the investment community that is processed by analysis and then reaches the hands of journalists then the people who give them advice.

[D.2.3.3] Proxy Solicitations
[D.2.3.3.a] Summary: The SEC also governs the disclosure in material used to solicit shareholder’s votes in annual or special meetings held for the election of directors and the approval or other corp. action.  This info. must be filed in advance with the Commission to ensure compliance with disclosure rules.

Proxy voting is the dominant mode of shareholder decision-making in publicly held corps.  There are two reasons for this: (1) shareholders are often geographically dispersed, so that a given shareholder can’t get to the meeting and (2) a given shareholding will normally represent only a small fraction of a shareholder’s total wealth.  Therefore physical attendance is an uneconomical use of the shareholder’s time.

A natural outgrowth of the preference for proxy voting is proxy solicitation – the process of systematically contacting shareholders, and urging them to execute and return proxy forms that authorized named proxy holders to cast the shareholder’s votes, either in a manner designated in the proxy form or according to the proxy holder’s discretion.

Abuses of the proxy method were rampant so Congress entered the field with Section 14(a) of the SEA.  14(a) actually doesn’t effect private conduct but instead allows the SEC to pass rules that will govern private conduct.

[D.2.3.3.b] Definitions:

[1] Proxy holder: a person authorized to vote shares on a shareholder’s behalf

[2] Proxy, form of proxy or proxy form: the written instrument in which such authorization is embodied.

[3] Proxy solicitation: the process which shareholders are asked to give their proxies.

[4] Proxy statement: a written statement sent to shareholders as a means of proxy solicitations

[5] Proxy materials: the proxy statement and form of proxy

[D.2.3.3.c] Detailed Requirements:

[1] Application:

Rule 14a-2 provides that the proxy rules apply to every solicitation of a proxy with respect to securities registered under section 12 of the act.

The definitions of proxy and solicitation are extremely broad.  Under rule 14a-1(f) the term proxy means every proxy consent or authorization within the meaning of section 14(a) of the act.  Under Rule 14a-1(l)(1), the term solicitation includes (1) any request for a proxy, (2) any request to execute or not to execute, or to revoke, a proxy, or (3) the furnishing of a form of proxy or other communication to security holders under circumstances reasonably calculated to result in the procurement, withholding, or revocation for a proxy.

This language has been given very expansive interpretation by the courts.

For example, a court held that an advertisement in a newspaper 

was “reasonably calculated to encourage someone to give or withhold a proxy.”  In either case, it was therefore a proxy solicitation.  If it’s a PS then it’s subject to rule 14a-9 which holds that you can’t do it fraudulently.

Thus these rules apply even if (1) you aren’t soliciting the proxy for yourself, (2) you don’t own any stock in the corp. or (3) you don’t refer to a proxy.

[2] Transactional disclosure

One purpose of the Proxy Rules is to require full disclosure in connection with transactions that shareholders are being asked to approve, such as mergers, certificate amendments, or election of directors.  This is accomplished in Rule 14a-3: provides that no solicitation of proxies that is subject to the proxy rules shall be made unless the person being solicited is concurrently furnishes or has previously been furnished with a written proxy statement.

Schedule 14A lists in detail the info that must be furnished when specified types of transactions are to be acted upon the shareholders.

Where a contest for control of corp. management is involved, the rules require disclosure of the names and interests of all “participants” in the proxy contest.

None of that info can be false or misleading (Rule 14a-9)

[3] Periodic Disclosure

The proxy rules also require certain forms of annual disclosure.  Rule 14a-3 provides that the proxy statement for an annual meeting at which directors will be elected must be accompanied by an annual report that includes audited balance sheets for each of the corps two most recent fiscal years.  They must also disclose the compensation of the five most highly paid executives and executive officers as a group.

The annual report to security holders is best suited for communicating info. in an informative, readable and understandable form to security holders and potential investors.

The contents of the annual report to shareholders are governed by rule 14a-3.  The report must included financial statements, selected financial data and management’s discussion of the corp.

Note: The real benefit in proxy solicitation is the new distribution of financial info about the company.  You can get information that can be used to decide whether you buy/sell/hold the stock.

[4] Preapproval: Five copies of both the proxy statement and form of proxy must be filed in preliminary form with the SEC at least 10 calendar days in advance of the date on which the definitive version is first circulated to shareholders.  There is no requirement of SEC approval though, you must just file it.

[a] Exception: Plain Vanilla Solicitations

Under Rule 14a-6(a), the registrant is compelled to file its proxy statements solely in definitive form for solicitations in the following subject-matter categories: (a) only directors’ selection; (b) the election, approval, or ratification of accountants; (c) a shareholder proposal carried in the registrant’s proxy statement pursuant to Rule 14a-8 and/or (d) the approval or ratification of a registrant's executive or directors compensation plan.

[5] Exemption: for unilateral voting announcements

As part of the 1992 proxy amendments, the SEC established a new exception to the solicitation definition for published or broadcast announcements by stockholders who otherwise are not soliciting proxies of how they plan to vote on any matter submitted for stockholder approval.

Several stockholder activists relied on its safeguards to publicize their decisions to withhold authority from all or part of the registrant’s board slate as a signal of their dissatisfaction with poor corp. performance. (Just say no campaign).

[6] Exemption: Ten-person exemption for solicitations by non-registrants

Rule 12a-2b(2) provides a qualified exemption permitting non-registrant solicitations of up to 10 stockholders to be made without incurring proxy filing and disclosure obligations.  This is used to test the waters by consulting with a few key stockholders prior to deciding whether to launch a regulating solicitation.  Proxies representing a sub. proportion of the total voting power may be secured by an insurgent without conforming to any proxy rule except Rule 14a-9.

[7] Shareholder Action: the rules permit shareholders to submit proposals for a vote at the annual meetings thru the corp. proxy form.

[D.2.3.4] Tender Offer Solicitations
Congress amended the Exchange Act to extend its reporting and disclosure provisions to situations where control of a company is sought thru a tender offer or other planned stock acquisition of over ten percent of the company’s equity securities (this was amended later to 5%).  Public investors holding stock in these corp. may make  more informed decisions on takeover bids.

[D.2.3.5] Insider Trading
Insider trading prohibitions are designed to curb misuse of material confidential info. not available to general public.  The most common example is buying or selling securities to make extra money based on material nonpublic info. before such info. is generally available to all shareholders.

All officers and directors of a company and beneficial owners of more than 10% of its registered equity securities must file an initial report with the commission showing their holdings of each of the company’s equity securities.

16(a)(1): Directors, officers, and principal stockholders required to file: Every person who is directly or indirectly the beneficial owner of more than 10 percent of any class of any equity security (other than an exempted security) which is registered pursuant to section 12, or who is a director or an officer of the issuer of such security, shall file the statements required by this subsection with the Commission (and, if such security is registered on a national securities exchange, also with the exchange).

Three classes of people are subject to this provision.  You must have a class of stock registered under section 12.  (1) Anybody that owns 10% of that class, (2) anybody who’s a director or (3) officer of the issuer

The requirement imposed by the rules is that when you acquire this status, you have to file with the SEC a statement of your ownership position in the company.  

[D.2.3.6] Margin Trading:
Margin trading is also regulated; the Board of Governors of the Federal Reserve System is authorized to set limitations on the amount of credit which may be extended for the purpose of purchasing or carrying securities.

[D.2.3.7] Trading and Sales Practices:
Securities trading and sales practices on the exchanges and in the over-the-counter markets are subject to provisions designed to protect the interests of investors and the public.

Thus the commission has adopted regulations which (1) define acts which constitution manipulative or deceptive device prohibited by the state, (2) regulate short selling, stabilizing transactions, and (3) provide safeguards with respect to the financial responsibility of brokers and dealers.

Note: a dealer is a principal for its own account and a broker is an agent for the customer.

[D.2.3.7.a] Short Sales: Those that own 10% of the stock, directors/officers that own stock cannot short sale (otherwise, it’s okay).

You borrow the security from the broker (who borrows it from the institution) and charges you interest because you’re borrowing interest.  Then you sell the security (say for $20).  Now the stock has to go down in value so that you can afford to buy the stock at a value lower than $20.

This is illegal for those in control because it gives them a perverse interest.  You want the stocks to decline but you’re subject to a fiduciary duty to do what’s best for the corp.

[D.2.3.8] Registration of Exchanges, Associations, and Others:

The Exchange Act requires registrations with the Commission of (1) national securities exchanges and (2) brokers and dealers who deal in interstate commerce

To obtain registration, exchanges must show that they are organized to comply with the provisions of the statute as well as the rules and regulations of the Commission.

[D.2.3.8.a] National Securities Association: Congress also provides for creation of a national securities association – the NASD.

[D.2.3.8.b] SROs: Each exchange or national securities association is a self-regulatory organization (SRO).  Its rules must provide for the expulsion, suspension, and other disciplining of member broker-dealers for conduct inconsistent with just and equitable  principles of trade.  The law intends that SROs shall have full opportunity to create self-regulatory measures.  The SEC has the authority to amend the rules of SORs if necessary to effectuate the purposes of the exchange act.

[D.2.3.9] Broker-Dealer Registration
The registration of brokers and dealers engaged in soliciting and executing securities transactions is an impt. part of the regulatory plan of the act.

[D.2.3] Addtl Statutes: We never talked about these so I a not going to bother outlining.

Public Utility Holding Company Act of 1935 
Trust Indenture Act of 1939
Investment Company & Investor Advice of 1940

[D.2.4] Corporate Reorganization:

Reorganization proceedings in the US Courts under Chpt. 11 of the Bankruptcy Code are begun by debtors or creditors.  Federal bankruptcy law allows a debtor in a reorganization to continue operating under the Court’s protection while it attempts to rehabilitate its business and work out a plan to pay its debts.

Chapter 11 authorizes the SEC to appear in any reorganization case to present its views on any issue.  The Commission generally limits its participation to proceedings involving sig. public interest – protecting public investors holding the debtor’s securities and participating in legal and policy issues of concern to public investors.

The court can confirm a reorganization plan.  The principle safeguard for public investors is the requirement that a disclosure statement containing adequate info. be transmitted by the debtor or plan proponent in connection with soliciting votes on the plan.

[D.3] SEC Problems
[D.4] Lovenheim v. Iroquois Brands

[D.4.1] Facts: Shareholder filed suit seeking to bar corp. from excluding from proxy material being sent to all shareholders in preparation for an upcoming shareholder meeting info. concerning a proposed resolution he intended to offer at the meeting about the animal cruelty regarding force-feeding geese.

P wants to put in a precatory resolution (couldn’t put in a direct proposal because that would be considered an improper proposal since DE 141a says that corps is managed by board of directors); P hopes the precatory resolution will be embarrassing to the corp. and force them to change their practice;

Shareholder’s right to compel Corp. to insert info. concerning his proposal in the proxy materials turns on the applicability of section 14(a) of the Securities Exchange Act of 1934 and the shareholder proposal rule promulgated by the SEC, Rule 14a-8.

Rule 14a-8 gives shareholders the right to piggyback his proposal on management’s proxy solicitation.

[D.4.2] Issue: Can the corp. exclude shareholder’s info. from the proxy because it’s not very economically significant?  Or, does the proxy rule allow shareholders to include things that are of social/ethical impt. regarding the corp.’s business even if they have low monetary relation to the corp.?

[D.4.3] Holding:

The shareholder is entitled to have his info. included with the proxy materials under rule 14a-8.

[D.4.4] Reasoning:

[D.4.4.1] Jurisdiction:

D argued that the DC court didn’t have jurisdiction because it didn’t do any business etc. there.

However, jurisdiction is proper because violations of Rule 14a-8, involved the mailing of the proxy statement without including shareholder’s reference occurred within this jurisdiction when pasts proxy statements excluding his proposal were received by shareholders in the DC.  Thus the rule was violated in DC.

[D.4.4.2] Exception?:

The corp. refused to include his info. based on the exception in Rule 14a-8(c)(5) which provides that an issuer of securities may omit a proposal if the proposal relates to operations which account for less than 5% of the issuers assets (etc. related to money) and is not otherwise significantly related to the issuer’s business.

P does not contest that his proposed resolution relates to a matter of little economic sign.  He says that the exception is not applicable, as it cannot be said that his proposal is not otherwise sign. related to the issuer’s business.

The court rejects the D’s view that proposals can only related to economic things.  The court looks at the history of the rule and the SEC has previously said that it doesn’t believe that the economic relativity of the proposal is all that matters.

[D.4.4.3] Additional Injunction Requirements

The court also finds that (1) P will suffer irreparably injury because the proxy will be mailed without allowing him to communicate his message: it is no matter that his proposal probably wont’ pass or won’t even do much if it does pass, (2) the relief wont’ really harm the corp. much and (3) this is in the public interest because this rule protects the vital interest of shareholders controlling the impt. decisions of the corp.

[D.4.4.3.a] Bond:

P gets his preliminary injunction which holds everything in place until there is a complete litigation of the case.  Rule 65 requires you post a bond (in this case $1,000) if you get a prelim injunction which is in relationship of the costs if it turns out you shouldn’t have gotten the prelim injunction.

[D.4.5] Following This: What do you think happened in the complete litigation?  There wasn’t any.  Typically if there is a hearing about whether a temporary injunction should issue, that’s often the final one.  At this point, the ball game is already over.

[E] Governance - Current Issues 

[E.1] Introduction:

[E.2] Sarbanes Oxley Memo:

[E.2.1] Introduction:

The Sarbanes-Oxley Act of 2002 is a fdmtl departure in federal securities law for two reasons:  (1) the Act provides a reg. matrix for auditing and (2) the Act directly reg. the internal affairs of covered issuers, thereby preempted state corp. law

[E.2.2] Auditing/Accounting:

[E.2.2.1] Historical Regime:

There was a Public Oversight Board made by an organization of certified public accountants.  Its oversight consisted of arranging peer reviews of the eight national accounting firms by another of them.  Since in the history of the POB, no peer reviewed audit was ever found deficient in any major respect, dissatisfaction with this situation had become universal by 2002.  

[E.2.2.2] Public Accounting Oversight Board: The fist goal of SO was toe create for accounting firms a reg. regimen like those which supervised brokers and dealers.  An important achievement of SO, Section 101, establishes the Public Company Accounting Oversight Board.

[E.2.2.3] The Problem of “Double Dipping:”

Auditors were selling other services to their corp. clients than just doing an audit.  

[E.2.2.3.a] Cause for Concern: This was thought to be a problem because: (1) Auditor independence was thought compromised because the audit fee had become a relatively minor part of the auditor’s dealings with many clients, (2) the auditor was often placed in the position of reviewing things done by the client on advice provides to the client by others in his own firm (conflict of interest), and (3) the lower profitability of audit work compared to other business services to clients had caused an internal brain drain within firms away from auditing to other services.

[E.2.2.3.b] Solution: A good many public voices argued for a complete end to non-audit services.  Instead, Congress compromised.  Section 201 of SO bar eight classes of non-audit services to an audit client.  Not include on the list was tax advisory service.

[E.2.3] Corporate Governance:

The second thrust of the Act was to govern corp. responsibility.

[E.2.3.1] “Clueless” Directors:  CEOs were avoiding liability for problems relating to accounting fraud under the guise of their lack of knowledge.  Two sections of SO dealt with this problem:

These certification provisions remove the possibility that the CEO of a reporting company can again take the position that the company’s accounting is not under his direct supervision.

[E.2.3.1.a] Section 302 mandates the SEC to adopt rules requiring the CEO and CFO to certify each periodic report filed under the 1934 Act.  This officers must give assurances that they have read the report and based on her knowledge it does not contain any untrue statement.

[E.2.3.1.b] Section 902 of SP also required the CEO and CFO to certify that the financial statements comply with the requirements of the 1934 Act and that the info fairly presents the financial condition and results of the operations of the issuer.

[1] Fair presentation: separate form and in addition to congruence with GAAP has been unrealized but lurking concern of the accounting profession.  This standard is pretty amorphous.

[E.2.3.2] Lawyer Discipline: SO § 307 gives the Commission the power to discipline lawyers practicing before it.

[E.2.3.3] Security Analysts: SO § 507 gives SEC power to regulate security analysts

[E.2.3.4] Audit Committee Reform:

[E.2.3.4.a] Historical Background:

The inconvenience of requiring a quorum of the board of a public company to meet about routine matters led to the formation of the executive committee, usually comprised of those directors who were full time employees and thus regularly available to meet.  Statutes authorizing this delegation of board authority followed and legitimized the practice.  Nearly all these state statutes are like §712 and §141 precluding the delegation of some board authority to a committee: prohibits on recommending fdmtl changes to the shareholders being the most common.

Many corps. had audit committees and these were regulated by NYSE and NASDAQ to require the committee be composed of independent directors.  

However, studies of this system urged an even wider range of activity and enlarged authority of these committees.  Part of these boards’ weaknesses was that it was obvious that it was exercising authority delegated by the BOD.  The BOD could even abolish the audit committee if it wanted.  This vendor/customer relationship greatly curbed the ability of the audit committee to do anything.

[E.2.3.4.b] SO Reforms of Audit Committees:

[1] SO § 301A(m)(2): the audit committee shall be directly responsible for the appointment, compensation, and oversight if the work of any auditor employed by the issuer.

[2] SO § 10A(m)(2): requires that committee members be directors and shall otherwise be independent.  The committee also must establish procedures to receive confidential anonymous info from whistleblowers.

[3] Detailed Audit Changes:

§102  requires firms auditing covered companies to register with PCAOB
§103 & 104 give the PCAOB rulemaking, investigatory and disciplinary power over auditors of public companies.
§201 added §10A(g) of the ’34 Act to bar eight classes of non-audit services to an audit client. (management consulting) – audits were done to gather in management consulting customer

§301 added §10(a) to ’34 act – requires that committee members be directors, and “shall otherwise be independent.”

§302 mandates the SEC to adopt rules requiring the CEO and CFO to certify each periodic report filed under the “34 act.
§304 – restatements: if the restate is attributable to the issuer’s misconduct, the CEO and CFO are subject to forfeiture for a year of both bonus compensation and any trading profits in the issuer’s stocks.

§307 – SEC can discipline lawyers; imposes specific reporting obligations on lawyers who represent or work for reporting companies

§401 Off-balance sheet contingent liabilities are required to be disclosed;  §401 (b) requires Commission rules which forbid publications of any pro forma statement unless it is published with the corresponding GAAP financials and a reconciliation 

§403 rewrites §16(a) of ’34 act: 1 day to report transactions and changes of equity ownership

§404 – requires an assessment of the company’s internal controls in each annual report
§406 – code of ethics

§407 requires the Commission to adopt rules requiring each reporting issues to disclose whether its audit committee has at least one member who is a financial expert.

§507 – spells out specific rules to be adopted by the SEC for security analysts.
§902 information “fairly presents, in all material aspects, the financial condition and results of operations of the issuer.”  It criminalizes both a failure to certify and a false certificate 
[E.2.3.5] Management Loans: Section 402 prohibits issuers from proving or arranging most loans to directors or senior management.  Other states expressly permit some of those transactions  (like NY and DE) but those state rules are preempted now.

[E.3] New York Stock Exchange, Listed Company Manual Excerpts:

§304A Corp. governance rules of the NYSE approved by the SEC.

[E.3.1] Application: §303A applies in full to all companies listing common equity securities, with the following exception: (1) the section doesn’t generally apply to companies listing only preferred or debt securities on the exchange

The Requirements:

[E.3.2] Listed companies must have a majority of independent directors: this lessens the probability of damaging conflicts of interest.

The identity of the independent directors and the basis for a board determination must be disclosed in the listed companies proxy statement (or Form 10K).

[E.3.2.1] Independent Directors: no director qualifies as independent unless the BOD affirmatively determines that the director has no material relationship with the listed company.

[E.3.2.1.a] Material relationships: include commercial, industrial, banking, legal, charitable, familial, etc. relationships, among others.  However, as the concern is independence from management, the Exchange does not view ownership of even a sign. amount of stock, by itself, as a bar to an independence finding.

[E.3.2.1.b] Not Independent: A director is not independent if: (1) the director is or has been an employee (or his direct family) of the listed company within the last three years, (2) The director (or direct family member) has received more than $100,000 in direct compensation y the listed company, (3) the director (or direct family) is a current partner of a firm that is the company’s internal or external auditor

Immediate family member: all sorts of family relationship and anyone who shares such person’s home (other than domestic employees)

[E.3.3] Non-Management Meetings: The non-management directors of each listed company must meet at regularly scheduled executive sessions without management

Regularly scheduled meetings prevent any negative inference from attaching to the calling of executive sessions.

In order that interest parties may be able to make their concerns known to the non-management directors, a listed company must disclose a method for such parties to communicate directly with the presiding directors or with non-management directors as a group.  Such disclosure must be made in the proxy statement (of Form 10K).

[E.3.3.1] Non-management directors: those who are not executive officers, and includes such directors who are not independent by virtue of a material relationship

[E.3.4] Monitoring/Corp. Governance Committee: Listed companies must have a nominating/corp. governance committee composed entirely of independent directors

A nominating/corp. governance committee is central to the effective functioning of the board.  This enhances the independence and quality of nominees.

[E.3.4.1] Responsibilities: It must have a written charter that addressed the purposes and responsibility of the committee including the ability to identify individuals qualified to become board members and to develop and recommend a set of corp. governance guidelines applicable to the corp.

They have the sole authority to retain and terminate any search firm to be used to identify director candidates.

[E.3.5] Compensation Committee: Listed companies must have a compensation committee composed entirely of independent directors

[E.3.5.1] Responsibilities: They must have a written charter that addresses the purposes/responsibilities including review and approve of relevant CEO compensation and evaluate the CEO’s performance and determine the appropriate compensation level because of performance

They also  have to produce the compensation report as required by the SEC for the proxy (of Form 10K).

If compensation consultant is to assist in the evaluation of director compensation, the compensation committee charter should give that committee the sole authority to retain and terminate the consulting firm.

[E.3.5.2] Method: The committee should  consider the listed company’s performance and relative shareholder return, the value of similar incentive awards to CEOs at comparable companies, and the awards given to the listed company’s CEO in past years.

[E.3.6] Audit Committee: They must have an audit committee that satisfies the requirements under Rule10A-3 under the Exchange Act.

[E.3.6.1] Committee Member Requirements:

Each member of the audit committee must be financially literate and at least one member of the committee must have accounting or related financial management expertise.

All audit committee members must be independent.

[E.3.6.2] Responsibilities: There must be a written charter that addresses the committee’s purposes including oversight of (1) the integrity of the company’s financial statements and (2) the listed company’s compliance with legal and regulatory requirements

The committee must also prepare an audit committee report as required by the SEC to be included in the proxy statement

It must also review the listed company’s annual and quarterly audited financial statements.

The committee must also set clear hiring policies for employees or former employees of the independent auditors.

Finally, it must discuss the listed company’s earnings press releases as well as financial info. and earnings guidance provided to analysis and rating agencies

[E.3.6.2.a] Risk Management: Many companies manage and assess their risks thru mechanism other than the audit committee.  The processes these companies have in place should be reviewed in a general manner by the audit committee, but they need not be replaced by the audit committee.

[E.3.6.2.b] Internal Audit Function: Listed companies must maintain an internal audit function to provide management and the audit committee with ongoing assessments of the company’s risk management processes and system of internal control.

[E.3.7] Corp. Governance Guidelines: Listed companies must adopt and disclose corp. governance guidelines.

[E.3.7.1] Requirements: These guidelines should include director qualifications and responsibilities, responsibilities of key board committees, and director compensation.  Making this info. publicly available should promote better investor understanding of the listed company’s policies and should  promote better investor understanding of the listed company’s policies and procedures, as well as more conscientious adherence to them by directors and management.

The following subjects must be addressed in the corp. governance guidelines: (1) director qualification standards, (2) director responsibilities, (3) director access to management, (4) director compensation, (5) director orientation and continuing education, (6) management succession, (7) annual performance evaluation of the board

[E.3.8] Code of Ethics: Listed companies must adopt and disclose a code of business conduct and ethics for directors, officers and employees, and promptly disclose any waivers of the code for director or executive officers

[E.3.8.1] Generally: Such a code can focus the board and management on areas of ethical risk, provide guidance to personnel to help them recognize and deal with ethical issues, provides mechanisms to report unethical conduct, and help to foster a culture of honesty and accountability.

Each listed company may determine its own policies, but all listed companies must address the following impt. topics.
[E.3.8.2] Conflicts of Interest: a COI occurs when an individual’s private interest interferes or even appears to interfere with the interest of the corp. as a whole. The listed corp. should have a policy prohibiting such conflicts of interest, and providing a means for employees, officers, and directors to communicate potential conflicts to the listed company.

Examples: (1) something happens that makes it difficult to perform her duties to the corp., and (2) when a director/employee receives improper personal benefits as a result of her position in the company (such as loans).

[E.3.8.3] Corporate Opportunities:: employees and directors should be prohibited from: (a) taking for themselves personally opps that are discovered thru the use of corp. property, info. or position, (b) using corp. property, info, or position for personal  gain and (c) competing with the company.

[E.3.8.4] Confidentiality: includes non-public info. that might be of use to competitors or harmful to the company/customers if disclosed

[E.3.8.5] Fair Dealing: none should  take unfair advantage of anyone thru manipulation, concealment, abuse of privileged info, misrepresentation of material facts, or any other unfair dealing practice

[E.3.8.6] Protection/Proper Use of Assets: theft, carelessness and waste all have a direct impact on the company’s profitability

[E.3.8.7] compliance with laws, rules and regs.

[E.3.8.8] encouraging the reporting of any illegal or unethical behavior: to encourage employees to report such violations, the listed company must ensure that employees know that the company will not allow retaliation for reports made in good faith

[E.3.9] CEO Certification: Each listed company CEO must certify to the NYSE each year that he or she is not aware of any violation by the company of NYSE corp. governance listing standards.  This provides a grounds for suing them should these standards be violated.

[E.4] Wachtel, Lipton client letter:

[E.4.1] Introduction: The convergence of three strands of reform appears poised to change the mechanics of shareholder voting in director elections to significantly increase the power of activist shareholders:

(1) the NYSE proposed rule prohibiting broker discretionary voting in director elections, (2) proposed rule of the SEC permitting electronic delivery of proxy materials and (3) growing momentum towards a majority-of-votes-cast standard for the election of directors (instead of plurality).

[E.4.2] The elimination of broker voting in director elections:

[E.4.2.1] Current Rules: Under current rules, public company proxy materials are sent by companies, brokers and banks to the beneficial owners of shares with a request for voting instructions on the matters at issue.  If the shareholder doesn’t provide specific voting instructions to the broker 10 days prior to the shareholder meeting date, then the broker may use the broker’s own discretion to vote on any routine matters (which includes uncontested director elections).

Activists institutions and shareholder rights’ advocates have been dissatisfied with the current definition of contest election because it does not take into account newer tactics such as withhold vote and just say no campaigns.

[E.4.2] Companies’ Concern: An estimate 70-80% of all  public company shares are held in street name by brokers, banks, etc. on behalf of the actual beneficial owners.  This proposal is likely to have a sign. impact.

Companies are worried that without broker non-votes it will be difficult to obtain a quorum for conducting business at shareholder meetings.  As many as 20% of NYSE-listed companies may not have been able to reach quorum.  Moreover, companies would be uncertain until very close to the shareholder meeting date, as to whether they would achieve a quorum.

[E.4.3] Electronic Delivery of Proxy Materials:

[E.4.3.1] Current Rules: The SEC has permitted the e-filing of proxy materials since 1995.  However, the e-filing requires shareholders affirmative consent.

[E.4.3.2] Proposed Rule Change: An issuer could, without obtaining shareholder consent, choose to satisfy its obligations under the proxy rules by posting its proxy materials on a publicly accessible web site and by providing shareholders with a written notice at least 30 days before the relevant shareholder meeting.

[E.4.3.3] Probable Affect of Rule:

This could sign. reduce mailing costs for issuers.  Thus, those challenges by dissidents that require the dissidents to fund them would substantially be boosted.  This will increase the ability of shareholders and persons other than an issuer to be  able to conduct their own proxy solicitations.  

[E.4.3.4] Impact of Majority Voting Reforms
DE is an example of a state that has encouraged these reforms.  DE revised its provisions to allow shareholders to adopt amendments to a company’s director election by-laws  that require a majority vote to elect directors.  This amendment cannot be amended by the directors.

[E.5] Excerpt, Berkshire Hathaway Annual Report:
[E.5.1] The Status Quo Generally: When management hires employees, there is a free negotiation of the contracts.  But when CEOs meet with compensation committees, the committees don’t care that much about the result because neither  grant will have any effect on reported earnings.

The cry has been for independent directors.  But directors have routinely hired incumbent managers, however pathetic its performance had been.  The directors had mindlessly approved fees that in many cases far exceeds those that could have been negotiated.

[E.5.2] This Corps.’ Strategy: An individual receiving 100% of his income from directors’ fees is should be independent.

True independence is a really valuable trait in a director.

At our company, the directors all own a part of the corp.  They also  don’t have any liability insurance.  Thus the bottom line for the directors is that when the company wins, they win.  This is a owner-capitalism approach.  This engenders true independence.

This is clearly trying to toot their own horn.

[III] Issuing Stock and Paying Dividends: Legal Capital and Dividends

[A] Authorized Capital Stock

[A.1] Statutes

NY §§ 402(a)(4)-(6); 501(a)(b)

DE §§ 102(a)(5); 151(a)(b)(first sentence)(c)(d)

[A.2] Discussion

[A.2.1] Certificate of Incorporation: You must state in the certificate the number of shares you’re going to issue

[A.2.2] Accounting 101: Understanding A Balance Sheet and Issuing Dividends

	ASSETS

LIABILITIES

CASH

100

CURRENT LIABILITIES

50

OTHER CURRENT ASSETS

350

LONG TERM LIABILITIES

800

FIXED ASSETS

1550

RETAINED EARNINGS

<100>

CCIP

1000

CAPITAL STOCK 

250

TOTAL ASSETS

2000

TOTAL LIABILITIES

2000




Current liability: a liability that must be paid within 12/mo of the sheet date

Long term liability: a liability that must be paid sometime after a year

CCIP: capital contributed in excessive of par; total amount that was paid for the stocks above par value

Stated capital stock:  

(1) par stock:  number of shares outstanding x the par value of each share

(2) No par stock:  stated capital is an arbitrary amount that the directors decide to assign the stated capital account

Equities: is the shareholder’s access to the residuals after the liabilities are paid.

Retained earnings:  cumulative earnings since start of business until this date

Surplus: excess of net assets (cash + other assets) minus stated capital stock; also equal to CCIP + retained earnings

“Impairment of capital” statute:  allows dividends to be paid out of any kind of surplus, e.g. allows dividends to be paid out of CCIP; so this type of statute is more generous than those which only allow for dividends to be paid out of earnings and profits

The assets – the liabilities = the equities or the interests of the shareholders

We have a set of standards on how accounting should be done: GAAP (Generally Accepted Accounting Principles).  We have to follow these if we want to get SEC regulated.  There is only one state where the board of directors have to follow GAAP for determining the assets (Cali).  In NY, the question has been settled for a long time that you don’t have to use GAAP to figure out the assets.

Balance Sheet Hypo:

If this is a NY corps can it pay a dividend of 25?  Yes; current assets (cash and other assets, NOT fixed assets) can cover current liabilities even after dividend is paid so have 450 – 50 – 25 = positive number 

Note after dividend is paid then the cash = 75 and total assets are 1975 and CCIP is reduced to 975 so total liabilities are also 1975

[A.2.2.1] Ways to increase the surplus:

[A.2.2.1.a] Increase retained earnings

[A.2.2.1.b] Lower par value of the stock by amend cert of inc (which requires stockholder approval)

[A.2.2.1.c] Change value of the assets to reflect present value rather than historical value (GAAP requires that assets be valued at the historical value)

Example:  value of real estate might appreciate considerably over time but the value under GAAP would remain at the original value

Example: Randal v. Bailey
[B] Dividends

[B.1] Statutes

DE § 170(a)

[B.1.1] Nimble Dividend Provision

[B.1.1.1.a] Explained 1: 

Even if no surplus, can pay dividend if corp. is currently profitable (dividend paid out of corporation’s net profits for the fiscal year in which the dividend is declared and/or out of net profit of preceding fiscal year.  DE is one of few states with this provision.  The certificate of incorp. can impose stricter dividend regiment

[B.1.1.1.a] Explained 2:

Nimble dividends are an exception to the impairment of capital statute – allows for dividends even though paying them would not otherwise be permitted because net assets after payment will be less than the stated capital

Rule:  if sum of RE and CCIP is negative (negative surplus) it can still pay a dividend if it had earnings in the past year – this was an important feature during the depression.

NY §§ 510; 102(a)(8), (9), (12), (13)

Corp can impose on itself a more strict regiment on dividends than is imposed by statute

§ 510(a): Corp can pay dividends on outstanding shares “except when insolvent”

Insolvent in equity § 102(a)(8): Cannot pay debts as they become due (Compare current assets and current liabilities)

(Insolvent in bankruptcy: Liabilities exceed assets)

§ 510(b): Dividends may be declared out of surplus only

§ 102(a)(13): Surplus: Excess of net assets [total assets – total liabilities 

§ 102(a)(9)] over stated capital [sum of all par value of shares that have been issues = (par/share) (# of outstanding, issued shares] 

Surplus = Retained Earnings +  CCIP (Capital contributed in excess of par)

Board can move other assets to stated capital by resolution

Surplus can be increased by starting with a lower par or by lowering par by resolution of board

Can pay dividends out of surplus = Board can, by voluntary distribution of dividends, reduce the assets so long as the amount of reduction on the left hand of the balance sheet can be absorbed on the right hand in the accounts which make up surplus (retained earnings + CCIP)

[B.2] Discussion

[B.2.1] Corps.’ Money Distribution: Corporations can normally distribute funds to shareholders in one of four ways:

[B.2.1.1] Dividends: making pro rate distributions of cash, securities, or interest in other kinds of property

[B.2.1.2] By repurchasing shares/buybacks: Firms repurchase stock when they have accumulated a large amount of unwanted cash or wish to change their capital structure by replacing equity with debt.

Over the time, there has been a big increase in buybacks – the amount spent by management to buyback their own stock.  In other countries, companies can’t buy their stocks back except in liquidation.

The test for when a corp. can buy back shares is if they can pay dividends (Klang).  Thus, management has a choice: they can pay dividends or else buy back stock (this increases the value of the securities held by the remaining shareholders).

[B.2.1.3] By paying shareholder-employees inflated salaries; commonly used in close corp. for tax reasons (a corp. can deduct salaries from its taxable income, but cannot deduct dividends)

[B.2.1.4] On liquidation: by paying each shareholder her pro rata share of corp. assets remaining after the claim of creditors have been satisfied or provided for

[B.2.2] Dividend Characteristics

[B.2.2.1] Long-Run: Firms have long-run target dividend payout ratios.  Mature companies with stable earnings generally pay out a high proportion of earnings; growth companies have low payouts

[B.2.2.2] Changes Matter: Managers focus more on dividend changes than absolute levels

[B.2.2.3] Stable Earnings: Dividend changes follow shifts in long-run, sustainable earnings.  Transitory earnings changes are unlikely to affect dividend payouts.

[B.2.2.4] Fear Reversal: Managers are reluctant to make dividend changes that might have to be reversed.  They are particularly worried about having to rescinding a dividend increase.

[B.2.3] Information Conveyed By Dividends:

How does an investor in such a world separate marginally profitable firms from the real money makers?  One clue is dividends.  Investors value the info. content of dividends and would refuse to believe a firm’s reported earnings unless they were backed up by an appropriate dividend policy.

If a firm chooses a high dividend payout without the cash flow to back it up, that firm will ultimately have to reduce its investment plans or turn to investors for additional debt or equity financing.  Most managers thus don’t increase dividends until they are confident that sufficient cash will flow in to pay them (thus dividends can’t “lie”).

[B.2.4] Reasons Firms Choose Dividends:

One reason that some or many corps. may pay high dividends in the real world is that there is a natural client for high-payout stocks and other investors who look to their stock portfolios for a steady source of cash to live on.

Investors may clamor for higher dividends or a stock repurchase not because these are valuable in themselves, but because they courage a more careful, value-orientated investment policy.

[B.2.5] The Payout Controversy:

A change in payout may provide info about management’s confidence in the future and so affect the stock price.  But does the payout policy chance the value of the stock, rather than simply providing a signal of its value?

Three groups of economists answer this question differently:

[B.2.5.1] Conservative group: believes that an increase in the dividend payout increase firm value

[B.2.5.2] Left: believes that a higher dividend payout reduce value

[B.2.5.3] Center, middle-of-the-road party: claims that payout policy makes no difference (called the MM dividend-irrelevance proposition)

[B.2.5.3.a] Support for center view:

Take for example a firm that wants to increase the dividend payment without changing the investment and borrowing policy.  That money must come from somewhere – the firm can finance the extra dividend by printing and selling more shares.  There must be a transfer of value from the old to new stockholders.  The new ones get the newly printed shares, each one wroth less than before the dividend chance was announced, and the old ones suffer a capital loss on their shares.

The old shareholders can cash in either by persuading the management to pay a higher dividend or by selling some of their shares.  The only difference is that in the former case this transfer is caused by a dilution in the value of each of the firm’s shares, and in the latter case it is caused by a reduction in the number of shares held by the old shareholders.

[B.2.6] Payout Policy

[B.2.6.1] Old Research: Lintner (1956) interviewed management and concluded that dividends are sticky, tied to long-term sustainable earnings, paid by mature companies, smoothed from year to year, and that managers target a long-term payout ratio when determining dividend policy.

[B.2.6.2] Modern Research: 

[B.2.6.2.a] Level of Concern?: Maintaining the dividend level is a priority on par with investment decisions.  However, beyond maintaining a level of dividends per share, payout policy is a second-order concern – increase in dividends are considered only after investment and liquidity needs are met.

[B.2.6.2.b] Target Level?: We find that the target payout ratio is no longer the preeminent decision variable affecting payout decisions.  In terms of when non-payers might initiate dividend payments, two reasons dominate: (a) a sustainable increase in earnings and (b) demand by institutional investors.

[B.2.6.2.c] Repurchase Decisions: Managers may repurchase decisions after investment decisions.  Many executives view shares repurchases as being more flexible than dividends, and they use this flexibility in an attempt to time the market by accelerating repurchases when they believe their stock price is low.

[B.2.6.2.d] The role of taxes?: Executives indicates that taxes are a second-order payout policy concern. Most say that tax considerations are not a common dominant factor in their decision about whether to pay dividends, to increase dividends, or in their choice between payout in the form of repurchases or dividends.

[B.2.7] Note on compelling dividends in close corps.:

Courts will not order a publicly held corp. to pay a dividend.  It didn’t even used to require closely-held corps. to pay them.  But this changed in 1977.

Miller v. Magline (1977): Directors of a closely held corp. adopted a policy under which corp. managers were compensated by a low base alary coupled with an incentive bonus based on a percentage of earnings.  The remaining profits were retained for working capital, and apparently no dividends were paid.

The policy was satisfactory until two of the BODs resigned.  Thus the remaining BOD received over 100K in “incentives” when the war increased their profits (he had been paid $10K before the war).  The two ex-BOD members and stockholders brought suit to compel the corp. to pay dividends.

The court ordered that the corp. pay dividends.

It reasoned that the BODs already were taking a profit distribution via a percentile of profits before taxes.  Therefore, we deem it an untenable position to argue that nonpayment of dividends is justified on the basis that such a concept of profit distribution would imperil the continued well-being of the corp.

To the extent that the management corp., as directors, has adopted a non-dividend policy, we are of the opinion that it has defeated one of the major purposed of a profit corp., that is, to accumulate profits and divided them amongst the corp. owner when that is reasonable and proper.

The discretion of the directors will not be interfered with by the courts, unless, there has been bad faith, willful neglect, or abuse of discretion – a breach of the good faith they must exercise towards the stockholders.

[B.3] Limitations on Dividends Under the Corp. Statutes

[B.3.1] Who does corp. dividend law protect?: The classes of person protected by the corp. dividend statute has not always been clear.

[B.3.1.1] Creditors: the principal objective of dividend law has therefore been the preservation of a minimum of assets as a safeguard in assuring the payment of creditors’ claims.  Actually creditors get very little protection from the traditional dividend statutes.

[B.3.1.2] Maybe the preferences of preferred shareholders? Most corps. don’t have preferred shareholders.

[B.3.1.3] Common shareholder?  No, that’s not generally accepted theory.

[B.3.2] Two types of dividend statutes:

[B.3.2.1] Traditional: Two types --  (1) capital-impairment (or capital-and-surplus or balance sheet test) or (2) earned surplus (income-statement test)
[B.3.2.2] Modern: this is embodied in the Model Business Corp. Act §6.40
Under §6.40(c), a corp. may not distribute dividends, if after making the distribution the corp. would be unable to: (1) pay it’s debts in due course (equity insolvency test), (2) total assets would be the sum of it’s liabilities plus the amount needed (if dissolution happened) to satisfy the preferential rights of shareholders whose rights are superior to those receiving the distribution (balance sheet test).

The BOD can make the determination that a distribution is not prohibited either on financial statements prepared by GAAP or a fair valuation.

[B.3.3] Capital Impairment Test:
[B.3.3.1] Introduction/Definitions:

[B.3.3.1.a] Par value: originally the PV of a share was the price at which it was expected that the share would be issued (sold) by the corp.  A practice emerged under which the par value of stock was not the price at which the stock was to be issued but a purely nominal amount.

[B.3.3.1.b] Legal capital: the sum of (a) the par value of all par-value stock and (b) such addtl amounts as the board assigns to capital, either in connection with the issuances of low-par stock or thereafter.

Thus legal capital is a legal construct.  Economic capital is the amt that the owners of an enterprise have actually invested in the enterprise.

[B.3.3.2] Structure of Traditional Statues

[B.3.3.2.a] Step One: Insolvency test; would paying out the dividends may the corp. insolvent? A dividend may be paid so long as after the payment the corp.’s assets will exceed its liabilities (equity involvency).

[B.3.3.2.b] Capital-impairment: center on whether the corp.’s assets exceed its liabilities plus it capital (is the assets > liabilities + capital?).

Under this test, a dividend cannot be paid if, before or after payment of the dividend, the corps’s assets are or would be less than the sum of its liabilities plus its capital.

[B.3.4] Model Business Corp. Act §6.40
[B.3.4.1] Criticism of Traditional Tests: It has long been recognized that trad. par value and state capital statutes do not provide sign. protection against distributions of capital to shareholders.

The net effect of most statutes was to permit the distribution to shareholder of most or all of the corp.’s net assets – its capital long with its earnings – if the shareholder wished this to be done.

[B.3.4.2] Equity Insolvency Test:

As noted above, older statutes prohibited payments of dividends if the corp. was, or as a result of the payment, would be insolvent in the equity sense.  This test is retained (appears in 6.40(c)(1)).

In determining whether the equity insolvency test has been met, certain judgments or assumptions as to the future course of the corp.’s business are customarily justified, absent clear evidence to the contrary.  These include: (1) contemplated demand for the product, (2) indebtedness are refinancing, (3) consideration of asserted or unasserted contingent liabilities

In exercising their judgment, the directors are entitled to rely on info, opinions, reports, and statements prepared by others.  They shouldn’t be responsible as a matter of hindsight for unforeseen developments.

[B.3.4.2.a] Easily Met: In most cases involving a corp. operating as a going concern in their normal course, info generally available will make it quite apparent that no particular inquiry is needed.  While neither a balance sheet nor an income statement can be conclusive to this test, the existence of a sign. shareholders’ equity and normal operating conditions are of themselves a strong indication that no issue should arise under this test.  The absence of any qualification in the most recent auditor’s opinion as to the corp.’s status as a going concern, coupled with a lack of subsequent adverse events, is normally decisive – distributions are okay.

[B.3.4.2.b] Difficult Cases: It is only when circumstances indicates that the corp. is encountering difficulties or is in an uncertain position concerning its liquidity and operations that the board of directors.

[B.3.4.3] Balance Sheet Test

Section 6.40(c)(2) requires that, after giving effect to any distribution, the corp.’s assets equal or exceed its liabilities plus the dissolution preference of senior equity securities

§ 6.40(d) authorized asset/liability determinations to be made on the basis of either (1) financial statements prepared on the basis of accounting practices and principles that are reasonable in the circumstances or (2) a fair valuation.  The BOD can choose with method to use.

[B.4] Klang v. Smith’s Food & Drug Centers, Inc. (1997): unless a company is obvious acting in bad faith, courts will defer to the BOD’s judgment about whether dividends should be paid/shares should be repurchased (same test); this is a basic application of the capital impairment test
[B.4.1] Facts:

[B.4.2] Issue: Appeal calls into question the actions of a corp. board in carrying out a merger and self-tender offer.  P alleges that a corp.’s repurchase of shares violated the statutory prohibition against the impairment of capital.

SFD was to repurchase 3mil shares of preferred stock from Smith (the CEO).  SFD hired an investment firm to consider whether the transactions would endanger SFD’s solvency and would not impair SFD’s capital in violation of the statute.  The firm said that the repurchase was fine.

This was seriously shady.  The corp. knew that their balance sheets showed a capital impairment so they reorganized their assets to meet the statutory requirements.  The corp. can only buy back shares (redemption) if they can finance it with surplus (assets exceed liabilities).


P claims that: (1) SFD’s balance sheets constitute conclusive evidence of impairment and (2) even allowing the Board to “go behind the balance sheet” to calculate surplus does not save the transactions because the method did not adequately taken into account all of SFD’s assets and liabilities.

[B.4.3] Holding: We hold that there was no impairment of capital and thus the repurchase was all right.

No corp. may repurchase or redeem its own shares except out of surplus (statutorily defined).  Balance sheets, however, are not conclusive of surplus.  Directors have reasonable latitude to depart from the balance sheet to calculate surplus, so long as they value assets and liabilities in good faith, on the basis of acceptable data, by methods that they reasonably believes reflect present values, and arrive at a determination of the surplus that is not so far off the mark as to constitute actual or constructive fraud.

[B.4.4] Reasoning:

[B.4.4.1] Balance Sheets: The BOD released a balance sheet showing that the merger and self-tender offer would result in a deficit to surplus on SFD’s books of more than $100mmil.  P argues that this is conclusive that the repurchase wasn’t statutorily valid.

But the books do not necessarily reflect the current values of the assets/liabilities of the corp.  Among other factors, unrealized appreciation or depreciation can render book numbers inaccurate.  It is unrealistic to hold that a corp. is bound by its balance sheets for purposes of determining compliance with the DE statute.  We allow a corp. to revalue properly its assets and liabilities to show a surplus.

This is the difference between accounting (accountant) and valuation (investment bankers): things that have already happened vs. things that will probably happen.  Thus in DE, you don’t have to use GAAP as exclusive financial statements.

[B.4.4.1.a] Consider the Purpose: It’s important to remember the purpose of this statue.  It was enacted to prevent  boards from draining corps. of assets to the detriment of creditors and the long-term health of the corp.  Regardless of what a balance sheet that has not been updated may show, an actual, though unrealized, appreciation reflects real economic value that the corp. may borrow against or that creditors may claim or levy upon.  Allowing corp. to revalue assets and liabilities to reflect current realities complies with the statute and serves well the policies of the statutes.

[B.4.4.2] Valuation Method:

We hold that the SFD board revalued the corp. assets under an appropriate method.  The statute doesn’t mandate a facts/figures balancing of assets and liabilities to determine the surplus.

In the absence of bad fair or fraud on the part of the board, courts will not substitute our concepts of wisdom for that of the directors.  Nor has P met his burden of showing that the methods and data that underlay the BOD’s analysis are unreliable or that its determination of surplus is so far off the mark as to constitute actual or constructive fraud.

[B.4.5] Note: Under almost every dividend statute the test for the legality of a repurchase is substantially the same as the test for the legality of a dividend.  Accordingly, Klang governs the payment of dividends under the DE statute as well as the repurchase of stock.

Professor Slain says that this is appalling precedent, we should be looking at dividends as accountants would. How meaningful are DE limitations if they are so easily avoidable?

[IV] Issuing Stock and Paying Dividends: Issuing Stock

[A] Consideration:

[A.1] Statutes:

DE Const. Art. IX § 3

DE §§ 152, 153

NY § 504

[A.2] Discussion:

Three types of consideration: money, labor done, property received (this is controversial because could a trade secret be property?)

[A.2.1] Statutory Explanation:

Authorized capital stock is a ceiling on the power of a corp. to create new shares.

NY § 501(a): No class shall be issued with limited or defined dividend or liquidation rights unless 1 or more classes of stock or bonds are entitled to full voting rights.  This seems to require that before preferred class may be issued (with limited voting or liquidation rights), common stock (with full rights) must be outstanding

NY §402(a)(6); DE §102(a): Blank Series Preferred -- Advance grant of power to set forth alternative classes. The Corp can issue X shares of stock with all other features of stock to be determined by board.

[A.2.2] Par value:  par value has two areas of significance:

[A.2.2.1] Consideration: Sets a floor on consideration that corps must receive for issuance of stock

[A.2.2.2] Dividends: Par value is a factor in computing dividends

[A.2.2.3] If no par value?: If no par value then corps still has to receive consideration in exchange for the stock, court will assign a value

[A.2.2.4] Decline in popularity of par value:

In 1954, Congress passed an excise tax on stocks based on par value called “original issue tax”; if no par value then arbitrarily given $100 value; so this drove down the par values, but par values didn’t go down to very small amount like $1 because sounded too cheap; most par values now in $10-20 range; 

Only two states have stuck with par value:  NY and DE

[A.2.3] If stock is to be issued, it must be:

[A.2.3.a] Duly authorized: Certificate contemplates issuance of this amount of shares and this class (look at outstanding shares and certificate)

[A.2.3.b] Validly Issued: Check minutes to make sure board is authorized to sell stock

[A.2.3.c] Fully Paid: All consideration received and it is at least equal to legal minimum; DE § 156: Atypical, permits sale and issuance of partly paid stock

[B] Types of Stock

[B.1] Introduction:  Preferred stock is an alternative to debt security.  Preferred stock cannot be sold in an open market like common can.

[B.1.1] The Basics:  

[B.1.2] Types of Preferred Stock:

In law, to say that a stock is preferred stock is only to say that it is in some respect preferred to the common stock.  There are a lot of ways it could be preferred. 

[B.1.2.1] Dividends:

The preferred may be (in practice, always) preferred as to dividends.  It may be participating or non-participating (it may or may not share in dividends with junior securities after the preferred dividend has been paid).  The preference may be cumulative, non-cumulative, or cumulative if earned.
The only consequence of the preference is that you cannot make a payment in respect of junior security until you’ve paid the preference amount.  Accrued dividends are not a debt that give you a right to sue.

[B.1.2.2] Liquidation: A preferred may or may not be preferred upon liquidation (again, in practice, all are so preferred).  The most usual liquidation preference is par value plus accrued dividends.  After receiving this preferred liquidation distribution, the stock may be participating or non-participating in further distributions.

[B.1.2.3] Voting: There are a wide variety of voting rights for preferred stock:

[B.1.2.3.a] Full voting rights: (unusual) here each share of preferred votes on all issues with the common; the preferred share may have a vote which is some multiple of a common share’s vote

[B.1.2.3.b] Class voting rights: The class has to support a proposition or else it won’t pass; gives the class “veto” power

[B.1.2.3.c] Contingent voting rights: the contingency is the failure to pay dividends (Baron is an example).  Note that NYSE’s listing standard preclude listing a preferred that does not have at least this much voting power.

[B.1.2.3.d] Limited voting rights: some matter may have special significance for preferreds and thus this is the only time they have a right to vote.

[B.1.2.4] Redemption: Common stock doesn’t have redemption.  But, because preferred, however, are often created, bought and thought of as an alternative to bonds, rather than as an alternative to common stock, state statue permit issuance of redeemable (callable) preferreds.

[B.1.2.5] Conversion: The preferred may be convertible into common stock.

[B.1.2.6] Preferred Packages Example:

[B.1.2.6.a] Merger:  Assume an acquisition situation in which the seller insist on assured income, assured representation on the board of directors, a veto power over mergers and other acquisition, and a conversion privilege.  All of these provisions can be drafted into the preferred, which winds up incorporating all the rights of the seller.

[B.1.2.6.b] Closed Corp.: a preferred might be packaged to make a deal with an investor in a closed corp.

[B.2] Baron v. Allied Artists Pictures (Year): dealing with the contingent voting rights of a preferred when dividends aren’t paid; the BOD has good faith discretion to choose when to pay dividends

[B.2.1] Facts:

[B.2.1.1] Corporate Body:

Allied's certificate of incorporation was amended in 1954 to permit the issuance of 150,000 shares of preferred stock at a par value of $10.00, with the dividends payable quarterly on a cumulative basis. The amended language of the certificate provides that the preferred shareholders are entitled to receive cash dividends 'as and when declared by the Board of Directors, out of funds legally available for the purpose . . ..' 

The amended certificate further provides that:

'. . . in case at any time six or more quarterly dividends (whether or not consecutive) on the Preferred Stock shall be in default, in whole or in part, then until all dividends in default on the Preferred Stock shall have been paid or deposited in trust, and the dividend thereupon for the current quarterly period shall have been declared and funds for the payment thereof set aside, the holders of the Perferred Stock, voting as a class, shall have the right, at any annual or other meeting for the election of directors, by plurality vote to elect a majority of the Directors of the Corporation.

Allied has paid no dividends as to the preferred shares since 1963. By September 1964 the corporation was in default on six quarterly dividends and thus the holders of the preferred stock became entitled to elect a majority of the board of directors. They have done so ever since.

[B.2.1.2] P’s Complaint/Allegations:

Plaintiff, a common stockholder, of the D brought suit to have the 1973 election of directors declared illegal and require the D to conduct a new election.

Plaintiff charges that the present board of directors of Allied has fraudulently perpetuated itself in office by refusing to pay the accumulated dividend arrearages on preferred stock issued by the corporation which, in turn, permits the preferred stockholders to elect a majority of the board of directors at each annual election so long as the dividend arrearage specified by Allied's certificate of incorporation exists.

Plaintiff points out that during several years between 1964 and 1973 the corporation had, on occasion, sufficient net income to contribute to the sinking fund or to pay the dividend arrearages. Defendants argue that when viewed overall it was not until the end of the fiscal year terminating June 30, 1973 that Allied had, for the first time, a capital surplus available for preferred dividends, and that this surplus was only $118,000, or less than half of the amount necessary to liquidate the preferred dividend arrearage.

Specifically, plaintiff charges that the corporation had both the legal and financial capability to pay off the Internal Revenue obligation and the dividend arrearage prior to both the 1973 and 1974 annual election of directors which, had it been done, would have prevented the preferred shareholders, as controlled by Kalvex, from reelecting a majority of the board.

[B.2.2] Issue: Do the board of directors, who are elected by the preferred shareholders, being only a caretaker board, have a duty to use such (allegedly surplus) funds to pay the dividend arrearage and to thereupon return control of the corporation to the common stockholders at the next annual election?

More specifically, should the court void this contractual right because of the deliberate refusal (allegedly) of the preferred shareholders to see themselves paid as soon as funds became legally available for that purpose?

Finally, how much discretion can the BOD of a corp. exercise when determining whether to pay dividends?
[B.2.3] Holding: the contractual right to elect a majority of the board continues until the dividends can be made current in keeping with proper corporate management, but that it must terminate once a fund becomes clearly available to satisfy the arrearages and the preference board refuses to do so.
[B.2.4] Reasoning:

[B.2.4.1] Contract Rights:  It is well established that the rights of preferred stockholders are contract rights.

[B.2.4.2] BOD has discretion in when dividends are to be paid:

The determination as to when and in what amounts a corporation may prudently distribute its assets by way of dividends rests in the honest discretion of the directors in the performance of this fiduciary duty. Before a court will interfere with the judgment of a board of directors in refusing to declare dividends, fraud or gross abuse of discretion must be shown.

It is clear, however, that Allied's present board does have a fiduciary duty to see that the preferred dividends are brought up to date as soon as possible in keeping with prudent business management.

The mere existence of a legal source from which payment could be made, standing alone, does not prove that the BOD abused their discretion or acted fraudulently.

The court refuses to accept P’s position that the court should limit the discretion given the board by the certificate of incorporation, and make the decision of pay arrearages mandatory upon the emergence of a lawful financial source even though the corporate charter does not require it.
[B.3] Rotschild Int. v. Liggett: cash-out merger

[B.3.1] Facts:

[B.3.1.1] Corp. Info:

This suit arises out of a combined tender offer and merger whereby GM Sub Corporation acquired all outstanding shares of the defendant Liggett Group, Inc..

At the time of the tender offer and merger the plaintiff Rothschild International Corporation was the owner of 650 shares of the 7% Cumulative Preferred Stock of Liggett Group, Inc.

Under the terms of the merger those who remained shareholders of Liggett after the tender offer were paid the same consideration for their shares in the merger as had been offered to them in the tender offer. In other words, the remaining owners of the 7% Preferred were merged out of Liggett at $70 per share.

This preferred stock had a fixed par value of $100/share; it carried with it a liquidation value of $100/share; it could not be redeemed; it was not convertible; preferreds had no right to vote on proposed mergers; and it was not subject to call. 

[B.3.1.2] P’s Position:

It is the position of Rothschild that under the applicable provisions of the certificate of incorporation of D all of the 7% Preferred shareholders were shortchanged $30 per share under the terms of both the tender offer and the merger. P charges that D breached a fiduciary duty to the 7% Preferred shareholders by not causing them to be paid the full contractual value of their preferred shares.

[B.3.2] Issue: Was the combined tender offer and merger constituted a liquidation of Liggett insofar as the rights of the 7% Preferred stock were concerned, thus entitling its owners to receive the liquidation preference of $100 per share?
[B.3.3] Holding: No.  This wasn’t a liquidation so there are no rights to collect $100/share.

[B.3.4] Reasoning:

[B.3.4.1] P’s Arguments: The court rejected the three theories in support of the contention that the merger/tender offer constitutes a liquidation.

[B.3.4.1] Liquidation was the only value of the stocks:

P points to the now-unusual features of the 7% Preferred. Since it was not callable, not redeemable and not convertible into any other security, it was strictly a vehicle for investment at a fixed and guaranteed 7% return. According to the certificate of incorporation, the only way that its value as a share of stock could be realized to its owner was in the event of liquidation.

From this Rothschild proceeds to the conclusion that any elimination of the 7% Preferred in return for the payment of its value necessarily constitutes a liquidation insofar as the 7% Preferred is concerned.

[B.3.4.1.b] Compare to Other Preferred Stocks:

Rothschild points to the language in Liggett's charter which created the $5.25 Convertible Preferred stock. There, it was specifically spelled out in language which would now appear to be standard in more modern times that a merger, a sale of assets or certain other transactions would not constitute a "liquidation" for the purpose of the liquidation rights given to the $5.25 Convertible Preferred. The charter language pertaining to the 7% Preferred contains no such exception or qualification.

[B.3.4.1.c] The assets were all taken – just like a liquidation:

Rothschild points out that it was the announced intention of Grand Met from the outset to acquire all outstanding shares of Liggett. GM Sub, acquired all of Liggett, and thus all of its assets. In return, in net effect, all of Liggett's former shareholders were paid for the value of their shares. 

Since the liquidation of a corporation can be accomplished by selling all of its assets, satisfying its obligations and paying the amount remaining proportionably among its shareholders according to their respective interests, Rothschild argues that in the business sense of the transaction that is precisely what happened here. P wants a conclusion that “as a matter of practicality” this was a liquidation.

[B.3.4.2] The court isn’t persuaded:

[B.3.4.2.a] This just wasn’t a liquidation:

Quite simply, no liquidation of Liggett occurred here. It still existed as a corporate entity following the tender offer and merger. It still retained shareholder status even though all shares merged in one owner. What happened was that all of its outstanding shares were acquired by a single owner. The corporation did not sell off all of its assets, pay its obligations, distribute the remaining proceeds to its shareholders and cease to exist as a corporate entity.

The fact that the practical effect of the transaction as to the 7% Preferred shareholders may have been similar to the result that would have followed from a liquidation does not make the transaction a liquidation.
[B.3.4.2.b] A merger is unique under the statutes:

The Delaware General Corporation law recognizes the concept of a merger. It is separate and distinct from a liquidation or a sale of assets. Indeed, the argument that a good faith merger is essentially a sale of assets when it suits a plaintiff to view it as such has long since been put to rest in Sterling v. Mayflower.

[B.3.4.2.c] A merger can fuck over preferreds:

It has been held that preference rights of preferred stock can be eliminated legally through the merger process.

In Federal United Corp. v. Havender (1940), the court rejected the argument that accumulated dividends on preferred stock could not be eliminated by means of a merger because, under the circumstances there prevailing, the merger amounted to nothing more than a recapitalization of the corporation and under the prevailing law applicable to a recapitalization such action could not be taken without paying the accumulated dividend arrearage.

The court justified this because he has not been deceived nor lulled into the belief that the right to such dividends is firm and stable. On the contrary, his contract has informed him that the right is defeasible; and with that knowledge the stock was acquired."
Delaware Independent Legal Significance Doctrine: If there are multiple ways of achieving something under DE law, party gets to choose which way and other parties cannot complain that if you had done it differently I would have more rights; Rights of preferred treated like rights of creditors, contractual, get what you bargain for, not like rights of common which are owed a broad fiduciary duty.

[B.3.4.2.d] Express Terms Must be Given Their Meaning: The preferential rights attaching to shares of preferred stock are contractual in nature and are governed by the express provisions of a corporation's charter.

Under the express language of Liggett's charter the holders of the 7% Preferred were entitled to be paid the $100 par value of the shares only in the event of "any liquidation of the assets of the Corporation (whether voluntary or involuntary)." From this there can be no presumption that they would also be paid the par value under other circumstances.

[B.4] Jedwab v. MGM Grand Hotels, Inc. (1986): extent of BOD’s fiduciary duty to preferred shareholders

[B.4.1] Facts:

P, preferred stockholder sued as a result of the merger of MGM and Bally Manufacturing for $440mil, leaving the MGM BOD to allocate that between common/preferred.  The allocation ultimately agreed on was $18 per hare for the common and $14 for the preferred.  After the approval of the transaction by the common (the preferred having no vote), P sued, alleging a breach of fiduciary duty to the preferred.

[B.4.2] Issue: In these circumstances, does D, the BOD of MGM, owe any fiduciary duties to the preferred shareholders other than the duty to accord to such holders the rights, powers and preferences set out in the certificate designating and defining the legal rights of the preferred?

[B.4.3] Holding: Yes.  They owe them the same fiduciary duties owed to all shareholders. Where the right asserted is not to a preference as against the common stock but rather a right shared equally with the common, the existence of such right and the scope of the correlative duty may be measured by equitable as well as legal standards

[B.4.4] Reasoning:

[B.4.4.1] D’s Argument:  The court rejects D’s argument that all rights of preferred shareholders are contractual in nature.”  They then go on to argue (analogizing to the wholly contractual rights of bondholders--as to which no "fiduciary" duties extend) that the only duties directors have to preferred shareholders are those necessary to accord the preferred rights set out in their contract, i.e., the document designating the rights, preferences, etc., of their special stock.

The flaw in this argument lies in a failure to distinguish between "preferential" rights (and special limitations) on the one hand and rights associated with all stock on the other.

[B.4.4.2] An example of the rights of preferreds where not contractual:

But absent negotiated provision conferring rights on preference stock, it does not follow that no right exists. The point may be conclusively demonstrated by two examples. 

If a certificate designating rights, preferences, etc. of special stock contains no provision dealing with voting rights or no provision creating rights upon liquidation, it is not the fact that such stock has no voting rights or no rights upon liquidation. Rather, in such circumstances, the preferred stock has the same voting rights as common stock or the same rights to participate in the liquidation of the corporation as has such stock.

[B.4.4.3] Fiduciary Rights Owed to Ps: Accordingly, without prejudging the validity of any of plaintiff's liability theories, I conclude that her claim (a) to a "fair" allocation of the proceeds of the merger; (b) to have the defendants exercise appropriate care in negotiating the proposed merger and (c) to be free of overreaching by Mr. Kerkorian (as to the timing of the merger for his benefit) fairly implicate fiduciary duties and ought not be evaluated wholly from the point of view of the contractual terms of the preferred stock designations.

[V] Fundamental Changes

[A] Charter Amendments

[A.1] Introduction

These fall outside of the usual rule that the management shall be by the board of directors; in every state these transactions cannot be effective without the shareholder approval.

[A.1.1] Statutes:

DE § 242(a),(b)(1),(2)(4)

NY §§ 801, 803-04

[A.1.2] Voting on Changes

[A.1.2.1] Bylaw Amendment: you need a majority of the quorum; so if you have 1K shares but only 600 shares attend the stockholders’ meeting, only 301 have to vote in favor of the amendment.

[A.1.2.2] Charter/Certificate of Incorporation Amendment: DE 242a, NY 801, 803-5
You need a majority of the issued shares; so you’d need 501/1000

Cert of inc are basically multi-lateral contracts among the shareholders; unanimous consent to changes would be required like in any contract if the state didn’t reserve the power for cert of inc to be amended with less than unanimous vote – every state has reserved this power, however (Trustees of Dartmouth College v. Woodward)

[A.1.2.2.a] supermajority provisions are preserved (NY 803a, DE 616b)

Example:  if cert of inc says that to elect directors you need 70% of shares for quorum then you cannot by a simple majority of the stock eliminate the provision

[A.1.2.2.b] Procedure:

(1) Board resolution for a charter amendment; SH CANNOT.  He can try to pass a percatory resolution tho; (2) shareholder meeting; (3) approval of majority of shares and classes (if releveant); 

[A.1.2.3] Usage of Class Voting: In every state, the statutes provide that some fundamental changes trigger class voting rights in even the shareholders who don’t have contractual voting rights 

[A.1.2.3.a] NY: class voting rights are triggered whenever a new class would subordinate the existing class but not with an increase or decrease in the aggregate number of shares unless the amendment changes existing shares into a different number of shares 

[A.1.2.3.b] DE: class voting rights are triggered if the aggregate number of shares are changed or if the contractual provisions of the existing stock is changed.

[A.1.2.3.c] Voting Hypos:

[1] Preferred Rights:

Corp. Y charter says:

1000 shares of common

500 shares, $100 par value, 6% cumulative preferred

preference: before any dividends is declared or paid on the common

A meeting has been called to consider a proposal.  The proposal is to (a) create a new class of prior preferred stock and to (b) increase the authorized number of shares of existing preferred.

DE law: preferred get to vote on (a) but not (b) because it doesn’t change the text of their rights.  If the amendment would allow the new preferreds to receive dividends before every other shareholder then that would change the contractual provisions.

NY law: preferred don’t get to vote on (a) but do get to vote on (b) because that could subordinate their rights.

Compare 242(b)(4) DEL & 616(b) NYBCL.

[2] Common Class Voting

Preferred  425 yay and 0s nays (they have a class vote)

Common   350 yay and 600 nays

Totals 775 yays and 600 nays

Do the commons here have a class vote?  

DE: §242b is not interpreted as giving the junior classes a class vote when the senior class does.  There are very few instances in DE in which the common class has a class vote.  Thus, this resolution would pass because you only need a majority of the overall and a majority of the class voters (here the preferred).

NY: commons do have a class vote and the amendment would fail.

[A.1.2] Reserved Power: Power of state to amend corp charter  (NY 110, DE 394)

Mcnulty v. Sloane – reserved power can be used to allow corps to do away with accrued dividends without unanimous shareholder approval

[A.2] McNulty v. W. & J. Sloan: de facto mergers won’t be treated as such; any property right that does not exist separate from the certificate can be altered

[A.2.1] Facts:

P, holder of preferred shares acquired both before and after the corporate law amendment, challenges the validity and applicability of that corp. law amendment that permits the corp. to amend its certificate of incorp. for reclassification of shares.  

Under the plan of reclassification, holders of the new prior preferred stock received the right to vote, which they did not have before, and they also were given control of the BOD in the event that dividends on their stock were two years in arrears.  The right to vote, together with the common shares they received gave the owners of the new preferred stock voting control of the company.

The stockholders supported this reorg. plan via a vote, so a certificate of amendment of the certificate of incorp. was filled.

[A.2.1.1] Reason they want to do away with accrued dividends:

Because there were so many unpaid dividends had accrued during period between the depression and WWII that the corp would never be able to increase its production capacity and inventory as GIs returned from Europe if all their profits went to paying off the unpaid dividends – everybody is better off by allowing the profits to be reinvested.

[A.2.2] Issue: (1) Was the statutory amendment unconstitutional, and (2) if it was constitutional, does it apply to stock acquired prior to the amendment?

More specifically: (1) whether Section 36 of the Stock Corp. Law of NY, as amended, is const.  Did the legislature have the power to authorize a corp., by a vote of two-thirds of the holders of two-thirds of each class of stock, to amend it’s certificate of incorp., to provide for a reclassification of its shares in such a way as to eliminate cumulative preferred dividends which have accrued but which have never been declared? Any stockholder not agreeing to the plan of reclassification has the opp. to dissent and be paid the appraisal value of his stock in cash.  (2) Whether, assuming the const. of the amendment, it applies to dividends which have accrued before as well as after its enactment (but which have not been declared).

[A.2.3] Holding: Yes and yes!

[A.2.4] Reasoning:

[A.2.4.1] Constitutionality Question:

[A.2.4.1.a] Previous Jurisprudence:  In Trustees of Dartmouth v. Woodward, SCOTUS held that a corp. charter constituted a contract between the state and the corp. which could not be altered or changed by the state.  All the states took the advice of one of the justices to reserve in the const./statute of the state the power to alter the laws/acts pursuant to this section regarding the formation of corps.

Courts later held that the authority of the state under the so-called reserved power is wide; but it is not unlimited.  The corp. character may be repealed or amended but neither vested property rights nor the obligations of contracts of third persons may be destroyed or impaired.

[1] “Vested right”: a confusing as hell term. The phrase is susceptible to many meanings.  Whenever the court was of the opinion that certain rights of stockholders could not be interfered with, they characterize those rights as vested.  The doctrine of vested rights was found to be inadequate as a general test and replaced.

[2] Scope of reserved power: There are some states that view this reserved power narrowly, and hold that it does not cover contract relations between the stockholders themselves.  But NY courts have given it “broad meaning” generally the reserved power extends not only to the K between the corp. and the state but to the K between the corp. and the stockholders or between stockholders.

[A.2.4.1.b] Modern Jurisprudence:

[1] Legislative Intent Matters: The law on this point was clarified in NY in Davison.  The judicial problem is not whether a particular preferential right is vested or not, but rather what was the legislative intent as to it.

[2] Application to Accrued Dividends:

It is obvious that the right to accumulate dividends accrued by lapse of time but not declared, is not in the nature of a debt.  There is no debt until that dividend has been declared.  The only effect of a provision of accumulated dividends in a cert of incorp. is to restrict the corp. from declaring dividends on other classes of stock until the cumulative dividends have been declared and paid.

No preferred stockholder has a right to demand that the dividends be paid him merely because a period of time has elapsed.  The directors, before declaring any dividends, must take into consideration not only the earnings, but also the business needs of the corp.

Thus, a preferred shareholder right is only to receive dividends first should dividends be declared.  However, you aren’t really entitled to any property (dividends) but rather an order in receiving property.

Of course, if a right to a specific sum of money has accrued this right would be preserved against impairment by the const. provision protecting property, but that is because this property right then exists separate and apart from and in addition to the K.

[A.2.4.2] Applicability Question: The act specifically provides that a corp. may abolish cumulative-dividends, whether or not accrued, which shall not have been declared.  

[A.2.4.2.a] Statutory Purpose: In construing a statute great weight is given to the purpose that it is intended to accomplish.  The amendment was designed to relive the plight in which many corps. found themselves thru the accumulation, in the course of many years, of substantial amounts of accrued but undeclared dividends.  To constitute the statute in the sense contended for by the P would render it in large measure ineffective.

[A.2.5] Professor’s Analysis:

This is an example of the judiciary and the best and worst: best because this is a hard problem and it had a solution and worst because the analysis is horrible.  That’s fine as long as nobody takes the reasoning seriously and says it’s a precedent for other things.

In each state corp. law about what amendments to the charter may be made, there is a provision that allows you to wipe out the accumulating dividends.
[B] Merger and Sale of Assets

[B.1] Introduction

[B.1.1] Statutes

[B.1.1.1] Mergers:

DE §§ 251(a)-(c), 259(a), 261

NY §§ 901-03, 906

There are three basic ways to acquire another corp: (1) statutory merger, (2) Buy majority of stock from shareholders, wholly owned subsidiary (B) (stock for stock), and (3) acquire all of corp’s assets (stock for assets)

[B.1.1.1.a] Notes on the DE Merger Statute:

[1] Ban on Survivor Amendments: The requirement of Del §251(f) that the survivor’s certificate of incorp. not be amended is designed to assure that the merger technique cannot be used to deprive stockholders of the voting right that they would enjoy if the certificate were being amended under section 242.

[2] 20% Limitation: The theory underlying the 20 percent limitation on increasing the number of common shares – is that a merger that involves less than 20% of the survivor’s shares is not such a major change as to require a stockholder vote, and is really no more than an enlargement of the business that could be achieved by other means without triggering voting rights.  

When business needs demand that the acquisition take the form of a merger rather than a purchase of assets or shares, the premise of the statute is that the merger should not require a stockholder vote when other procedures with nearly identical economic consequences do not require a stockholder vote.

[B.1.1.1.b] Note on NY Merger Statute:

In §903(a), there is what seems to be a complicated story about how the voting works.  But NY changed most of the required vote from 2/3 to a majority.  And the 2/3 still applies to corp. formed prior to the amendment date (1998) except unless they opted into the later arrangement.  Therefore, you always see this long thing in the statute about pre-1998 corp. but that’s all it says.  It’s not that confusing.

[B.1.1.2] Sale of Assets

DE § 271(a) (cf. § 272)

NY § 909 (cf § 911): note that NY gives a right of appraisal to the selling company shareholders (§910(a)(1)(b)) but DE does not

[B.1.1.3] Introduction to the combination options:

[B.1.1.3.a] Statutory Merger: Merge you’re A company into my B company.  If you want the surviving company to be named A, then you can just change the name of B company after the merger is complete.

You can also consolidate under the statute.  We could create a new company, C, and consolidate A&B into C.  There isn’t any really important difference between merger and consolidation.

[B.1.1.3.b] Triangular Merger: You could do a triangular merger and merge my corp. into your subsidiary.

[B.1.1.3.c] Reverse Triangular Merger: If my charter is really important to you then you could set up a subsidiary and then merge that into my company (reverse triangular merger).

[B.1.1.3.d] Purchase Assets: Another way to do it is buy all the assets and employees because then you basically have the business.  This lets you wind up in the exact same place.  One corp. and the shareholders of that corp. are the shareholders of the two prior corps.

[B.1.1.3.e] Comparison of Purchase/Statutory Mergers:  Since a purchase and a merger have the same affect, why would you choose one?

[1] Voting: A statutory merger requires a shareholder vote of each corp.; a sale of all assets requires a shareholder vote in the selling corp. but not in the buying corp. (unless: (a) the certificate of incorp. requires it, which is unlikely, (b) there is not enough authorized stock for that to happen, we need to amend the certificate of incorp. to get more authorized stock which requires shareholder vote, or (c) if the buying company is listed on the stock exchange, those exchanges have a shareholder approval policy; if the corp. will acquire 20% or more of another company those provisions require a shareholder vote

[2] Ease: the statutory merger is really easy to do mechanically.  You just have to prepare an instrument of merger (it’s a one page short document).  You file it in the office of the secretary of state (or if it’s multi-state, both states’ offices).  You have to be sure that it’s effective at the same time in each state.  Then you’re done.  BAM!  

Contrast this with the sale of assets.  You could transfer with a single document but there are a lot of assets that have to be distributed piecemeal.  If the other co. owns land in lots of different places, you’ll have to prepare deeds for each one.  This is just a nuisance!  There are lots of documents that a simple bill of sale won’t transfer.  You’d have to sell the aircraft and ships separately!  It’s just a really big pain.

[3] Liabilities:

In a merger, you take on all the liabilities/responsibility of the old company.

In purchase transactions, the deal is that the acquiring co. assumes all of the obligations of the selling co. disclosed to it -- only those that are on the books and otherwise known to the acquiring corp.  This leaves behind unknown liabilities.  

This is a good idea when you get a closely held small co. (or even a small public co.).  In a closed corp. the management may “live” out of the corp. pocket.  That is lots of their personalized expenses are included.  You could find the cost of building a swimming pool at the manager’s house included in the books about building something for the corp.  These present a potential for tax liability (serious ones).  They aren’t going to tell you about how they lied and built their swimming pool in contravention of the federal statute.

[B.1.2] Statutory Mergers:

[B.1.2.1] Definition: statutes under which one corp. (the survivor) succeeds to the assets and liabilities of the other corp. by operation of law.
The surviving corp. takes over the complete legal position of the disappearing corp.  All the property, debts, obligations are acquired by the surviving corp. as tho originally incurred.  This includes unknown and unknowable liabilities because the complete legal position is subsumed.

(1) downstream merger: parent into subsidiary

(2) cash out merger: the survivor issues cash as well as stock or securities, which resemble debt or redeemable stock mergers
[B.1.2.2] Steps of a Statutory Merger:

(1) Negotiate – the BOD must initiate the merger/sale, (2) draft a letter of intent (notice to shareholders), (3) seek BOD/shareholder approval of BOTH corp – DE requires approval of majority of shares entitled to vote (4) file the articles with the secretary of the state, (5) stock or other consideration issued by the surviving corp. is exchanged for the stock and other securities of the disappearing corp. and (6) by operation of the law, the survivor acquires all the rights, privileges, franchises, and assets of the disappearing corp., and assumes all of its liabilities.

Note: all shareholders entitled to notice even if not entitled to vote (§ 251(c), § 903(a))

[B.1.2.2.a] Who gets to vote?

[1] DE: § 251(c) Contractual question: Holders of common stock and any other stock that has voting power on issue

[2] NY § 903 (Used to require 2/3 majority to pass merger; now simple majority – those created after 1998 and those who opted for a majority regime in their cert of incorp)

Different from DE because it provides for: (a) possibility of a class vote and (b) vote by shareholders who do not have contractual voting rights if they would have had a vote in new terms in the certificate of incorporation of surviving corp had been added to disappearing corp’s certificate through amendment

[B.1.2.2.b] What does the disappearing corp shareholder gets?:

Traditionally, owners of shares of disappearing become owners of shares of acquiring corp

Today, almost all states provide for a cash-out merger rather than payment in stock of surviving corp

[B.1.2.3] Abandonment.  Authority is given to the boards of both constituents to abandon the merger at any time up to the effective date of the merger, upon the occurrence of certain defined conditions – for example if a constituent suffers substantial loss as a result of catastrophe of if more than a defined % of shareholders exercise appraisal rights.

[B.1.2.4] Consolidation: A statutory consolidation is identical to a statutory merger, except for the fact that in a merger one constituent fuses into another, while in a consolidation two (or more) constituents fuse to form a new corp.  These is hardly ever employed though and the law treats it just like a merger anyway.

[B.1.3] Alternate Forms of Mergers and de facto mergers

Stock for assets/stock has the same consequences as a statutory merger – that is, a tax-free merger.

[B.1.3.1] Stock-for-Assets:

Corp. A issues shares of its own stock to Corp. B in exchange for sub. all of B’s assets.  A agrees to assume B’s liabilities.  In some cases,, however, A may assume B’s liabilities only on a selective basis.  Usually, B agrees that upon completion of the exchange it will dissolve and distribute its stock in A to its own shareholders.  The major reason for this is that A does not want a large block of its stock concentrated in a single holder.  It is also agreed or understood that some of all of B’s officers and directors will join A’s management.

[B.1.3.1.a] Procedure:

[1] DE § 272(1) Asset sale must be initiated by board, approval identical to merger for sellers unless asset sale in ordinary course of business; no shareholder approval needed for purchasers
[2] NY § 909(a)(1): Asset sale must be initiated by board, approved by shareholders of selling corp. unless sale of assets in the ordinary course of business; difference from statutory merger voting is only people who get to vote are those with voting rights, no class vote

[3] Any circumstances that acquiring corp votes?:

If acquiring needs to issue new stock to do the deal they may require shareholder vote if they have already issued all the authorized stock permitted under certificate.

If acquiring needs to issue new stock to do the deal they may require shareholder vote if they have already issued all the authorized stock permitted under certificate. BUT if listed on NYSE, exchange has to approve shares to avoid delisting of existing shares. Under listing policy, if acquisition has the potential to increase the outstanding shares by more than 20% there must be a shareholders vote regardless of state law requirements (policy becomes a new source of law). DE § 251(f) has same provision, nothing in NY state law
[B.1.3.2] Stock-for-Stock:

Corp. A issues shares of its own stock directly to the shareholders of Corp. B in exchange for an amount of B’s stock – normally at least a majority – sufficient to carry control.  B becomes a sub. of A.  Frequently B is then liquidated or merged into A – but whether or not this occurs, B’s assets will be under A’s control.  Such a combo. Does not require approval by B’s management, since corp. action by B is not required.

[B.1.3.3] De facto Merger?:

One possible way to view such a combinations is as a de facto merger.  If the combo is viewed as a de facto merger, then in the normal case, it requires a vote of both A and B’s shareholders and triggers appraisal rights in both A and B’s shareholders.

Or the transaction should be characterized as a sale and purchase of assets/stock.  This is the position taken in Hariton and Heilbrunn.

Under trad. corp. statutes, a purchase does not require shareholder approval and does not trigger appraisal rights.  Therefore, if the combo is treated as a purchase by A, it neither requires a vote of A’s shareholder nor triggers appraisal right for those shareholders.

Corp. statutes do require shareholder approval when a corp. sells substantially all assets.  Most statutes (but not DE) require a appraisal rights in the corp. shareholders when there is a sale of all assets.

[B.1.3.4] Why choose statutory merger over a stock-purchase?:

A statutory merger is often preferable to both purchase combinations because: 

(1) the IRS provides greater liberality to the type of consideration than can be given in a Type A reorg than both Type B or Cs.

(2) a stock for assets combo may involve sales taxes, while a stat merger ordinarily will not.  

(3) A stock-for-assets combo also ordinarily involves a great amount of paperwork, in the form of deeds and assignments of the property and in some cases notice to creditors in compliance with the applicable bulk sale law.  In contrast, a stat merger the survivor succeeds to the transferor’s assets by operation of law, so that neither individual documents of title nor compliance with the bulk sales law is required.

On the other hand, in a stat merger, (1) the surviving corp. assumes the disappearing corp’s liabilities by operation of law and (2) a statutory merger triggers voting rights in the shareholder of both constitutes.

[B.1.4] Different Tax Treatments of Different Forms of Mergers:

Taxation is often very impt. in determining how a combo will be effected.  The principal issue is whether the combo will be tax-free – which means, essentially, that taxes on the transferor’s gain will be postponed, that the transferor’s basis in the stock or property received will remain unchanged from the transferee’s basis, and that past operating losses of both companies can generally be carried over to apply against future earnings.

There are three tax-free combinations:

[B.1.4.1] Type A: Statutory merger/consolidation

Constitute of interest doctrine: in a statutory merger the transferor’s shareholder must received a sign. equity interest in the survivor if the merger is to qualify as a tax-free type As reorg.

[B.1.4.2] Type B: Stock-for-Stock

Defined as the acquisition by one corp., in exchange for solely for all or part of its voting stock of stock of another corp., if the acquiring corp. has control of the acquired corp. immediately after the acquisition.  Control is the ownership of stock possessing at least 80% of the total combined voting power and at least 80% of the total number of shares of all other classes of stock.

[B.1.4.3] Type C: Stock-for-Assets

Defined as the acquisition by one corp., in exchange for all or part of its voting stock, of substantially all  the properties of another corp.

[B.1.4.4] Comparison:

In a type B reorg, the consideration given by the acquiring corp. must consist solely of voting stock. 

In a type C reorg, the consideration must consist primarily of voting stock, but the use of money or other property is permitted if at least 80% of the fair market value of all the property of the acquired corp. is taken in exchange for voting stock.  

Type A reorg are not restricted to consideration issued by the survivor as voting stock or even stock.

[B.1.5] Transactions outline – acquisition: (see attached)

[B.2] Hariton v. Arco Electronics

[B.2.1] Facts: Case involves the sale of assets under DE § 271. Arco agreed to sell all its assets to Loral in return for some shares of Loral (Stock-for-Asset swap, C reorganization).

A sale of assets is effected under the statute in consideration of shares of stock of the purchasing corp. The agreement of sale embodies also a plan to dissolve the selling corp. and distribute the shares so received to the stockholders of the seller, so as to accomplish the same result as would be accomplished by a merger of the seller into the purchaser.

[B.2.1.1] The plan: Acro agrees to sell all its assets to Loral in consideration of the issuance to it of 283K shares of Loral.  Arco agrees to distribute to its stockholders all the Loral shares received by it as a part of the complete liquidation of Arco.  

[B.2.1.2] Why is P pissed?: P, a stockholder, who did not vote at the meeting, sued to enjoin the consummation of the Plan on the grounds that it was illegal.  He is really just upset because he doesn’t have appraisal rights (even thought he did have a voting right that he didn’t exercise).

[B.2.2] Issue: Were the steps taken here – which accomplish the same result as a merger –a misuse of the power granted under §271 and result in a de facto merger?

[B.2.3] Holding:

Nope -- the reorg here accomplished thru §271 and a mandatory plan of dissolution and distribution is legal.  

The sale-of-assets statue and the merger statute are independent of each other.  They are of equal dignity, and the framers of a reorg plan may resort to either type of corp. mechanics to achieve the desired end.

[B.2.4] Reasoning:

P’s contention that this sale has achieved the same result as a merger is correct.  This result is made possible by the overlapping scope of the merger statute and section 271 mentioned in Sterling v. Mayflower.  

This reasoning is the same in another situation.  The elimination of accrued dividends thus forbidden under a charter amendment may be accomplished by a merger – Keller and Federal United Corp. v. Havender.

To attempt to make any such distinction between sales under §271 would be to create uncertainty in the law and invite litigation.

[B.2.5] Note:

This is an example of the courts cutting back on appraisal rights because believed if unhappy can sell, don’t need judicial proceeding to determine value of stock, believed semi-strong form of efficient market hypothesis, so market price reflects right price.  Slain says you shouldn’t just accept this view.  This is because your price in appraisal is the value PRE-DEAL.  But as soon as the deal is announced, the market price changes and I can’t get the pre-deal price (what I deserve via appraisal) ever again without judicial artificial reconstruction.
[C] Short Form, Triangular and Small Mergers

[C.1] Introduction:

Short form: All states allow the parent company to merge the sub into itself simply by a resolution of the parent; no action is required on part of sub; some states require sub to be told about it ahead of time but in most including DE sub doesn’t even have to be told about it ahead of time.

under which certain parent-sub mergers can be effected simply by a vote of the parent’s board – without a vote of the parent’s or sub’s shareholders, without appraisal rights in the parent’s shareholders, and frequently without a vote of the sub’s board.

This applies to wholly owned subs as well as parents and their 90%+ owned subs.  The purpose of these statutes is to provide the parent corp. with a means of eliminating the minority shareholder’s interest in the enterprise by issuing cash rather than stock to the minority.  

These statutory provisions operate as cash outs rather than merger statutes.  Furthermore, they are cash-out statutes that run in one direction only: the parents can force the minority to sell at any time, but the minority cannot force the parent to buy.

[C.1.1] Statutes:

DE §§ 251(f), 253: owners of 90% of voting stock

NY § 905: owners of 90% of all classes of stock

[C.1.1.1] Short Form Mergers:
Say we are A corp. and we own 90% of the stock of B corp.  We’ve decided we’d like to operate this as part of our big corp.  Additionally, we’d like to be rid of the minority shareholders. Can we get that job done.  Well we control the BOD of the B corp. so we could get them to vote in favor of the merger.  We own 90% of the stock and we want it so the vote will go our way.  Therefore, it is almost a pointless formality to go thru these steps in a transaction in which we’re getting rid of a tiny minority. NY § 905, DE § 253 provide for a short form merger in such circumstances.  

If the parent owns enough of the sub, the parent can merge the sub. into itself simply by a resolution adopted by the parents BOD.  This doesn’t require a shareholder vote.  The only requirement is that a notice to the minority shareholders of the subsidiary of the deal and everywhere the minority shareholders are entitled to appraisal without reference to what they are getting in exchange.  (DE 262b3, NY 510a2)  In NY they have to be notified before the merger; in DE they can be notified after the merger. There is a little difference in the required ownership for the short form merger.  In DE, the parent has to own 90% of the voting stock. In NY, the parent has to own 90% of each class of stock.

The minority stockholders receive no advance notice of the merger; their directors do not consider or approve it; and there is no vote.

[C.1.1.2] Triangular Mergers:
The triangle merger is a technique designed to give management the best of both possible worlds” the form of a merger but without necessarily assuming the liabilities of the disappearing corp. and without voting or appraisal rights in the survivor’s shareholders.

Triangle mergers allow subversion of shareholder voting and appraisal rights … nobody cares!

[C.1.1.2.a] Conventional/Forward Triangular Mergers:

Corps. S and T want to engage in a merger in which S will be the survivor and T’s shareholders will end up with 100K shares of S.  In a normal merger, this would be accomplished by having S issue 100K shares of its own stock to T’s shareholders.  In a conventional triangular merger, however, S instead begins by creating a new subsidiary, SSub, and then transfers 100K shares of its own stock to SSub in exchange for all of SSub’s stock.  SSub and T then engage in a statutory merger, but instead of issuing it’s own stock to T’s shareholders, SSub issues its 100K shares of S stock.  The net result is that T’s business is no owned by S’s wholly owned subsidiary and T’s shareholders now own 100K shares of S stock.  By using this technique, S may therefore achieve the advantages of a stat merger while insulating itself from direct responsibility of T’s liabilities.

Such a transaction would not have been permissible under traditional stat mergers because those statutes required that the surviving corp. would issue its own shares.  However, the merger stats of most jurisdictions have now amended to permit the survivor to issue shares or securities of any corp.  

IRS also allows this to be a Type A tax-free merger if: (1) substantially all of T’s properties are acquired by S/Sub, (2) the merger would have qualified as an A reorg if T had merged directly into S and (3) no stock of SSub is used in the transaction.

[C.1.1.2.b] Reverse/Backwards Triangular Merger:

A reverse triangle merger proceeds like a convention triangular merger except that instead of merging T into S/Sub, S/Sub is merged into T.  The merger agreement provides that all previously outstanding shares are automatically converted into the 100K shares of S held by S/Sub, and that all shares in S/Sub (which are held by S) are automatically converted into shares in T.  

When all the shooting is over, S/Sub will have disappeared, T will be a wholly owned subsidiary of S, and T’s shareholders will own 100K of S stock.  By use of this technique S may therefore achieve the advantages of a stat merger while preserving T’s legal status, which could be impt where T has valuable but non-assignable rights under contracts, leases, licenses, or franchises.

[C.1.1.3] Small Mergers:
DE (DE 251f); 35 states have this but not NY or CA

When large corp merges into a much smaller corp the surviving corp shareholders don’t get to vote on this.

Requirements:


(1) can’t be an amendment to the cert of inc

(2) there can be no change of any kind in shareholder rights of large corp

(3) total number of shares of common stock of the acquiring stock will not exceed 20% of the total outstanding before the merger; note that this counts not only the shares actually issued but also those that could be issued (e.g. shares that can be converted into common stock). This is because is not such a major change as to require stockholder vote, really no more than an enlargement of business that could be achieved by any other means without triggering voting rights.

But, the NYSE limits the affect of this:

If company listed on exchange is about to list new stock, if it will increase outstanding stock by more than 20%, a condition of listing is a shareholders meeting (whether or not required by law) with a vote.  But it doesn’t say that you can’t to this without a vote.
[C.1.1.3] Share exchanges: 

Another new mode of combo.  In a share exchange, the shareholders of the acquired corp. vote on whether to exchange their shares for designated consideration from the acquiring corp.  All of the shares must be surrendered – including those of non-consenting shareholders (unless they exercise appraisal rights).

[C.2] Freezeout Mergers

A freezeout is a corp. transaction whose principal purpose is to reconstitute the corp’s ownership by involuntarily eliminating the equity interest of minority shareholders.

Distinguished from “squeeze-out”:  in freeze-outs the non-controlling shareholders are legally compelled to give up ownership; in squeeze-outs the minority shareholders are not legally compelled to give up their ownership but in practical terms are coerced into it

There are four forms of freezeouts:

[C.2.1] Dissolution freezeouts: Assume that S owns 70% of C corp. and wishes to eliminate C’s minority shareholders.  In a dissolution freezeout, S causes C to dissolve under a plan of dissolution which provides that C’s productive assets will be distributed to S while cash or notes will be distributed to C’s minority shareholders.  This technique has been held illegal in numerous Jxs.

[C.2.2] Sale-of-assets freezeouts: In a sale-of-assets freezeout, C’s controlling shareholder, S, organizes a new corp., T, all of whose stock S owns.  S then causes C to sell its assets to T for cash of notes.  Result: S owns C’s business thru T, while the equity interest of C’s minority shareholder’s in C’s business is involuntarily terminated.  C is then normally dissolved, although a freezeout will be effected without the dissolution. This was disapproved of in various jxs.

[C.2.3] Debt of redeemable-preferred mergers: this begins like a sale of assets freezeout, with the organization by S of a new corp. t.  However, instead of causing C to transfer its assets to T, S causes C to merge into T; and instead of issuing common stock in the merger, T issues either short-term debentures or redeemable preferred stock.  Accordingly, the interest of C’s minority shareholders in T either terminates automatically after a term of years (debentures) or terminable at T’s election (redeemable preferred).

[C.2.4] Cashout mergers
Modern freeze-outs operate this way.  Most states allow the survivor in any type of merger to issue cash as well as, or instead of, stock or other securities.  This opens the door to cash mergers, which resemble debt or redeemable-stock mergers, except that the survivor issues cash rather than stock or other securities.  Under this technique, the freeze-out possibilities of the short-form merger are extended to cases where the parent does not won the percentage of stock requisite for a short-form merger.

[D.2.5] Purpose of Freeze Outs (why do you want to go private?)

(1) corp is required to report because it is listed on stock exchange; registered under 12a of 34 act, so has burdens of continuous disclosure, proxy rules, etc.; so could save money by eliminating the burdens

(2) corp might want to get rid of fiduciary duties to minority stockholders

(3) disclosures have to be prepared according to GAAP and audited and this also costs money; so if go private could 

[D.2.6] Entire Fairness Rule Applies:

A freeze-out transaction, as well as any other transaction in which insiders are on both sides of the transaction, will be sustained only if it is “entirely fair,” as measured by fair procedures, fair price, and adequate disclosure.  (Weinberger)
[D] Valuation and Appraisal

[D.1] Introduction

The appraisal remedy has deep roots in equity. The traditional rule through much of the 19th century was that any corporate transaction that changed the rights of common shareholders required unanimous consent. The appraisal remedy for dissenting shareholders evolved as it became clear that unanimous consent was inconsistent with the growth and development of large business enterprises. 

By the bargain struck in enacting an appraisal statute, the shareholder who disapproves of a proposed merger or other major corporate change gives up his right of veto in exchange for the right to be bought out--not at market value, but at "fair value."

Appraisal until the late 1970s had a lousy reputation as a remedy because you couldn’t combine the actions of a whole bunch of different people so you had to pay all your own costs to do the appraisal.  It was just better to suck it up and sell you shares if you were that pissed.
[D.1.1] Statues:

DE § 262(a)-(e),(h),(j),(k): available only for a merger

NY §§ 910, 806(b)(6)(cf. § 623): available for merger but also some charter amendments and some sale of assets (if you have class voting, very likely you have appraisal rights)

DE and NY no appraisal right for publicly held corporations; § 262(b)(1) Provides market out, publicly traded( no appraisal
[D.1.1.1] The Basics of DE Law:

Appraisal rights are available in a stock-for-cash merger when publicly traded shares are acquired wholly for cash. Del. GCL 262(b)(2)
Merger: all record SH of the acquired corporation in a merger have appraisal rights DE 262(a),(b).  SH of acquiring company have appraisal rights, except when it is a short-form merger Del 251(g), 262(a),(b)
Sale of assets:  SH have no appraisal rights in a sale of assets for stock: Del. 262(c)
No appraisal rights for charter amendments – Del §262(c)
SH squeezed out in a short-form merger have appraisal rights, even though they do not vote.  Del. §262(b)(3)

Only record SH receive appraisal rights – Del. §262(c)

[D.1.2] Mechanics/Timing of Appraisal:

You must seek appraisal before the transaction takes place (the value is only that before the transaction happens) because otherwise (a) you could straddle and wait to see what happens (do you like the deal) which is problematic because if you have to buy out a lot of people then you might not want to go thru with the transaction.  

They all require that you then surrender your certificate.  Once you make the demand, then you become an ex-shareholder.

In DE, the loser pays everybody’s costs including experts and so forth; this has resulted in  much more reasonable bargaining on appraisal outside of courts.

There are two big issues with appraisal. (1) exclusivity of remedy and (2) valuation

[D.1.3] Difference between Appraisal and Equity Solution

[D.1.3.1] An Appraisal: is purely a creature of the statute.  Its underlying concept is that a stockholder is dissenting from a merger or other triggering transaction is entitled, without having to prove wrongdoing or liability on anyone’s part, to a determination of the fair value of his investment by an independent agency, usually a court.

[D.1.3.2] Breach of Duty:  a stockholder’s class action for breach of fiduciary duty is a creature of equity.  To obtain a monetary recovery, the P shareholder must prove wrongdoing and establish liability.

[D.1.3.3] Example where appraisal is inadequate remedy:

Posit a scenario where a 43% stockholder who is the company’s chairman and CEOP consummates a tender offer followed by a back-end squeeze-out merger.  Suppose the stockholder offered $25 a share, which is by any measure “fair.”  However, undisclosed by that stockholder, however, is the fact that a well-funded third party was willing to make a tender offer for $28 a share but had been rebuffed by the 43% shareholder, who did not even disclose the offer to the rest of his board.

In such a situation, an appraisal remedy would not be sufficient to remedy the monetary harm that might have been suffered by the stockholders as a result of any breach of fiduciary duty they might prove had been committed by the 43% stockholder.  While $25 is a fair price, they had been arguably denied the opportunity for $28.

[D.2] Exclusivity of Remedy

[D.2.1] Notes on Exclusivity:

The question frequently arises whether the appraisal right is intended to be an exclusive remedy, so that the availability of appraisal precludes shareholders from seeking equitable relief such as injunction or rescission.

[D.2.1.1] Basic Rule:

Every state has a statute that says if you have appraisal and you have dissented then your only right is to get paid for your stock, but some states more strict than others.

NY § 623(k): Exclusive except when not

DE silent
For example, in NY:  Enforcement by a shareholder of his right to receive payment for his shares shall exclude the other rights he has except that shareholder can still bring an action on grounds that corp action will be unlawful or fraudulent as to him

[D.2.2.1.a] Fraud:

The general rule, however, is that the mere availability of appraisal rights does not preclude shareholders from seeking injunctive relief or rescissions for fraud, using that term in the broadest since to include unfair self-dealing by fiduciaries.

DE courts are especially reluctant to make appraisal rights exclusive in unfair self-dealing cases.

The net result is that in the absence of explicit statutory language, the availability of appraisal rights may preclude a shareholder from attacking an arm’s length transaction on the ground of unfairness, but will usually not insulate self-interested transaction from an attack on that ground – although in the latter case it may lead the court to impose a somewhat less rigorous standard of fairness than would otherwise prevail.

[D.2.1.2] Equitable Relief Available in These Situations: In the absence of explicitly stat. language saying otherwise, it is clear that the availability of appraisal rights normally does not preclude an attack based on any of the following grounds:

[D.2.1.2.a] Unauthorized transaction: that the transaction is illegal under corp. law in that it is not authorized by the statute

[D.2.1.2.b] Improper Procedure: that the transaction is illegal under corp. law in that the procedural steps required to authorize the transaction were not properly taken

[D.2.1.2.c] No Shareholder Approval: that shareholder approval of the transactions was improperly obtained, as through fraudulent misrepresentation or violation of the proxy rules

[D.2.2] Cases About Exclusivity:

[D.2.2.1] Sterling v. Mayflower Hotel Corp.: appraisal is not an exclusive remedy in DE

[D.2.2.1.a] Facts:

Hilton acquired a majority of the outstanding shares of Mayflower. Thereafter it continued to make purchases of Mayflower stock.

Thus, Mayflower was a subsidiary of Hilton and Hilton decides that it wants to take it over.  There is no short form merger statute here.

There were two options for the minority shareholders: you can either sell us your stock for $19.10 or you can trade 1 share of Mayflower for 1 share of Hilton.

Plaintiffs, minority shareholders of Mayflower stock, seek injunctive relief against the consummation of the merger, on the ground that the terms of the merger are grossly unfair to the minority stockholders of Mayflower, and that the Mayflower directors entered into the merger agreement in bad faith.

P essentially argue that it’s unfair because if the corp. has a minimum value of $10,500,000 (as they contend it does), a share of Mayflower stock would have a liquidating or net asset value of about $27 a share.  This is what they think they should have been paid for the shares.

[D.2.2.1.b] Issue: whether, upon the conversion of Mayflower stock into Hilton stock, the Mayflower minority stockholder will receive the substantial equivalent in value of the shares he held before the merger?
[D.2.2.1.c] Holding: Yes.  Evidence sustained conclusion that proposed plan of exchanging shares of such corporations on a share or share basis was not fraudulent or unfair.

Shareholders not entitled to asset value, only the stock value – in other words shareholders entitled to stock price only and not his/her liquidated share of the assets (Tobin’s Q shows that often the aggregate value of assets are higher than the corresponding aggregate stock value).
Also, appraisal is not an exclusive remedy in DE.

[D.2.2.1.d] Reasoning:

[1] Majority Shareholder Fiduciary Duty:

Plaintiffs invoke the settled rule of law that Hilton as majority stockholder of Mayflower and the Hilton directors as its nominees occupy, in relation to the minority, a fiduciary position in dealing with Mayflower's property. Since they stand on both sides of the transaction, they bear the burden of establishing its entire fairness, and it must pass the test of careful scrutiny by the courts.

[2] Comparisons

It will be noted that all of the comparisons above set forth except that of market value are in favor of Hilton. If we lay aside market value, and also disregard the comparison of book values--a factor, as the Chancellor said, of little relevancy in this case--we find three comparisons of various degrees of importance--earnings, dividends and net asset value--all in favor of Hilton.

We conclude that a share of Hilton stock has a value at least equal to a share of Mayflower stock, and that no unfair treatment of the Mayflower minority stockholders has been shown.  The assessor said that a conversion rate of ¾ Hilton for 1 Mayflower would even be fair.

Thus Ds meet their burden of proof of showing fairness.

[3] “This is really a sale of assets;” court says bull shit!

Ps try to rebut the determination of fairness.

P’s contention is that the transaction here assailed is in substance a sale of assets by a fiduciary to himself. That the transaction is cast in the form of a merger, they say, is of no consequence; it is in effect a sale, and the only relevant comparison to be made is the comparison of the value of the transferred assets--worth $10,500,000--with the value of the consideration--389,738 shares of Hilton stock of a market value of $5,846,700; a disparity so shocking (losing half their assets) as to stamp the transaction as a fraud upon the Mayflower minority stockholders.

If plaintiffs' contention should be accepted it would follow that upon every merger of a subsidiary into its parent corporation that involves a conversion of the subsidiary's shares into shares of the parent, the market value of the parent stock issued to the stockholders of the subsidiary must equal the liquidating value of the subsidiary's stock. On its face this proposition is unsound, since it attempts to equate two different standards of value.

To apply to the merger of such corporations the proposition advanced by plaintiffs would be to bestow upon the stockholder of the subsidiary something which he did not have before the merger and could not obtain--the liquidating value of his stock.  A stockholder can’t demand the liquidation whenever they want to collect that value.

A merger may be said to 'involve' a sale of assets, in the sense that the title to the assets is by operation of law transferred from the constituent corporation to the surviving corporation; but it is not the same thing.

All stockholders had were securities and the securities he gets in return are substantially equal.

A merger ordinarily contemplates the continuance of the enterprise and of the stockholder's investment therein, though in altered form; a sale of all assets ordinarily contemplates the liquidation of the enterprise. In the first case the stockholder of the merged corporation is entitled to receive directly securities substantially equal in value to those he held before the merger; in the latter case he receives nothing directly, but his corporation is entitled to receive the value of the assets sold.

[D.2.2.1.e] Note:

What if I am a Hilton shareholder and I’m really mad.  I read the Hassler report tells me that a fair ratio of exchange is ¾ share of Hilton for 1 share of Mayflower.  They had full control over Mayflower so they didn’t need to negotiate. And here was this independent guy telling them they don’t have to offer 1 to 1.  Was this waste?

There is not a conflict of interest here so therefore in the absence of a conflict of interest, the BJR is a dispositive answer to the claim that you overpaid.

[D.2.2.2] Bove v. Community Hotel Corp.

[D.2.2.2.a] Facts:

This civil action was brought in the superior court to enjoin a proposed merger of Community Hotel, a defendant, into Newport Hotel.

The plaintiffs as well as the individual defendants are holders and owners of preferred stock (P have 900 shares).  D have accrued but have not been declared for approximately 24 years and total about $150/share.

[1] Merger Plan: 

Community Hotel is merging into Newport Hotel.  Newport previously had no assets and will become the sole owner of the assets/properties of Community Hotel.  

The plan also calls for the outstanding shares of Community Hotel's capital stock to be converted into shares of the capital stock of Newport upon the following basis: Each outstanding share of the constituent corporation's preferred stock, together with all accrued dividends thereon, will be changed and converted into five shares of the $1.00 par value common stock of the surviving corporation; and each share of the constituent corporation's no par common stock will be changed and converted into one share of the common stock, $1.00 par value, of the surviving corporation.

[2] Plaintiffs’ Beef: They argue that the primary, and indeed, the only purpose of the proposed merger is to eliminate the priorities of the preferred stock with less than the unanimous consent of its holders. 
[D.2.2.2.b] Issue:

(1) Can a parent corp. merge into a wholly-owned subsidiary created for the sole purpose of achieving a recapitalization which will eliminate the parent's preferred stock and the dividends accumulated thereon?

(2) Whether the right of a holder of cumulative preferred stock to dividend arrearages and other preferences may be cancelled by a statutory merger – is it unconst or inequitable?

[D.2.2.2.c] Holding:

(1) Yes. The independent legal significance doctrine of DE law (Hariton) allows this.  Sorry shareholders!  You’re fucked!

- RI is allowed to enact this statute because this alteration of shareholder rights are within the reserve power of the state.
(2) Yes.  There is nothing indicating this was unfair.  If it was then we’d have to decide whether appraisal is your sole remedy but we don’t get that far yet.

[D.2.2.2.d] Reasoning:

[1] P says “This transaction is illegal”

It is true, of course, that to accomplish the proposed recapitalization by amending Community Hotel's articles of association under relevant provisions of the general corporation law would require the unanimous vote of the preferred shareholders, whereas under the merger statute, only a two-third vote of those stockholders will be needed. Concededly, unanimity of the preferred stockholders is unobtainable in this case.

However, the language of the statute allowing mergers is clear: Its language is clear, all-embracing and unqualified. Nothing in that language even suggests that the legislature intended to make underlying purpose a standard for determining permissibility. Indeed, the contrary is apparent since the very breadth of the language selected presupposes a complete lack of concern with whether the merger is designed to further the mutual interests of two existing and nonaffiliated corporations or whether alternatively it is purposed solely upon effecting a substantial change in an existing corporation's capital structure.

[2] P says “a merger destroying preferences is unconstitutional”

DE discarded 'vested rights' as the test for determining the power of a corporation to eliminate a shareholder's right to preferred stock dividend accumulation, and to have adopted in its stead a standard calling for judicial inquiry into whether the proposed interference with a preferred stockholder's contract has been authorized by the legislature.

P allow in this case in this the corporate creation and the stock issue preceded adoption of the merger statute, and thus, the usual rule allowing this practice don’t apply.  Thus, more specifically, the question is whether subsequent legislation is repugnant to the federal constitutional prohibitions against the passage of laws impairing the obligations of contracts, because it permits elimination of accumulated preferred dividends by a lesser vote than was required under the law in existence at the time of the incorporation and when the stock was issued.

On the basis of our own precedents we conclude that the merger legislation, notwithstanding its effect on the rights of its stockholders, did not necessarily constitute an improper exercise of the right of amendment reserved merely because it was subsequent. 

[3] P says “a merger destroying preferences is inequitable”

By that assertion they raise the problem of whether equity should heed the request of a dissenting stockholder and intervene to prevent a merger notwithstanding that it has received the vote of the designated proportions of the various classes of stock of the constituent corporations. 

In looking to the authorities for assistance on this question, we avoided those involving recapitalization by charter amendment where a dissident's only remedy against allegedly unfair treatment was in equity. In those situations the authorities generally permit equitable intervention to protect against unfair or inequitable treatment. 

They are founded on the concept that otherwise there might be confiscation without recompense. The same rationale, however, is not available in the case of a merger, because there the dissenting stockholders usually can find a measure of protection in the statutory procedures giving them the option to compel the corporation to purchase their shares at an appraised value.
In this case we do not choose as between the varying views – that is we don’t decide whether or not appraisal is the exclusive remedy to a P in this situation – nor is there any need for us to do so. Even were we to accept that view which is most favorable to plaintiffs we still would not be able to find that they have been either unfairly or inequitably treated. The record insofar as it relates to the unfairness issue is at best sparse.

[D.2.2.3] Rabkin v. Phillip A. Hunt Chemical Corp. (DE)

[D.2.2.3.a] Facts:

Minority stockholders of Hunt corp. are challenging the merger of Hunt with its majority stockholder Olin and brought action to enjoin proposed merger. Defendant corporate directors moved to dismiss – alleging that Ps remedy was limited to appraisal.

When Olin acquired a majority of the stock of Hunt, the agreement required Olin to pay $25 per share if Olin acquired the remaining Hunt stock within one year thereafter.

However, it is clear that Olin always anticipated owning 100% of Hunt. Several Olin interoffice memoranda referred to the eventual merger of the two companies.  They drug their feet and waited until after a year before they proposed to pay shareholders $20/share. 

[D.2.2.3.b] Issue: For the first time since Weinberger v. UOP, Inc., we examine the exclusivity of the appraisal remedy in a cash-out merger where questions of procedural unfairness having a reasonable bearing on substantial issues affecting the price being offered are the essential bases of the suit.

[D.2.2.3.c] Holding: P’s remedy is not limited to appraisal – complaint, which challenged proposed merger on ground that price offered was grossly inadequate because acquiring corporation unfairly manipulated timing of merger to avoid one-year commitment regarding purchase of additional shares.

Also, D did not establish entire fairness – this is because there was unfair dealing.
[D.2.2.3.d] Reasoning:

[1] Reasons Appraisal Isn’t Enough: 

Furthermore, plaintiffs contend that an appraisal is inadequate here because: (1) the alleged wrongdoers are not parties to an appraisal proceeding, and thus are not personally accountable for their actions; (2) if such misconduct is proven, then the corporation should not have to bear the financial burden which only falls upon it in an appraisal award; and (3) overreaching and unfair dealing are not addressed by an appraisal.

[2] Weinberger: makes clear that appraisal is not necessarily a stockholder's sole remedy. We specifically noted that:  [W]hile a plaintiff's monetary remedy ordinarily should be confined to the more liberalized appraisal proceeding herein established, we do not intend any limitation on the historic powers of the Chancellor to grant such other relief as the facts of a particular case may dictate. The appraisal remedy we approve may not be adequate in certain cases, particularly where fraud, misrepresentation, self-dealing, deliberate waste of corporate assets, or gross and palpable overreaching are involved.

[3] Standard of Fair Dealing:

Even though the price may be fair that is not enough.

In Weinberger we defined fair dealing as embracing "questions of when the transaction was timed, how it was initiated, structured, negotiated, disclosed to the directors, and how the approvals of the directors and the stockholders were obtained.” While this duty of fairness certainly incorporates the principle that a cash-out merger must be free of fraud or misrepresentation, Weinberger's mandate of fair dealing does not turn solely on issues of deception. We particularly noted broader concerns respecting the matter of procedural fairness. Thus, while "in a non-fraudulent transaction ... price may be the preponderant consideration," it is not necessarily so.

While a plaintiff's mere allegation of "unfair dealing", without more, cannot survive a motion to dismiss, averments containing "specific acts of fraud, misrepresentation, or other items of misconduct" must be carefully examined in accord with our views expressed both here and in Weinberger. 

[4] Both Sides of a Transaction Fiduciary

The requirement of fairness is unflinching in its demand that where one stands on both sides of a transaction, he has the burden of establishing its entire fairness, sufficient to pass the test of careful scrutiny by the courts.  There is no dilution of this obligation where one holds dual or multiple directorships, as in a parent-subsidiary context. Thus, individuals who act in a dual capacity as directors of two corporations, one of whom is parent and the other subsidiary, owe the same duty of good management to both corporations. These are issues which an appraisal cannot address, and at this juncture are matters that cannot be resolved by a motion to dismiss.

[D.2.2.4] Glassman v. Unocal: appraisal is the exclusive remedy for a dissatisfied shareholder in a short form merger

[D.2.2.4.a] Facts: Following parent corporation's "short-form" merger with subsidiary, subsidiary's minority shareholders filed class action, alleging that parent and its directors breached their fiduciary duties of entire fairness and full disclosure. 

[D.2.2.4.b] Issue:

We consider the fiduciary duties owed by a parent corporation to the subsidiary's minority stockholders in the context of a "short-form" merger. Specifically, we take this opportunity to reconcile a fiduciary's seemingly absolute duty to establish the entire fairness of any self-dealing transaction with the less demanding requirements of the short-form merger statute. 

[D.2.2.4.c] Holding:

(1) in "short-form" merger, parent corporation does not have to establish entire fairness, and (2) absent fraud or illegality, only recourse for minority stockholder who is dissatisfied with consideration resulting from "short-form" merger is appraisal.

[D.2.2.4.d] Reasoning:

[1] Statute Authorization:

The statute authorizes the elimination of minority stockholders by a summary process that does not involve the "fair dealing" component of entire fairness. Indeed, the statute does not contemplate any "dealing" at all. Thus, a parent corporation cannot satisfy the entire fairness standard if it follows the terms of the short-form merger statute without more. 

Unocal Corporation addressed this dilemma by establishing a special negotiating committee and engaging in a process that it believed would pass muster under traditional entire fairness review. We find that such steps were unnecessary. By enacting a statute that authorizes the elimination of the minority without notice, vote, or other traditional indicia of procedural fairness, the General Assembly effectively circumscribed the parent corporation's obligations to the minority in a short-form merger. The parent corporation does not have to establish entire fairness, and, absent fraud or illegality, the only recourse for a minority stockholder who is dissatisfied with the merger consideration is appraisal.

If, instead, the corporate fiduciary sets up negotiating committees, hires independent financial and legal experts, etc., then it will have lost the very benefit provided by the statute--a simple, fast and inexpensive process for accomplishing a merger. We resolve this conflict by giving effect the intent of the General Assembly.

[2] Weinberger

With respect to entire fairness, the Court explained that the concept includes fair dealing (how the transaction was timed, initiated, structured, negotiated, disclosed and approved) and fair price (all elements of value); and that the test for fairness is not bifurcated. On the subject of appraisal, the Court made several important statements: (i) courts may consider "proof of value by any techniques or methods which are generally considered acceptable in the financial community and otherwise admissible in court....;" (ii) fair value must be based on "all relevant factors," which include not only "elements of future value ... which are known or susceptible of proof as of the date of the merger" but also, when the court finds it appropriate, "damages, resulting from the taking, which the stockholders sustain as a class;" and (iii) "a plaintiff's monetary remedy ordinarily should be confined to the more liberalized appraisal proceeding herein established....”

[3] Rabkin

One might have thought that the Weinberger court intended appraisal to be the exclusive remedy "ordinarily" in non-fraudulent mergers where "price ... [is] the preponderant consideration outweighing other features of the merger." 

In Rabkin v. Philip A. Hunt Chemical Corp.,  however, the Court dispelled that view. The Rabkin plaintiffs claimed that the majority stockholder breached its fiduciary duty of fair dealing by waiting until a one year commitment to pay $25 per share had expired before effecting a cash-out merger at $20 per share. The Court of Chancery dismissed the complaint, reasoning that, under Weinberger, plaintiffs could obtain full relief for the alleged unfair dealing in an appraisal proceeding. This Court reversed, holding that the trial court read Weinberger too narrowly and that appraisal is the exclusive remedy only if stockholders' complaints are limited to "judgmental factors of valuation." 

Rabkin, through its interpretation of Weinberger, effectively eliminated appraisal as the exclusive remedy for any claim alleging breach of the duty of entire fairness.

[4] Disclosure Duty:

Although fiduciaries are not required to establish entire fairness in a short-form merger, the duty of full disclosure remains, in the context of this request for stockholder action.  Where the only choice for the minority stockholders is whether to accept the merger consideration or seek appraisal, they must be given all the factual information that is material to that decision.
[D.3] Valuation

[D.3.1] Introduction

[D.3.1.1] Older Method: DE Block Method (Piemonte)

[D.3.1.2] Excerpt, Soloman Schwartz et al: This is a story of how to value a tree.  It shows the various ways to make risk assessment, etc.

Note the old man dismisses out of hand the only two methodologies that involve hard numbers (cost of assets and earnings), and he is correct to do so.  On the other hand the other methods involve putting dollar signs next to future events which can’t be predicted accurately.

[D.3.1.3] In a closed corp: (In re Mcloon Oil)

Opposite outcome of Mayflower where plaintiff was only entitled to the value of his shares and not his aliquot share of the corps assets; in closed corp there is no market for the shares so courts hold that dissenters get their share of the business

[D.3.1.4] Modern valuation method: (Weinberger v. UOP)

A more modern approach to the valuation of stock for appraisal purposes is to allow proof of value to be made by any technique or method that is generally considered acceptable in the financial community and otherwise admissible in court.  Examples of additional evidence: (1) studies prepared by the corp and (2) expert testimony about “takeover premium”

[D.3.2] Cases:

[D.3.2.1] Piemonte v. New Boston Garden Corp.: valuation of stock for appraisal during a freeze-out merger

[D.2.2.1.a] Facts:

This is a classic freeze-out merger.  Majority shareholders form a subsidiary.  Shareholders of the target company want to get rid of the public shareholders of the corp.

Shareholders dissented and sought appraisal because this disapproved of the merger.  Thus the stockholders brought suit, seeking a judicial determination of the "fair value" of their shares as of day preceding the date of vote approving the merger. 

The judge gave consideration to the market value of the Garden Arena stock, to the value of its stock based on its earnings, and to the net asset value of Garden Arena's assets. Weighting these factors, the judge arrived at a total, per share value of $75.27.  Both parties disagreed with this amount and appealed.

[D.2.2.1.b] Issue: Did the judge conduct the appraisal appropriately?

[D.2.2.1.c] Holding: the judge followed acceptable procedures in valuing the stock, and his determinations were generally within the range of discretion accorded a fact finder, but in three instances his valuation of the Boston Garden (his opinion was unclear whether he gave adequate consideration to the value of the property), the National Hockey League franchise (the judge alluded that he was constrained to choose the view of one of the experts as opposed to choosing the value he felt appropriate between the two competing experts), and the concessions operation (the judge said that he had to accept the P’s value because she was the only one to submit a value, again the judge was free to pick a different value) his treatment of the evidence was or may have been in error, necessitating a remand to him for further consideration of those three points.

The bottom line is this: as long as the judge considers the competing values and values everything he should, he is not constrained to choose one of the values submitted by the experts in the case.

[D.2.2.1.d] Reasoning:

[1] Plaintiffs Followed the Statutory Steps:

The plaintiffs took all the necessary, preliminary steps to preserve their rights. Each plaintiff objected in writing to the proposed merger; none of their shares was voted in favor of the proposed corporate action; each plaintiff seasonably demanded in writing payment from the defendant for the fair value of his stock; and no agreement as to that fair value was reached within thirty days of the demand

[2] The Block Approach:

The Delaware procedure, known as the "Delaware block approach," calls for a determination of the market value, the earnings value, and the net asset value of the stock, followed by the assignment of a percentage weight to each of the elements of value.

[3] Market Value
[a] The Disagreement: The plaintiffs' contention is that market value should be disregarded because it was not ascertainable due to the limited trading in Garden Arena stock.  The defendant argues that the judge was obliged to reconstruct market value based on comparable companies, and, in doing so, should have arrived at a market value of $22 a share.

[b] Guidelines: 

Market value may be a significant factor, even the dominant factor, in determining the "fair value" of shares of a particular corporation.  

Shares regularly traded on a recognized stock exchange are particularly susceptible to valuation on the basis of their market price, although even in such cases the market value may well not be conclusive. On the other hand, where there is no established market for a particular stock, actual market value cannot be used.

[c] Application:

In this case, Garden Arena stock was traded on the Boston Stock Exchange, but rarely. Approximately ninety per cent of the company's stock was held by the controlling interests and not traded. Between January 1, 1968, and December 4, 1972, 16,741 shares were traded. During this period, an annual average of approximately 1.5% Of the outstanding stock changed hands. In 1972, 4,372 shares were traded at prices ranging from $20.50 a share to $29 a share.

The judge concluded that the volume of trading was sufficient to permit a determination of market value and expressed a preference for the actual sale price over any reconstruction of a market value, which he concluded would place "undue reliance on corporations, factors, and circumstances not applicable to Garden Arena stock." The decision to consider market value and the market value selected were within the judge's discretion.

[4] The Earnings Value

[a] Guidelines:

Delaware case law, which, as we have said, we regard as instructive but not binding, has established a method of computing value based on corporate earnings. The appraiser generally starts by computing the average earnings of the corporation for the past five years. Extraordinary gains and losses are excluded from the average earnings calculation. The appraiser then selects a multiplier (to be applied to the average earnings) which reflects the prospective financial condition of the corporation and the risk factor inherent in the corporation and the industry. In selecting a multiplier, the appraiser generally looks to other comparable corporations. The appraiser's choice of a multiplier is largely discretionary and will be upheld if it is "within the range of reason."

[b] Application:

The judge determined that the average per share earnings of Garden Arena for the five-fiscal-year period which ended June 30, 1973, was $5.26. To this amount he applied a factor, or multiplier, of 10 to arrive at $52.60 as the per share value based on earnings.

The judge chose not to place "singular reliance on comparative data preferring to choose a multiplier based on the specific situation and prospects of the Garden Arena." He weighed the favorable financial prospects of the Bruins such as the popularity of the team and players and the low age of the players etc. versus the negative prospects like the players’ bargaining position and legal threats, etc.

He concluded that a multiplier of 10 was appropriate. There was ample evidentiary support for his conclusion. He might have looked to and relied on price-earnings ratios of other corporations, but he was not obliged to.

The judge did not have to consider the dividend record of Garden Arena, as the defendant urges. Dividends tend to reflect the same factors as earnings and, therefore, need not be valued separately.

Problems with this method: Courts often end up with unrealistically low earnings valuation factor (average of earnings in past, no attempt to estimate future earnings)
[5] Valuation Based on Net Asset Value

Value lies in future, costs lie in the past
The judge determined total net asset value by first valuing the net assets of Garden Arena apart from the Bruins franchise and the concession operations at Boston Garden. He selected $9,400,000 (the June 30, 1973, book value of Garden Arena) as representing that net asset value. Then, he added his valuations of the Bruins franchise ($9,600,000) and the concession operation ($4,200,000) to arrive at a total asset value of $23,200,000, or $103.16 a share.

[a] Judge Mistake #1:

The judge stated that the $9,400,000 book value "Includes a reasonable value for Boston Garden" (emphasis supplied). He did not indicate whether, if he had meant to value the Boston Garden at its purchase price (with an adjustment for the mortgage liabilities), he had considered the effect the lease would have had on that price. While we recognize that the fact-finding role of the judge permits him to reject the opinions of the various experts, we conclude, in the absence of an explanation of his reasons, that it is possible that the judge did not give adequate consideration to the value of the Garden property. The judge should consider this subject further on remand.

[b] Judge Mistake #2:

A major area of dispute was the value of the Bruins franchise. The judge rejected the value advanced by the plaintiffs' expert ($18,000,000), stating that "(a)lthough the defendant's figure of ($9,600,000) seems somewhat low in comparison with the cost of expansion team franchises, The Court is constrained to accept defendant's value as it is the more creditable and legally appropriate expert opinion in the record" (emphasis supplied). Although the choice of the word "constrained" may have been inadvertent, it connotes a sense of obligation. As the trier of fact, the judge was not bound to accept the valuation of either one expert or the other. He was entitled to reach his own conclusion as to value.

Because the judge may have felt bound to accept the value placed on the Bruins franchise by the defendant's expert, we shall remand this case for him to arrive at his own determination of the value of the Bruins franchise. He would be warranted in arriving at the same valuation as that advanced on behalf of the defendant, but he is not obliged to do so.
[c] Judge Mistake #3:

The defendant argues that, in arriving at the value of the assets of Garden Arena, the judge improperly placed a separate value on the right to operate concessions at the Boston Garden. We agree with the judge. The fact that earnings from concessions were included in the computation of earnings value, one component in the formula, does not mean that the value of the concessions should have been excluded from the computation of net asset value, another such component.

We do conclude, however, that the judge may have felt unnecessarily bound to accept the plaintiffs' evidence of the value of the concession operation. The judge was not obliged to accept the plaintiffs' evidence at face value merely because no other evidence was offered.  On remand, the judge should reconsider his determination of the value of the concession operation and exercise his own judgment concerning the bases for the conclusion arrived at by the plaintiffs' expert. However, the evidence did warrant the value selected by the judge, and no reduction in that value is required on this record.

[6] Weighting of Valuations:
We accept these allocations as reasonable and within the range of the judge's discretion.  Any determination of the weight to be given the various elements involved in the valuation of a stock must be based on the circumstances. The decision to weight market value at only 10% was appropriate, considering the thin trading in the stock of Garden Arena.

[D.2.2.1.e] Block Method No Longer Applies!
DE revises its policy after a lot of criticism.

Q Ratio: compares market capitalization of NYSE companies for 50-year period with cost of replacing assets. Criticism: Significantly understated replacement costs of assets.  Under unity leads to hostile tender offers.  

[D.3.2.2] In re McLoon Oil Co.: Maine applies DE law saying that you don’t own a share but you own a stake in a buisness

[D.3.2.2.a] Facts:

This is a CLOSED corp (and that’s very impt).

McLoon Oil Co. and some other Maine companies merged into Lido Corp. The dissenters expressly preserved their appraisal rights and individually wrote to each of the companies to request the payment for their shares.  The corp offered each dissenter a total of approx $125K for all their shares and they formally rejected that offer.

The court-appointed referee determined that the aggregate fair value of each dissenting shareholder’s common stock was about $300K and awarded 8% simple interest until the date of payment.

[D.3.2.2.b] Issue: They are disputing the way that the dissenting shareholder’s appraisal value was calculated.

The primary issues are (1) Is Lido right in asserting that the court erred in refusing to apply minority and nonmarketability discounts in determining the fair value of the dissenting shareholders' stock and (2) are the Shareholders right that they should have been rewarded attorney’s fees?

[D.3.2.2.c] Holding:

(1) No and (2) no.

Opposite outcome of Mayflower where plaintiff was only entitled to the value of his shares and not his aliquot share of the corps assets; in closed corp there is no market for the shares so courts hold that dissenters get their share of the business.

[D.3.2.2.d] Reasoning:

[1] Marketability Discount:

In our view application of those discounts would run directly counter to our appraisal statute's purpose of protecting dissenting shareholders. The referee's finding of aggregate fair value of $334,925 for each Dissenter is fully supported by the evidence and by a correct application of legal principles. 

The referee applied the three-factor valuation method used in Libby but noted that the method has come under some criticism since 1979, specifically citing Weinberger v. UOP, Inc. for the proposition that the modern approach to valuation "must include proof of value by any techniques or methods which are generally considered acceptable in the financial community, and otherwise admissible in court." Weinberger by its own terms broadened rather than changed the basic method of stock valuation used in Libby. 

The purpose of applying these discount variables is to determine the investment value or fair market value of a minority interest in the context of a hypothetical sale between a willing seller and buyer, a situation that does not exist in the dissenting shareholder situation". In the statutory appraisal proceeding, the involuntary change of ownership caused by a merger requires as a matter of fairness that a dissenting shareholder be compensated for the loss of his proportionate interest in the business as an entity. The valuation focus under the appraisal statute is not the stock as a commodity, but rather the stock only as it represents a proportionate part of the enterprise as a whole. The question for the court becomes simple and direct: What is the best price a single buyer could reasonably be expected to pay for the firm as an entirety? The court then prorates that value for the whole firm equally among all shares of its common stock. The result is that all of those shares have the same fair value.

Note: some states do apply a marketability discount because they think you just own shares.

[a] Policy reason for this interpretation:

To fail to accord to a minority shareholder the full proportionate value of his shares imposes a penalty for lack of control, and unfairly enriches the majority shareholders who may reap a windfall from the appraisal process by cashing out a dissenting shareholder, a clearly undesirable result.

[2] Attorneys’ Fees

The court in its discretion may award to any shareholder who is party to the proceeding such sum as the court may determine to be reasonable compensation to any expert or experts employed by the shareholder in the proceeding, and may, in its discretion, award to any shareholder all or part of his attorney's fees and expenses.  

The referee found the fair value of the Dissenters' shares to be over 260% of the amount Lido offered to pay therefor. Thus the "materially exceeds" precondition for the discretionary award of expert and attorney fees was clearly triggered. The referee awarded the Dissenters expert expenses and compensation, but did not award them any attorney fees. That, the Dissenters argue, was an abuse of discretion.

We cannot find any abuse of discretion in this referee's denial of those fees. That action fell within the scope of his allowable discretion. He did give the shareholders the full fees of their experts, a significant part of their litigation costs.

[D.3.2.3] Weinberger v. UOP, Inc.: If controlling shareholder causes a company to enter into a transaction with shareholders, transaction must meet standard of entire fairness (fair dealing and fair price)
[D.3.2.3.a] Facts: a suit for breach of fiduciary duty in a cash-out merger (freeze-out).

Corporation which was majority shareholder of subsidiary sought, and acquired, remaining shares of subsidiary by merger transaction including payment of cash to minority shareholders of subsidiary for their minority shares. Minority shareholder, on behalf of class of all subsidiary shareholders who had not exchanged their shares for merger price, attacked validity of merger transaction and sought to set merger aside or, in the alternative, an award of monetary damages.

[1] The Shady Business Related to the Merger:

Signal corp. was the majority shareholder of UOP corp.  At the instigation of a couple of Signal personnel, a study was conducted to determine the feasibility of acquiring the rest of UOP stock.  The study concluded that it would be a good investment to purchase UOP stock up to $24/share.

As UOP's majority shareholder, Signal owed a fiduciary responsibility to both its own stockholders as well as to UOP's minority.  They offered to buy the remaining shares for $20-$21/share from UOP.

Also during that period, Signal retained Lehman Brothers to render a fairness opinion as to the price offered the minority for its stock.  They only had two days given to them to complete the study, however.

Signal's board unanimously adopted a resolution authorizing Signal to propose to UOP a cash merger of $21 per share as outlined in a certain merger agreement and other supporting documents.  UOP’s board never knew that up to $24/share would be a good deal for Signal.

In the notice of that meeting and proxy statement sent to shareholders in May, UOP's management and board urged that the merger be approved. The proxy statement also advised:  The price was determined after discussions between James V. Crawford, a director of Signal and Chief Executive Officer of UOP, and officers of Signal which took place during meetings on February 28, 1978, and in the course of several subsequent  It also advised the shareholders that Lehman Brothers had given its opinion that the merger price of $21 per share was fair to UOP’s minority.  However, it did not disclose the hurried method by which the conclusion was reached.

[D.3.2.3.b] Issue: (1) was the merger fair? and (2) if not, how much money are shareholders entitled to in the form of damages?

[D.3.2.3.c] Holding: 

(1) merger did not meet test of fairness, where feasibility study prepared by two of subsidiary's directors, who were also directors of parent, indicating that a price in excess of what parent ultimately offered for subsidiary's outstanding shares would have been a good investment for parent, was not disclosed to subsidiary's outside directors, and (2) on remand, minority shareholders would be entitled to damages based on the fair value of their shares as determined by taking into account all relevant factors, including the elements of rescissory damages if susceptible to proof and appropriate to the issue of fairness. Thus, the court adopted the same approach to stock valuation as in an appraisal rights proceeding. 

[D.3.2.3.d] Reasoning:

[1] Plaintiffs’ Duty:

The plaintiff in a suit challenging a cash-out merger must allege specific acts of fraud, misrepresentation, or other items of misconduct to demonstrate the unfairness of the merger terms to the minority.

[2] The Burden of Proof:

Burden of proof: Includes burden on introducing evidence and persuasion

Even though the ultimate burden of proof is on the majority shareholder to show by a preponderance of the evidence that the transaction is fair, it is first the burden of the plaintiff attacking the merger to demonstrate some basis for invoking the fairness obligation. 

However, where corporate action has been approved by an informed vote of a majority of the minority shareholders, we conclude that the burden entirely shifts to the plaintiff to show that the transaction was unfair to the minority. The burden clearly remains on those relying on the vote to show that they completely disclosed all material facts relevant to the transaction (This does not apply here because the shareholders were NOT fully informed.)

In this case, because the D didn’t disclose all the relevant info, P only has the burden to introduce evy and the D has the burden of persuasion – the D must show absolute fairness.

[3] The Fairness of the Merger

This wasn’t fair. Material information, necessary to acquaint those shareholders with the bargaining positions of Signal and UOP, was withheld under circumstances amounting to a breach of fiduciary duty.

[a] This was material info:

The Arledge-Chitiea report speaks for itself in supporting the Chancellor's finding that a price of up to $24 was a "good investment" for Signal. It shows that a return on the investment at $21 would be 15.7% versus 15.5% at $24 per share. This was a difference of only two-tenths of one percent, while it meant over $17,000,000 to the minority. Under such circumstances, paying UOP's minority shareholders $24 would have had relatively little long-term effect on Signal, and the Chancellor's findings concerning the benefit to Signal, even at a price of $24, were obviously correct.

Certainly, this was a matter of material significance to UOP and its shareholders. Since the study was prepared by two UOP directors, using UOP information for the exclusive benefit of Signal, and nothing whatever was done to disclose it to the outside UOP directors or the minority shareholders, a question of breach of fiduciary duty arises.

[b] Signal directors (who were also UOP directors) had a duty to disclose this info.

The rule that requires an undivided and unselfish loyalty to the corporation demands that there shall be no conflict between duty and self-interest.

Although perfection is not possible, or expected, the result here could have been entirely different if UOP had appointed an independent negotiating committee of its outside directors to deal with Signal at arm's length.

The requirement of fairness is unflinching in its demand that where one stands on both sides of a transaction, he has the burden of establishing its entire fairness, sufficient to pass the test of careful scrutiny by the courts.

There is no dilution of this obligation where one holds dual or multiple directorships, as in a parent-subsidiary context. 

Thus, individuals who act in a dual capacity as directors of two corporations, one of whom is parent and the other subsidiary, owe the same duty of good management to both corporations, and in the absence of an independent negotiating structure or the directors' total abstention from any participation in the matter, this duty is to be exercised in light of what is best for both companies. The record demonstrates that Signal has not met this obligation.

[c] What is fairness?:

The concept of fairness has two basic aspects: fair dealing and fair price. The former embraces questions of when the transaction was timed, how it was initiated, structured, negotiated, disclosed to the directors, and how the approvals of the directors and the stockholders were obtained. The latter aspect of fairness relates to the economic and financial considerations of the proposed merger, including all relevant factors: assets, market value, earnings, future prospects, and any other elements that affect the intrinsic or inherent value of a company's stock.

However, the test for fairness is not a bifurcated one as between fair dealing and price. All aspects of the issue must be examined as a whole since the question is one of entire fairness. However, in a non-fraudulent transaction we recognize that price may be the preponderant consideration outweighing other features of the merger. Here, we address the two basic aspects of fairness separately because we find reversible error as to both.

Part of fair dealing is the obvious duty of candor required.  Moreover, one possessing superior knowledge may not mislead any stockholder by use of corporate information to which the latter is not privy.

[4] Business Purpose Rule?:

Business purpose requirement of these cases (Singer et. al) is no longer the law of Delaware.

Slain says that there was a carefully developed body of case law about what a business purpose of merger was.  This was the kind of thing which was pretty non-sense and didn’t have any relationship to anything actually existing in the real world.

[5] What do they get?

On remand the plaintiff will be permitted to test the fairness of the $21 price by the standards we herein establish, in conformity with the principle applicable to an appraisal--that fair value be determined by taking "into account all relevant factors"

While a plaintiff's monetary remedy ordinarily should be confined to the more liberalized appraisal proceeding herein established, we do not intend any limitation on the historic powers of the Chancellor to grant such other relief as the facts of a particular case may dictate.

Plaintiff is only entitled to monetary recovery equivalent to what they would have gotten under appraisal rights – unless there is fraud/overreaching in which an injunction or class action damages may be available (Rabkin).

They get the appraisal value plus damages from the wrongdoing of the majority shareholders.

[6] Summary of the approach:

The basic concept of value under the appraisal statute is that the stockholder is entitled to what has been taken from him, viz., his proportionate interest in a going concern. In determining what figure represents this true or intrinsic value, the appraiser and the courts must take into consideration all factors and elements which reasonably might enter into the fixing of value.  

This approach is consistent with our analysis in Libby, where we realized that stock valuation is necessarily a fact-specific process. 
The only evidence available to the appraiser in Libby went toward establishing market price, net asset value, and investment value. Libby's three-part analysis is elsewhere known as the Delaware block method of stock valuation. We note that since Weinberger a number of jurisdictions have continued to rely primarily upon the three-factor analysis used in Libby.

[7] Proper Test:

Ct holds appraisal should be less rigid, all methodologies in common use can be considered, fair price including discounted cash flow (looks at the company’s anticipated future cash stream and then, after making assumptions about risk-free interest rates and company risk, figures how much present cash should produce the future stream); fair value should be based upon “all relevant factors”, not Block Method.  
[E] Dissolution

[E.1] Introduction

Dissolution is an extraordinary remedy which is granted in only very selective cases.  Only where the actions constitute fraud, illegality, or oppression will dissolution be ordered.

[E.1.1] Statues

DE §§ 275, 278, 282

NY §§ 1001, 1003-07

Many states have added oppression of shareholder as statutory ground for dissolution (NY yes, DE no).

[E.1.2] Note on Dissolution:

[E.1.2.1] Skeptical of Dissolution as a Remedy:

At one time, courts were extremely reluctant to order the involuntary dissolution of a profitable business, on the ground that it was bad social policy to break up such a business.  However, Dooley pointed out in an article that a judicial order to dissolve a corp. was unlikely to lead to the breakup of a profitable business.  The reason is that if it is advantageous to continue a business, then after dissolution is ordered, normally one of more of the shareholders, or a third party, would purchase and continue the business.

[E.1.2.1.a] Candy Store:

When Slain started practicing, there was a case that had just been decided that he thought was a funny case. It involved a NY corp. that was in the candy business and the stock was owned by a family.  The two shareholders (family) decided that they hated each other and wouldn’t agree on anything.  They had to agree to the extent that otherwise the business would collapse and nobody wanted that.  And they agreed to do everything that the business needed except one sister would not agree to have the brother paid so he couldn’t get paid.

He hadn’t been paid for 12 years at the time of this litigation.  Everything he owned was tied up in the company but he couldn’t get any salary.

He finally sues for a dissolution and the CtAppls goes the other way.  The company is going well – making a product, paying bills, etc. – there is no reason to provide capital punishment (dissolution) to this poor company because the family are jerks.  So he worked without being paid.

This wouldn’t work now.  Oppressive situations are grounds for dissolution.  This is a much more sensible solution.

[E.1.2.2] Solution to Closed Corps Problems:

Dissolution is the central remedy for disaffected shareholders in close corps because, given the limits of reasonable foreseeablity, shareholders who organized such corps could not possibly plan in advance to deal with all the interpersonal probs that might occur between them.  In the case of a close corp. a remedy comparable to but stronger than dissolution – specifically, free exist thru a mandatory buyout of the minority’s interest on the minority’s demand – should be available.

Fundamental assumption made by those who decide to invest in a close corp: they expect that during the life of the firm the shareholders will be in substantial agreement as to its operation.  Time and human nature may cause a divergence of interests and a breakdown in consensus.

Accordingly, we propose that the law should require the majority to repurchase the minority’s interest at the request of the latter and subject to appropriate safeguards.

[E.2] In re Kemp & Beatley, Inc. (NY)

[E.2.1] Facts:

Apparent unhappiness surrounded petitioners' leaving the employ of the company. Of particular concern was that they no longer received any distribution of the company's earnings. Petitioners considered themselves to be "frozen out" of the company; whereas it had been their experience when with the company to receive a distribution of the company's earnings according to their stockholdings, in the form of either dividends or extra compensation, that distribution was no longer forthcoming.

Their petition alleged "fraudulent and oppressive" conduct by the company's board of directors such as to render petitioners' stock "a virtually worthless asset."

[E.2.2] Issue:

Granting petitioners' application for the judicial dissolution of the closed corp. unless the corporation or any shareholder thereof elects to purchase the shares owned by petitioners at their fair value within 45 days after service of a copy of the order with notice of entry thereof

[E.2.3] Holding:

[E.2.4] Reasoning:

[E.2.4.1] The statue:

The involuntary-dissolution statute (Business Corporation Law, § 1104- a) permits dissolution when a corporation's controlling faction is found guilty of "oppressive action" toward the complaining shareholders. 

The referee considered oppression to arise when "those in control" of the corporation "have acted in such a manner as to defeat those expectations of the minority stockholders which formed the basis of [their] participation in the venture." The expectations of petitioners that they would not be arbitrarily excluded from gaining a return on their investment and that their stock would be purchased by the corporation upon termination of employment, were deemed defeated by prevailing corporate policies.

That statute provides a mechanism for the holders of at least 20% of the outstanding shares of a corporation whose stock is not traded on a securities market to petition for its dissolution "under special circumstances" (see Business Corporation Law, § 1104-a, subd [a]). The circumstances that give rise to dissolution fall into two general classifications: mistreatment of complaining shareholders (subd [a], par [1]), or misappropriation of corporate assets (subd [a], par [2]) by controlling shareholders, directors or officers. 

[E.2.4.1.a] Mistreatment of shareholders:  the statue provides there are three ways to do this: (1) do something illegal, (2) fraudulent, or (3) engage in oppressive conduct.

The first two are familiar legal terms; the last isn’t. 

[E.2.4.2] What is oppressive conduct?

Oppressive actions to refer to conduct that substantially defeats the "reasonable expectations" held by minority shareholders in committing their capital to the particular enterprise.

Disappointment alone is not necessarily equated with oppression.

Rather, oppression should be deemed to arise only when the majority conduct substantially defeats expectations that, objectively viewed, were both reasonable under the circumstances and were central to the petitioner's decision to join the venture.

[E.2.4.2.a] What are reasonable expectations?:

It is widely understood that, in addition to supplying capital to a contemplated or ongoing enterprise and expecting a fair and equal return, parties comprising the ownership of a close corporation may expect to be actively involved in its management and operation   The small ownership cluster seeks to "contribute their capital, skills, experience and labor" toward the corporate enterprise.

As the stock of closely held corporations generally is not readily salable, a minority shareholder at odds with management policies may be without either a voice in protecting his or her interests or any reasonable means of withdrawing his or her investment

[E.2.4.3] When should courts liquidate?

Under the terms of this statute, courts are instructed to consider both whether "liquidation of the corporation is the only feasible means" to protect the complaining shareholder's expectation of a fair return on his or her investment and whether dissolution "is reasonably necessary" to protect "the rights or interests of any substantial number of shareholders" not limited to those complaining.

[E.2.4.3.a] Burden Shifting: Assuming the petitioner has set forth a prima facie case of oppressive conduct, it should be incumbent upon the parties seeking to forestall dissolution to demonstrate to the court the existence of an adequate, alternative remedy.

[E.2.4.3.b] Must allow for a purchase: Every order of dissolution, however, must be conditioned upon permitting any shareholder of the corporation to elect to purchase the complaining shareholder's stock at fair value.

[E.2.4.3.c] Minority must be in good faith: the minority shareholder whose own acts, made in bad faith and undertaken with a view toward forcing an involuntary dissolution, give rise to the complained-of oppression should be given no quarter in the statutory protection

[D.2.4.4] As applied:

There was sufficient evidence presented at the hearing to support the conclusion that Kemp & Beatley had a long-standing policy of awarding de facto dividends based on stock ownership in the form of "extra compensation bonuses."

Finally, there was uncontroverted proof that this policy was changed either shortly before or shortly after petitioners' employment ended. Extra compensation was still awarded by the company. The only difference was that stock ownership was no longer a basis for the payments; it was asserted that the basis became services rendered to the corporation.
[VI] Fiduciary Duties Redux

[A] Lipton Memo: Deconstructing American Business
The key issue for American business today is whether the institution of the corp. board of directors can surviving the governing organ of the public corp.  Governance is shifting from the board to shareholders.  There are two fundamental questions: (1) will we be able to attract qualified and dedicated people to serve as directors and (2) will directors become so risk adverse that they lose the entrepreneurial spirit that ahs made American business great?

The principal problems that cause concern for the future:

(1) pressure on boards from activist investors to manage for short-term share price performance rather than long-term value creation

(2) potential for embarrassment of directors from corp. scandals in which they had no active participation.

(3) the shift in the board’s role from guiding strategy and advising management to ensuring compliance and performing due diligence.

(4) the corrosive impact on collegiality from the balkanization of the board into powerful committees of independent directions and from overuse of executive sessions

(5) the pressure to shift control of the company from the board to shareholders

(6) the executive compensation dilemma – the compensation levels are increasingly scrutinized and criticized by outsiders

(7) the demand by public pension funds for direct meetings with independent directors

(8) the publication of corp. governance ratings and report cards intended to embarrass directors

(9) the continuing narrowing of the definition of director independence

(10) the constant cycle of new corp. governance proposals

(11) the constantly increasing time demands of board service that restrict the ability of active senior business people to serve on boards

(12) the unpleasantness of filling out extensive questionnaires to enable appropriate disclosures and qualification determinations

(13) the demeaning effect of the parade of lawyers, accountants, consultants and auditors thru board and committee meetings

(14) the growth of shareholder litigation against directors as big business and a type of extortion

(15) policies of politically motivated institutional shareholders to refuse to settle lawsuits against directors unless they contribute to the settlement from their personal funds

(16) the proliferation of special investigation committees of independent directors, with their own independent counsel, to look into compliance and disclosure issues
[B] Walt Disney V: the triumph of the business judgment rule

[B.1] Facts: This is a derivate action filed on behalf of Disney Corp.  Plaintiffs allege that the D directors breached their fiduciary duties when they “blindly” approved an employment agreement with D Michael Ovitz then gave him a large severance package upon his firing without cause. 

This is after the DE SC had previously denied the SMJ motion of Disney, the case had been remanded, and now the Plaintiff appeals the lower court’s holdings that Disney is not liable for anything.

[B.2] Issue: what were the players’ duties as fiduciaries and what actions are governed by the business judgment rule?

[B.3] Holdings:

(1) president did not breach any fiduciary duties when he negotiated employment agreement with corporation; 
(2) president did not breach any fiduciary duties by accepting $130 million severance payout, pursuant to his employment agreement, when he was terminated; 
(3) evidence was sufficient to establish that corporation's compensation committee did not violate its fiduciary duties when it approved president's employment agreement; 
(4) neither board of directors nor compensation committee was required to act and vote on termination of president when chief executive officer (CEO) and corporate general counsel decided to terminate president; 
(5) evidence was sufficient to establish that CEO and corporate general counsel did not breach fiduciary duties when they concluded that president could not be terminated for cause, and thus that president was entitled to severance package; and 
(6) payment of severance package did not constitute waste.
[B.4] Reasoning:

[B.4.1] Claims Based Upon Ovitz's Conduct Before Assuming Office At Disney

[B.4.1.1] Ps Argue: Ovitz had breached his fiduciary duties, as a de facto officer, to Disney by negotiating and entering into the OEA.

[B.4.1.2] Court Rejects: Ovitz did not become a fiduciary until he formally assumed office on October 1, 1995, by which time the essential terms of the NFT provision had been negotiated.

A de facto officer is one who actually assumes possession of an office under the claim and color of an election or appointment and who is actually discharging the duties of that office, but for some legal reason lacks de jure legal title to that office.  Here, Ovitz did not assume, or purport to assume, the duties of the Disney presidency before October 1, 1995.

[B.4.2] Claims Based Upon Ovitz's Conduct During His Termination As President

[B.4.2.1] Ps Argue: Ovitz breached no fiduciary duty, including his duty of loyalty, by receiving the NFT payment upon his termination as President of Disney.

[B.4.2.2] Court Rejects: The record establishes overwhelmingly that Ovitz did not leave Disney voluntarily. Nor did Ovitz arrange beforehand with Eisner to structure his departure as a termination without cause. Ovitz did not "engage" in a transaction with the corporation--rather, the corporation imposed an unwanted transaction upon him.

[B.4.2.3] Ps Argue: Ovitz breached a fiduciary duty to Disney by not convening a meeting of the Disney board to consider terminating him for cause.

[B.4.2.4] Court Rejects: Just as Delaware law does not require directors-to-be to comply with their fiduciary duties, former directors owe no fiduciary duties, and after December 27, 1996, Ovitz could not breach a duty he no longer had. 
[B.4.3] Claims Arising From The Approval Of The OEA And Ovitz's Election As President
[B.4.3.1] Ps Argue: Disney defendants' approval of the OEA and election of Ovitz as President were not entitled to business judgment rule protection, because those actions were either grossly negligent or not performed in good faith.


[B.4.3.2] Court Rejects: 

For clarity of presentation we address the claimed errors relating to the fiduciary duty of care rulings separately from those that relate to the directors' fiduciary duty to act in good faith.

[B.4.3.2.a] The Due Care Determinations (Gross Negligence):
[1] Ps Argue: the Chancellor erred by: (1) treating as distinct questions whether the plaintiffs had established by a preponderance of the evidence either gross negligence or a lack of good faith; (2) ruling that the old board was not required to approve the OEA; (3) determining whether the old board had breached its duty of care on a director-by-director basis rather than collectively; (4) concluding that the compensation committee members did not breach their duty of care in approving the NFT provisions of the OEA; and (5) holding that the remaining members of the old board (i.e., the directors who were not members of the compensation committee) had not breached their duty of care in electing Ovitz as Disney's President.

[2] Treating Due Care And Bad Faith As Separate Grounds For Denying Business Judgment Rule Review”

Our law presumes that "in making a business decision the directors of a corporation acted on an informed basis, in good faith, and in the honest belief that the action taken was in the best interests of the company." Those presumptions can be rebutted if the plaintiff shows that the directors breached their fiduciary duty of care or of loyalty or acted in bad faith. If that is shown, the burden then shifts to the director defendants to demonstrate that the challenged act or transaction was entirely fair to the corporation and its shareholders.  Thus, for the Ps the only way to rebut the business judgment rule presumptions would be to show that the Disney defendants had either breached their duty of care or had not acted in good faith.

The Chancellor's determinations of due care and good faith were analytically distinct and were separately conducted, even though both were done for the purpose of deciding whether to apply the business judgment standard of review.  Even if the trial court's analytical approach were improper, the appellants have failed to demonstrate any prejudice.

[3] Ruling That The Full Disney Board Was Not Required To Consider And Approve The OEA

The Company's governing instruments (charter documents) allocated that decision to the compensation committee – not the board.

[4] Whether The Board Members' Observance Of Their Duty Of Care Should Have Been Determined On A Director-By-Director Basis Or Collectively

In the Court of Chancery the appellants argued that the board had failed to exercise due care, using a director-by-director, rather than a collective analysis. In this Court, however, the appellants argue that the Chancellor erred in following that very approach.  

We reject this argument for two reasons: (1) Ps are both precluded from making an argument that they had not made in the lower court and the Ps didn’t show why this prejudiced them at all.

[5] Holding That The Compensation Committee Members Did Not Fail To Exercise Due Care In Approving The OEA

The appellants next challenge the Chancellor's determination that although the compensation committee's decision-making process fell far short of corporate governance "best practices," the committee members breached no duty of care in considering and approving the NFT terms of the OEA. 

It’s true that this wasn’t best practices.  

In a "best case" scenario, all committee members would have received, before or at the committee's first meeting on September 26, 1995, a spreadsheet or similar document prepared by (or with the assistance of) a compensation expert.  The contents of the spreadsheet would be explained to the committee members, either by the expert who prepared it or by a fellow committee member similarly knowledgeable about the subject.

Thus, the issue may be framed as whether the compensation committee members knew, at the time they approved the OEA, that the value of the option component of the severance package could reach the $92 million order of magnitude if they terminated Ovitz without cause after one year. The evidentiary record shows that the committee members were so informed – thus they exercised their duty.

[6] Holding That The Remaining Disney Directors Did Not Fail To Exercise Due Care In Approving The Hiring Of Ovitz As The President Of Disney

The only properly reviewable action of the entire board was its decision to elect Ovitz as Disney's President. In that context the sole issue, as the Chancellor properly held, is "whether [the remaining members of the old board] properly exercised their business judgment and acted in accordance with their fiduciary duties when they elected Ovitz to the Company's presidency."  The Chancellor determined that in electing Ovitz, the directors were informed of all information reasonably available and, thus, were not grossly negligent.

[B.4.3.2.b] The Good Faith Determination

In its Opinion the Court of Chancery defined bad faith as follows: 
Upon long and careful consideration, I am of the opinion that the concept of intentional dereliction of duty, a conscious disregard for one's responsibilities, is an appropriate (although not the only) standard for determining whether fiduciaries have acted in good faith. Deliberate indifference and inaction in the face of a duty to act is, in my mind, conduct that is clearly disloyal to the corporation. It is the epitome of faithless conduct. 
Ps argue: the Chancellery court applied the wrong definition of “bad faith” for two reasons

[1] Ps Argue: they claim that the trial court had adopted a different definition in its 2003 decision denying the motion to dismiss the complaint, and the Court's post-trial (2005) definition materially altered the 2003 definition to appellants' prejudice

[2] Court Rejects: they are formulations of the same concepts although in diff language.

[3] Ps Argue: the appellants claim that the Chancellor's post-trial definition of bad faith is erroneous substantively. They argue that the 2003 formulation was (and is) the correct definition, because it is "logically tied to board decision-making under the duty of care."

[4] Court Rejects:

The appellants essentially concede that their proof of bad faith is insufficient to satisfy the standard articulated by the Court of Chancery. That is why they ask this Court to treat a failure to exercise due care as a failure to act in good faith. Unfortunately for appellants, that "rule," even if it were accepted, would not help their case. If we were to conflate these two duties and declare that a breach of the duty to be properly informed violates the duty to act in good faith, the outcome would be no different, because, as the Chancellor and we now have held, the appellants failed to establish any breach of the duty of care. To say it differently, even if the Chancellor's definition of bad faith were erroneous, the error would not be reversible because the appellants cannot satisfy the very test they urge us to adopt.
There are at least three different categories of fiduciary behavior are candidates for the "bad faith" pejorative label.

(a)"subjective bad faith," that is, fiduciary conduct motivated by an actual intent to do harm. That such conduct constitutes classic, quintessential bad faith is a proposition so well accepted in the liturgy of fiduciary law that it borders on axiomatic.

(b) at the opposite end of the spectrum as “subjective bad faith”, involves lack of due care--that is, fiduciary action taken solely by reason of gross negligence and without any malevolent intent. 

Ps in this case don’t prove this; but anyway, gross negligence (including a failure to inform one’s self of available material facts), without more, is not bad faith.

Issues of good faith are necessarily intertwined with the duties of care and loyalty but those duties must remain distinct.  The DE statute has two provisions in which it treats the two types of behavior differently.

(1) Under Section 102(b)(7), a corporation can exculpate its directors from monetary liability for a breach of the duty of care, but not for conduct that is not in good faith.

(2) Under 8 Del. C. § 145, a director or officer of a corporation can be indemnified for liability (and litigation expenses) incurred by reason of a violation of the duty of care, but not for a violation of the duty to act in good faith.


An example of such overlap might be the hypothetical case where a director, because of subjective hostility to the corporation on whose board he serves, fails to inform himself of, or to devote sufficient attention to, the matters on which he is making decisions as a fiduciary. In such a case, two states of mind coexist in the same person: subjective bad intent (which would lead to a finding of bad faith) and gross negligence (which would lead to a finding of a breach of the duty of care). Although the coexistence of both states of mind may make them indistinguishable from a psychological standpoint, the fiduciary duties that they cause the director to violate--care and good faith--are legally separate and distinct.


(c) Intentional dereliction of duty, a conscious disregard for one's responsibilities--is intended to capture. The question is whether such misconduct is properly treated as a non-exculpable, nonindemnifiable violation of the fiduciary duty to act in good faith. 

A failure to act in good faith may be shown, for instance, where the fiduciary intentionally acts with a purpose other than that of advancing the best interests of the corporation, where the fiduciary acts with the intent to violate applicable positive law, or where the fiduciary intentionally fails to act in the face of a known duty to act, demonstrating a conscious disregard for his duties.

[B.4.4] Claims Arising From The Payment Of The NFT Severance Payout To Ovitz

Appellants contend that: (1) only the full Disney board with the concurrence of the compensation committee--but not Eisner alone--was authorized to terminate Ovitz; (2) because Ovitz could have been terminated for cause, Litvack and Eisner acted without due care and in bad faith in reaching the contrary conclusion; and (3) the business judgment rule presumptions did not protect the new Disney board's acquiescence in the NFT payout, because the new board was not entitled to rely upon Eisner's and Litvack's contrary advice. 

[B.4.4.1] Was Action By The New Board Required To Terminate Ovitz As The President of Disney?

although the board as constituted upon Ovitz's termination (the "new board") had the authority to terminate Ovitz, neither that board nor the compensation committee was required to act, because Eisner also had, and properly exercised, that authority.

The governing instruments are ambiguous on this point.

Where corporate governing instruments are ambiguous, our case law permits a court to determine their meaning by resorting to well-established legal rules of construction, which include the rules governing the interpretation of contracts. One such rule is that where a contract is ambiguous, the court must look to extrinsic evidence to determine which of the reasonable readings the parties intended.

Here, the extrinsic evidence clearly supports the conclusion that the board and Eisner understood that Eisner, as Board Chairman/CEO had concurrent power with the board to terminate Ovitz as President.

[B.4.4.2] In Concluding That Ovitz Could Not Be Terminated For Cause, Did Litvack or Eisner Breach Any Fiduciary Duty?

(1) Ovitz had not engaged in any conduct as President that constituted gross negligence or malfeasance--the standard for an NFT under the OEA; and (2) in arriving at that same conclusion in 1996, Litvack and Eisner did not breach their fiduciary duty of care or their duty to act in good faith.

Eisner unexpectedly found himself confronted with a situation that did not have an easy solution. He weighed the alternatives, received advice from counsel and then exercised his business judgment in the manner he thought best for the corporation. Eisner knew all the material information reasonably available when making the decision, he did not neglect an affirmative duty to act (or fail to cause the board to act) and he acted in what he believed were the best interests of the Company, taking into account the cost to the Company of the decision and the potential alternatives.

[B.4.4.3] Were The Remaining Directors Entitled To Rely Upon Eisner's And Litvack's Advice That Ovitz Could Not Be Fired For Cause?
The appellants' third claim of error challenges the Chancellor's conclusion that the remaining new board members could rely upon Litvack's and Eisner's advice that Ovitz could be terminated only without cause. The short answer to that challenge is that, for the reasons previously discussed, the advice the remaining directors received and relied upon was accurate. Moreover, the directors' reliance on that advice was found to be in good faith. Although formal board action was not necessary, the remaining directors all supported the decision to terminate Ovitz based on the information given by Eisner and Litvack. The Chancellor found credible the directors' testimony that they believed that Disney would be better off without Ovitz, and the appellants offer no basis to overturn that finding.


[B.4.5] Waste Claim

[B.4.5.1] Ps Argue: Even if the approval of the OEA was protected by the business judgment rule presumptions, the payment of the severance amount to Ovitz constituted waste. 

[B.4.5.2] Courts Rejects:

This claim is rooted in the doctrine that a plaintiff who fails to rebut the business judgment rule presumptions is not entitled to any remedy unless the transaction constitutes waste.

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

The claim that the payment of the NFT amount to Ovitz, without more, constituted waste is meritless on its face, because at the time the NFT amounts were paid, Disney was contractually obligated to pay them. The payment of a contractually obligated amount cannot constitute waste, unless the contractual obligation is itself wasteful. Accordingly, the proper focus of a waste analysis must be whether the amounts required to be paid in the event of an NFT were wasteful ex ante.

Appellants claim that the NFT provisions of the OEA were wasteful because they incentivized Ovitz to perform poorly in order to obtain payment of the NFT provisions. 

That claim does not come close to satisfying the high hurdle required to establish waste. The approval of the NFT provisions in the OEA had a rational business purpose: to induce Ovitz to leave CAA, at what would otherwise be a considerable cost to him, in order to join Disney.

Indeed, the Chancellor found that it was "patently unreasonable to assume that Ovitz intended to perform just poorly enough to be fired quickly, but not so poorly that he could be terminated for cause."
[C] Perlman v. Feldman: (NY) application of the entire fairness test

This rule hasn’t ever been followed anywhere else! Slain thinks this is a ridiculous decision.

[C.1] Facts:

This is a derivative action brought by minority stockholders of Newport Steel Corp to compel accounting for and restitution of, allegedly illegal gains, which accrued to Ds as a result of the sale of their controlling interest in the corp.

What this fellow did was go to the people that wanted steel from Newport was that I am happy to sell it to you at the legal price but you have to agree to make this company a large low-interest loan to build up it’s plants, etc.  He makes these type of contracts for about a year.  Then it occurs to the customers that they shouldn’t be spending a fortune in somebody else’s business so they decide they should just buy stock in the company.

The corp produced steel sheets for the sale for manufacturers of steel products.  D was on the BOD and was the controlling shareholder.  D sold his shares to an end-user of steel who were interested in securing a source of supply in a market becoming ever tighter in the Korean War.

The market value of the stock had not exceeded $12 yet the stocks sold for $20/share.

Thus, Ps contended that the consideration paid for the stock included compensation for the sale of a corp’s assets, a power held in trust for the corp by Feldmann as its fiduciary.  P argue here that the situation disclosed the vendors must account to the nonparticipating minority stockholders for that share of their profit which is attributable to the sale of the corp power.

[C.2] Issue: Did the Ds abuse their power as majority shareholder/BOD to make money off the sale of the corp. control to the detriment of the minority shareholders? 

[C.3] Holding: Yes!

This case will was remanded to the DC for a determination of the question of the value of Ds’ stock without the appurtenant control over the corp’s output of steel.

[C.4] Reasoning:

[C.4.1] Ds are in a fiduciary relationship:

Both as directors and as dominant shareholder, Feldmann stood in a fiduciary relationship to the corp and to the minority stockholders as beneficiaries thereof.

The law closely scrutinizes the conduct of fiduciary when personal benefit may stand in the way of fulfillment of trust obligations.

[C.4.2] Responsibility of Fiduciaries:

The responsibility of the fiduciary is not limited to a proper regard for the tangible balance sheet assets of the corp, but included the dedication of his uncorrupted business judgment for the sole benefit of the corp, in any dealings which may adversely affect it.

It is true that this is not the ordinary case of breach of fiduciary duty.  We have no fraud, no misuse of confidential info, no outright looting of a helpless corp.  But we do not find with compliance with that high standards demanded of fiduciaries.

The corp opps of whose misappropriate the minority stockholders complain need not have been an absolute certainty in order to support this action against Feldmann.  If there was possibility of corp gain, they are entitled to recover.

[C.4.3] Limits To Our Holding:

We do not mean to suggest that a majority stockholder cannot dispose of his controlling block of stock to outsiders without having to account to his corp for profits or even never do this with impunity when the buyer is an interest customer, actual pr potential, for the corp’s product.  But when the sale necessarily results in a sacrifice of this element of corp good will  and results in unusual profit to the fiduciary who has caused the sacrifice, he should account for his gain.

Hence to the extent that the price received by D included such a bonus, he is accountable to the minority stockholders.
[D] Nixon v. Blackwell: application of the “entire fairness test”

[D.1] Facts:

Minority shareholders, non-employees, of closely held corporation (few stockholders; most of the stockholders were either employees or family members of the original corp. founder) sued directors, the majority shareholders, alleging breach of fiduciary duty as result of allegedly discriminatory policy that unfairly favored Class A employee stockholders over Class B nonemployee stockholders.

Ps collectively own only class B stock and own no class A stock.  Class A is voting stock and class B is non-voting.

The Board consisted of ten individuals who either are currently employed, or were once employed, by the Corporation.   At the time this suit was filed, these directors collectively owned approximately 47.5 percent of all the outstanding Class A shares.   The remaining Class A shares were held by certain other present and former employees of the Corporation.

There is no public market for, or trading in, either class of the Corporation's stock.   This creates problems for stockholders, particularly the Class B minority stockholders, who wish to sell or otherwise realize the value of their shares.   The corporation purported to address this problem in several ways over the years. For example, the Corporation occasionally offered to purchase the Class B stock of the non-employee stockholders through a series of self-tender offers.

[D.1.1] The Unequal Treatment:

[D.1.1.1] The ESOP Plan:

Under the ESOP, terminating and retiring employees are entitled to receive their interest in the ESOP by taking Class B stock or cash in lieu of stock.  Thus, the ESOP provides employee Class B stockholders with a substantial measure of liquidity not available to non-employee stockholders. 

[D.1.2] The Key Man Insurance Plans:

The Corporation also purchased certain key man life insurance policies with death benefits payable to the Corporation.  The death benefits of such policies are payable to the Corporation and are designed to benefit the Corporation by providing some measure of compensation for the loss of productive corporate executives.

[D.2] Issue: 

(1) What test applies to D’s actions?

(2) Does entire fairness require equality of treatment of different classes of shareholders?

(3) Whether there should be any special, judicially-created rules to "protect" minority stockholders of closely-held Delaware corporations?

[D.3] Holding:

(1) entire fairness test, rather than business judgment rule applied to determine whether directors, as conflicted corporate decision makers, breached their fiduciary duty by establishing employee stock ownership plan (ESOP) and key man life insurance programs which benefited employee stockholders but not nonemployee stockholders;  (2) liquidity afforded to employee stockholders by ESOP and key man insurance programs did not require substantially equal treatment for nonemployee stockholders;  and (3) closely held corporation was not "close corporation" so as to be subject to special rules under Delaware general corporation law.

[D.4] Reasoning:

[D.4.1] “Entire Fairness” Test:

Defendants are on both sides of the transaction and the business judgment rule does not apply.  When directors make self-interested decisions, they must establish the entire fairness of those decisions (Weinberger). Since the defendants benefited from the ESOP and could have benefited from the key man life insurance beyond that which benefited other stockholders generally, the defendants are on both sides of the transaction.

Therefore, defendants have the burden of showing the entire fairness of their actions on these issues.  They are required to demonstrate their utmost good faith and the most scrupulous inherent fairness of the bargain sufficient to pass the test of careful scrutiny by the courts.

[D.4.1.1] Test is NOT dispositive:

It is often of critical importance whether a particular decision is one to which the business judgment rule applies or the entire fairness rule applies.  It is sometimes thought that the decision whether to apply the business judgment rule or the entire fairness test can be outcome-determinative. 

The entire fairness analysis essentially requires "judicial scrutiny."  In business judgment rule cases, an essential element is the fact that there has been a business decision made by a disinterested and independent corporate decisionmaker.  

When there is no independent corporate decisionmaker, the court may become the objective arbiter.

[D.4.2] Application of Entire Fairness Test:

The entire fairness isn’t a blank check to the court to decide whatever it “feels” like. It cannot be a matter of total subjectivity on the part of the trial court, and it cannot result in a random pattern of ad hoc determinations which could do violence to the stability of our corporation law.

It is well established in our jurisprudence that stockholders need not always be treated equally for all purposes.

There is support in this record for the fact that the ESOP is a corporate benefit and was established, at least in part, to benefit the Corporation.
Accordingly, we hold that the Vice Chancellor erred as a matter of law in concluding that the liquidity afforded to the employee stockholders by the ESOP and the key man insurance required substantially equal treatment for the non-employee stockholders.

[D.4.3] Closely Held Corp – Entitled to Extra Protections?:

A stockholder who bargains for stock in a closely-held corporation and who pays for those shares (unlike the plaintiffs in this case who acquired their stock through gift) can make a business judgment whether to buy into such a minority position, and if so on what terms.   

One could bargain for definitive provisions of self-ordering permitted to a Delaware corporation through the certificate of incorporation or by-laws.  Moreover, in addition to such mechanisms, a stockholder intending to buy into a minority position in a Delaware corporation may enter into definitive stockholder agreements, and such agreements may provide for elaborate earnings tests, buy-out provisions, voting trusts, or other voting agreements.

One cannot read into the situation presented in the case at bar any special relief for the minority stockholders in this closely-held, but not statutory "close corporation" because the provisions of Subchapter XIV relating to close corporations and other statutory schemes preempt the field in their respective areas.
[VII] Federal Corporations Law

[A] Summary/Review

[A.1] The Work of the SEC: see previous

[A.2] The Continuous Disclosure System

[A.2.1] Statutes:

[A.2.1.1] Applicability to issuers:

1934 Act §12(a), (b), (g)(1)

Rule 12g-1 (cf. 12(h))
[A.2.1.2] Reports by issuers

1934 Act §§ 13(a), 15(d)

Form 10, 10K, 10Q, 8K
[A.2.1.3] Proxy Regulation:

1934 Act § 14(a), (c)

Rule 14a-2, 14a-3(a), and 14a-6

Sarbanes-Oxley Act: see previous

[B] Antifraud Provisions

[B.1] Statutes

1933 Act § 17

1934 §§ 9, 10(b), 14(e), 18

Rule 10b-5, 14a-9, 14e-3
 [C] Enforcement – Express Actions

[C.1] Statutes: this section is included for reference but is not covered in the course

1933 Act §§ 11, 12, 20(b), 24

1934 Act §§ 9, 16(b), 18, 21(d), 32

· SEC has broad authority to litigate with someone who might be violating (1933 Act: § 20; 1934 Act: § 21)

· Can criminalize willful violations (1933 Act: § 24; 1934 Act: § 32) 

· §12(a): Registration Requirements for securities: unless registered on the exchange can’t effect any transaction.

· §12(b): What is needed to register a security

· §12(g)(1): must register after 120 days, if over 1M in assets and over 500 SH; it becomes effective 60 days or sooner.

· Rule 12(g)-1 Exception to §12(g)

· 1934 Act has some provisions for private enforcement:

§ 9(e): Private right of action for manipulation of securities traded on exchange but so narrowly defined that no facts come within( no case law

§ 18: Private right of action for persons who purchased securities under a false filing, also drawn extraordinary narrow
 [D] The Implied Actions

[D.1] Introduction

10b5 is actually the tort of deceit wearing a federal hat : the elements of the tort of deceit and those required for 10b-5 : (1) misrepresentation, (2) materiality, (3) scientier, (4) transaction causation (reliance), (5) loss causation (proximate causation)

Rule 10b-5:  Failure of buyer to disclose nonpublic, material facts in connection with purchase or sale of stock via an instrumentality of interstate commerce gives rise to an action by seller for rescission or damages; insider trading in non-tender offer

[D.1.1] Summary Rule 10b-5: 

Requires misrepresentation or omission; outside the insider trader, it imposes no obligation on anybody to tell anybody anything, but it does impose if you make a statement of material fact, it must not omit material that would make your statement misleading

Rule 10b-5 reliance is subsumed in materiality context. To have standing to sue, you must have bought or sold a security in the transaction in which you complain.

A breach of fiduciary duty coupled with full disclosure is not a violation of Rule 10b-5

[D.1.2] Summary Rule 14(a)-9: 

Provides a duty to be correct in a proxy statement; imposes a duty when making a 2nd statement about a meeting; must correct any incorrect inferences from prior statements;  Subjective (personal) reliance is not needed just that other SH relied

Elements: misrepresentation, materiality, scienter (some have read a negligence standard)(imposes absolute duty to get the info right.

[D.1.3] Summary of Elements:

[D.1.3.1] Materality:

Shareholder/plaintiff must show that there was a material misstatement or omission in the proxy materials.  But it is not necessary that the misstated or omitted fact would probably have caused a reasonable shareholder to change his vote; all that is required is that the fact would have been regarded as important, or would have “assumed actual significance” in the decision-making of a reasonable shareholder.

[D.1.3.2] Reliance/Causation:

The plaintiff/shareholder does not have to show that he relied on the falsehoods or omissions in the proxy statement.  Instead, the court will presume that injury was caused, so long as the falsehood or omission was material and the proxy materials were an essential link the accomplishment lf the transaction.  Thus if proxy solicitation is necessary to gain shareholder approval of a merger, any material falsehoods will be presumed to have “caused” injury to the shareholders since the proxy solicitation process was a necessary part of bringing about the merger.

Note: SCOTUS says that if the proxy votes hadn’t been needed then there would have been no causation.

[D.1.3.3] Remedies:

Exclusivity of appraisal rights under state law doesn’t affect federal right to a different remedy.

[D.2] Development

[D.2.1] Notes Regarding 14a-9 (Fraud in Proxy Solicitation) Actions:

[D.2.1.1] Causation 14a-9:

Mills leaves no doubt that a materially false or misleading proxy statement must be deemed to be the cause of a shareholder vote that the proxy statement solicits.

[D.2.1.2] Standing for a 14a-9 Challenge:

Does a shareholder who did not grant a proxy in reliance on the proxy statement have standing under Rule 14a-9 to challenge the proxy?

D.C. Circuit says yes in Cowin v. Bressler (D.C. Cir. 1984).

[D.2.1.2.a] Reasoning:

The injury which a stockholder suffers from corp. action pursuant to a deceptive proxy solicitation ordinarily flows from the damage done the corp, rather than from the damages inflicted directly upon the stockholder.  His claims is that the other shareholders elected Appellees as directors because they were mislead by the proxy materials.

Congress’ intent to protect the investing public would be seriously hampered if one who misuses the proxy process cannot be brought to take by those shareholders who have from the outset recognized his deceptions, but has only to fear that the other shareholders whom he has successfully beguiled will belatedly become enlightened and seek redress for the damages he has done them.

[D.2.1.2.b] Virginia Bankshares, Inc. v. Sandberg 

H: If P is a member of a minority class whose votes were not necessary for proposed transaction to go through, P may not recover no matter how material or intentional the deception in the proxy statement was, because deception did not “cause” transaction to go through (no standing).  For example, if doesn’t matter so much if you misrepresent things on the statements regarding a short form merger because you don’t have an ability to stop that from happening.  It may matter if they misrepresent the value of the shares in the merger.
[D.2.1.3] Scienter of 14a-9 Challenges:

Does the shareholder also have to prove that the misstatement/omission resulted from the D’s fault?

[D.2.1.3.a] Gerstle v. Gamble-Skogmo (2d Cir. 1973): the court held that negligence sufficed to establish liability under Rule 14a-9.  When a shareholder is seeking compensation from the beneficiary who is responsible for the preparation of the statement, they are not required to establish any evil motive or even reckless disregard of the facts.

[D.2.1.3.b] Adams v. Std Knitting Mills (6th Cir. 1980):

Scienter should be an element of liability in private suits under the proxy provisions as they apply to outside accountants (thus matching the std for outside accountants in a 10b-5 action under Ernst).

[D.2.1.3.c] Schidler v. All American Life & Financial Corp. (8th Cir. 1985): There was no liability without fault (is negligent faulty?) in an action under Section 14(a):  The purpose of section 14(a) is to prevent management or others from obtaining authorization for corp. Action by means of deceptive or inadequate disclosure in proxy solicitation.  A strict liability rule would impose liability for fully innocent misstatements.  It is too blunt a tool to ferret out the kind of deceptive practices Congress sought to prevent in enacting section 14(a).

[D.2.1.3.d] SCOTUS?:  It has several times explicitly taken note of a position taken in Gerstle and other cases that scienter is not an element of liability under § 14a, and has each time declined to address the issue.

[D.2.2] Mills v. Electric Auto-Lite Co. (1970): causal relationship requirement of proxy solicitation action is “presumed”

Note: this case turned 10b(5) claims into an industry; this case was involving claims under proxy violations but this still created the 10(b)5 industry because the court says that the P did a great service to the company in bringing this suit so he’s entitled to attorney fees – even if the economic loss was nominal or non-existent.  This really opened the box and since then SCOTUS has tried to shut it by chipping away thru standing requirements.

[D.2.2.1] Facts: Ps bring a claim under the implied right of action in § 14(a) of the 1934 Exchange Act for a materially misleading/false proxy statement, under rule 14a-9.

Ps were shareholders of the Electric Auto-Lite Company until 1963, when it was merged into Mergenthaler.  They brought suit on the day before the shareholders' meeting at which the vote was to take place on the merger.

They alleged that the proxy statement sent out by the Auto-Lite management to solicit shareholders' votes in favor of the merger was misleading because it did not disclose that before the merger Mergenthaler owned over 50% of the outstanding shares of Auto-Lite common stock, and had been in control of Auto-Lite for two years.

Ps waited until the last minute to sue because the last thing he wanted was the Ds to change the proxy statement with an amendment, which would have been the rational thing to do.

Under the terms of the merger agreement, an affirmative vote of two-thirds of the Auto-Lite shares was required for approval of the merger, and that the respondent companies owned and controlled about 54% of the outstanding shares.  Therefore, to obtain authorization of the merger, respondents had to secure the approval of a substantial number of the minority shareholders.

[D.2.2.2] Issue: what causal relationship must be shown between such a statement and the merger to establish a cause of action based on the violation of the Act.
[D.2.2.3] Holding:

Sufficient causal relationship existed between proxy statement that was materially false or misleading and corporate merger accomplished through use of such statement to establish cause of action based on violation of Securities Exchange Act, where substantial number of votes obtained by proxy from minority stockholders was necessary and indispensable to approval of merger.  

[D.2.2.4] Reasoning:

[D.2.2.4.a] Rejecting CtAppls Standard:

The CtAppls said to determine whether there was reliance/causation was to be determined by proof of the fairness of the terms of the merger.  If the merger was fair, the court would be justified in concluding that a sufficient # of shareholders would have approved the merger had there been no deficiency in the proxy statement.  

[1] Judicial Appraisal Cannot Substitute for Informed Electorate of Shareholders:

§ 14(a) stemmed from a congressional belief that '(f) air corporate suffrage is an important right that should attach to every equity security bought on a public exchange.'  The provision was intended to promote 'the free exercise of the voting rights of stockholders' by ensuring that proxies would be solicited with 'explanation to the stockholder of the real nature of the questions for which authority to cast his vote is sought.' 

The decision below, by permitting all liability to be foreclosed on the basis of a finding that the merger was fair, would allow the stockholders to be by-passed, at least where the only legal challenge to the merger is a suit for retrospective relief after the meeting has been held.  A judicial appraisal of the merger's merits could be substituted for the actual and informed vote of the stockholders.

[2] Incorrect Behavioral Assumption:

The Court of Appeals' ruling that 'causation' may be negated by proof of the fairness of the merger also rests on a dubious behavioral assumption.  There is no justification for presuming that the shareholders of every corporation are willing to accept any and every fair merger offer put before them.

[D.2.2.4.b] Appropriate Causation Standard:

Where there has been a finding of materiality, a shareholder has made a sufficient showing of causal relationship between the violation and the injury for which he seeks redress if, as here, he proves that the proxy solicitation itself, rather than the particular defect in the solicitation materials, was an essential link in the accomplishment of the transaction.  This objective test will avoid the impracticalities of determining how many votes were affected.

[D.2.2.4.c] Possibility of Relief:

Upon finding a violation the courts were 'to be alert to provide such remedies as are necessary to make effective the congressional purpose,' noting specifically that such remedies are not to be limited to prospective relief (as in not just damages).

In devising retrospective (in this case, undoing the transaction complained about) relief for violation of the proxy rules, the federal courts should consider the same factors that would govern the relief granted for any similar illegality or fraud.  One important factor may be the fairness of the terms of the merger.  Possible forms of relief will include setting aside the merger or granting other equitable relief, but, as the Court of Appeals below noted, nothing in the statutory policy 'requires the court to unscramble a corporate transaction merely because a violation occurred.'
a determination of what relief should be granted in Auto-Lite's name must hinge on whether setting aside the merger would be in the best interests of the shareholders as a whole.

[D.2.2.5] Note: on remand, the DC held the exchange to be unfair and awarded damages of $1bill!  The CtAppls reversed, concluding that the merger terms were fair and the P was therefore not entitled to damages.

[D.3] Scienter

[D.3.1] Note

[D.3.2] Ernst & Ernst v. Hockfelder: P must allege that D intended to deceive P to recover under 10b-5

[D.3.2.1] Facts:

Customers of brokerage firm who invested in a securities scheme (escrow accounts that didn’t exist) ultimately revealed as fraudulent (when the director killed himself and left a note detailing his fraudulent actions) brought action against accounting firm, which had undertaken audit of brokerage firm's books, to recover for damages sustained due to alleged negligence of accounting firm. 

The premise was that Ernst & Ernst had failed to utilize "appropriate auditing procedures" in its audits of First Securities, thereby failing to discover internal practices of the firm said to prevent an effective audit. The practice principally relied on was Nay's rule that only he could open mail addressed to him at First Securities or addressed to First Securities to his attention, even if it arrived in his absence. Respondents contended that if Ernst & Ernst had conducted a proper audit, it would have discovered this "mail rule." The existence of the rule then would have been disclosed in reports to the Exchange and to the Commission by Ernst & Ernst as an irregular procedure that prevented an effective audit. This would have led to an investigation of Nay that would have revealed the fraudulent scheme.

[D.3.2.2] Issue: whether an action for civil damages may lie under § 10(b) of the Securities Exchange Act of 1934 and Securities and Exchange Commission Rule 10b-5, in the absence of an allegation of intent to deceive, manipulate, or defraud on the part of the defendant.

[D.3.2.3] Holding:

No; the private action for damages will not lie under section 10(b) of the Securities Exchange Act of 1934 and rule 10b-5 in the absence of an allegation of intent to deceive, manipulate, or defraud; and as customers had proceeded on theory of liability premised on negligence, specifically disclaiming that brokerage firm had engaged in fraud or intentional misconduct, case would not be remanded for further proceedings.

FN 12: Definition of scienter: Conscious intent to defraud, must be intentional and material, leaves open question whether recklessness is enough (but later courts have concluded that recklessness is enough)

S.Ct reaches this definition because the statute, not the rule, defines the outer limits of rule “any manipulative, device, deceptive advice or contrivance”

[D.3.2.4] Reasoning:

[D.3.2.4.a] Statutory Language:

Section 10(b) makes unlawful the use or employment of "any manipulative or deceptive device or contrivance" in contravention of Commission rules. The words "manipulative or deceptive" used in conjunction with "device or contrivance" strongly suggest that s 10(b) was intended to proscribe knowing or intentional misconduct.

Anything different would add a gloss to the operative language of the statute quite different from its commonly accepted meaning.

[D.3.2.4.b] Legislative History:

[1] Protect from “the Cunning”: This brief explanation of s 10(b) by a spokesman for its drafters is significant. The section was described rightly as a "catchall" clause to enable the Commission "to deal with new manipulative (or cunning) devices."

[2] Contrast with requirements of other sections:

We also consider it significant that each of the express civil remedies in the 1933 Act allowing recovery for negligent conduct is subject to significant procedural restrictions not applicable under s 10(b). 

Section 11(e) of the 1933 Act, for example, authorizes the court to require a plaintiff bringing a suit under s 11, s 12(2), or s 15 thereof to post a bond for costs, including attorneys' fees, and in specified circumstances to assess costs at the conclusion of the litigation.

We think these procedural limitations indicate that the judicially created private damages remedy under s 10(b) which has no comparable restrictions cannot be extended, consistently with the intent of Congress, to actions premised on negligent wrongdoing. Such extension would allow causes of action covered by ss 11, 12(2), and 15 to be brought instead under s 10(b) and thereby nullify the effectiveness of the carefully drawn procedural restrictions on these express actions

[3] The Language of Rule 10b-5

The Commission contends, however, that subsections (b) and (c) of Rule 10b-5 are cast in language which if standing alone could encompass both intentional and negligent behavior.  Perhaps that is what those sections mean.

However, Rule 10b-5 was adopted pursuant to authority grand the Commission under s 10(b). The rulemaking power granted to an administrative agency charged with the administration of a federal statute is not the power to make law. Rather, it is " 'the power to adopt regulations to carry into effect the will of Congress as expressed by the statute.' 

[D.3.2.5] Dissent

Once again the Court interprets § 10(b) of the Securities Exchange Act of 1934 and the Securities a Exchange Commission's Rule 10b-5 restrictively and narrowly and thereby stultifies recovery for the victim.

It seems to me, however, that an investor can be victimized just as much by negligent conduct as by positive deception, and that it is not logical to drive a wedge between the two, saying that Congress clearly intended the one but certainly not the other.

[D.4] Materiality and Duty of Disclosure
[D.4.1] Notes

[D.4.2] Basic v. Levinson

[D.4.2.1] Facts:

Sellers of stock during period prior to formal announcement of merger brought Rule 10b-5 action in which it was alleged that material misrepresentations had been made due to denial of merger negotiations prior to official announcement. 

Beginning in September 1976, Combustion representatives had meetings and telephone conversations with Basic officers and directors concerning the possibility of a merger.  During 1977 and 1978, Basic made three public statements denying that it was engaged in merger negotiations – “management is unaware of any present or pending corporate development that would result in the abnormally heavy trading activity.”

Respondents are former Basic shareholders who sold their stock after Basic's first public statement of October 21, 1977, and before the suspension of trading in December 1978. Respondents alleged that they were injured by selling Basic shares at artificially depressed prices in a market affected by petitioners' misleading statements and in reliance thereon.

[D.4.2.2] Issue: (1) what standard of materiality applies to preliminary corp merger discussions? (2) what do the Ps have to prove to show they relied on those representations when they sold their stock?

[D.4.2.3] Holding:

(1) standard of materiality set forth in TSC Industries is appropriate in § 10(b) and Rule 10b-5 context;  (2) materiality in merger context depends on probability that transaction will be consummated, and its significance to issuer of securities; and (3) presumption of reliance, supported in part by fraud-on-market theory may be applied, but presumption is rebuttable.

Note: 10b-5 does not have a duty to disclose.  If they had just said “no comment” then they would have been fine.

[D.4.2.4] Reasoning:

[D.4.2.4.a] Standard of Materiality:

The Court also explicitly has defined a standard of materiality under the securities laws, see TSC Industries, Inc. v. Northway, Inc. concluding in the proxy-solicitation context that "[a]n omitted fact is material if there is a substantial likelihood that a reasonable shareholder would consider it important in deciding how to vote."  

Acknowledging that certain information concerning corporate developments could well be of "dubious significance," the Court was careful not to set too low a standard of materiality; it was concerned that a minimal standard might bring an overabundance of information within its reach, and lead management "simply to bury the shareholders in an avalanche of trivial information--a result that is hardly conducive to informed decisionmaking."  

It further explained that to fulfill the materiality requirement "there must be a substantial likelihood that the disclosure of the omitted fact would have been viewed by the reasonable investor as having significantly altered the 'total mix' of information made available." 

We now expressly adopt the TSC Industries standard of materiality for the § 10(b) and Rule 10b-5 context. 

[D.4.2.4.b] How do you determine the materiality of an uncertain event?

Where the impact of the corporate development on the target's fortune is certain and clear, the TSC Industries materiality definition admits straightforward application.   Where, on the other hand, the event is contingent or speculative in nature, it is difficult to ascertain whether the "reasonable investor" would have considered the omitted information significant at the time.
Under such circumstances, materiality "will depend at any given time upon a balancing of both the indicated probability that the event will occur and the anticipated magnitude of the event in light of the totality of the company activity."

[1] Probability: Generally, in order to assess the probability that the event will occur, a factfinder will need to look to indicia of interest in the transaction at the highest corporate levels.

[2] Magnitude:

To assess the magnitude of the transaction to the issuer of the securities allegedly manipulated, a factfinder will need to consider such facts as the size of the two corporate entities and of the potential premiums over market value.

We remand the case for consideration of the question whether a grant of summary judgment is appropriate on this record.

[D.4.2.4.c] Reliance

How does the class of Ps prove they relied on those material representations when they sold their stock?

We agree that reliance is an element of a Rule 10b-5 cause of action (compare with Ernst).  Reliance provides the requisite causal connection between a defendant's misrepresentation and a plaintiff's injury.

Thus in the case of non-disclosure, the fraud on the market theory lets us assume reliance.

[1] The Fraud on the Market Theory: for Class Certification

"The fraud on the market theory is based on the hypothesis that, in an open and developed securities market, the price of a company's stock is determined by the available material information regarding the company and its business....   Misleading statements will therefore defraud purchasers of stock even if the purchasers do not directly rely on the misstatements....

This is a semi-strong theory of the market.  That is, that the market takes into account all information known to it and that affects the price.  

This is probably not true but there is the idea that market analysts rely on that data and that shapes people’s buying patterns.

[2] This is necessary to establish a class of Ps:

Requiring proof of individualized reliance from each member of the proposed plaintiff class effectively would have prevented respondents from proceeding with a class action, since individual issues then would have overwhelmed the common ones.

Requiring a plaintiff to show a speculative state of facts, i.e., how he would have acted if omitted material information had been disclosed, would place an unnecessarily unrealistic evidentiary burden on the Rule 10b-5 plaintiff who has traded on an impersonal market.

[3] Market Value Takes in All That Info:

Thus the market is performing a substantial part of the valuation process performed by the investor in a face-to-face transaction.   The market is acting as the unpaid agent of the investor, informing him that given all the information available to it, the value of the stock is worth the market price." The dissemination of material misrepresentations or withholding of material information typically affects the price of the stock, and purchasers generally rely on the price of the stock as a reflection of its value.”

Because most publicly available information is reflected in market price, an investor's reliance on any public material misrepresentations, therefore, may be presumed for purposes of a Rule 10b-5 action.

[4] This presumption is rebuttable:

Any showing that severs the link between the alleged misrepresentation and either the price received (or paid) by the plaintiff, or his decision to trade at a fair market price, will be sufficient to rebut the presumption of reliance.

[D.4.2.5] White/Concurring, Dissenting

I join Parts I-III of the Court's opinion, as I agree that the standard of materiality we set forth in TSC Industries, Inc. should be applied to actions under 10(b) and Rule 10b-5.   But I dissent from the remainder of the Court's holding because I do not agree that the "fraud-on-the-market" theory should be applied in this case.

For in adopting a "presumption of reliance," the Court also assumes that buyers and sellers rely--not just on the market price--but on the "integrity " of that price.   It is this aspect of the fraud-on-the-market hypothesis which most mystifies me.  The court cannot take judicial notice of the semi-strong theory of the market.

[D.5] Enforcement of Fiduciary Duties
[D.5.1] Notes

[D.5.2] Santa Fe Industries v. Green: cannot violate federal securities laws where there is no misrepresentation and has issued full disclosure
Before this case, it was thought that securities rules and 10b-5 was going to subsume all of corporate law.

[D.5.2.1] Facts:

Minority shareholder brought an action against majority shareholders and a firm which had appraised value of the stock for purposes of permitting the company in question to undergo a Delaware short-form merger. 

Big difference in stock price under asset appraisal and market price- look at Q ratio graph.  Consequence of inflation is people would rather own assets than paper (stock and money), hard assets take on disproportionate value and stocks are undervalued with respect to replacement cost.
[D.5.2.1.a] Complaint:

Santa Fe increased its control of Kirby's stock to 95%.  Wishing to acquire 100% ownership of Kirby, Santa Fe availed itself of s 253 of the Delaware Corporation Law, known as the 'short-form merger' statute. Section 253 permits a parent corporation owning at least 90% of the stock of a subsidiary to merge with that subsidiary, upon approval by the parent's board of directors, and to make payment in cash for the shares of the minority stockholders. The statute does not require the consent of, or advance notice to, the minority stockholders. However, notice of the merger must be given within 10 days after its effective date, and any stockholder who is dissatisfied with the terms of the merger may petition the Delaware Court of Chancery for a decree ordering the surviving corporation to pay him the fair value of his shares, as determined by a court-appointed appraiser subject to review by the court.

The provisions of the short-form merger statute were fully complied with.  The minority stockholders of Kirby were notified the day after the merger became effective and were advised of their right to obtain an appraisal in Delaware court if dissatisfied with the offer of $150 per share.

Respondents, minority stockholders of Kirby, objected to the terms of the merger, but did not pursue their appraisal remedy in the Delaware Court of Chancery.  Instead, they brought this action in federal court on behalf of the corporation and other minority stockholders, seeking to set aside the merger or to recover what they claimed to be the fair value of their shares.

Stockholders allege that Santa Fe, knowing the appraised value of the physical assets, obtained a 'fraudulent appraisal' of the stock from Morgan Stanley and offered $25 above that appraisal 'in order to lull the minority stockholders into erroneously believing that (Santa Fe was) generous.

This course of conduct was alleged to be 'a violation of Rule 10b-5 because defendants employed a 'device, scheme, or artifice to defraud' and engaged in an 'act, practice or course of business which operates or would operate as a fraud or deceit upon any person, in connection with the purchase or sale of any security.''

[D.5.2.1.b] District Court Ruling:

that if 'full and fair disclosure is made, transactions eliminating minority interests are beyond the purview of Rule 10b-5,' and concluded that the 'complaint fail(ed) to allege an omission, misstatement or fraudulent course of conduct that would have impeded a shareholder's judgment of the value of the offer.' The complaint therefore failed to state a claim and was dismissed. 

[D.5.2.1.c] CtAppl Ruling:

CtAppls reversed and held that the complaint did state a cause of action.

[D.5.2.2] Issue: This case involves the reach and coverage of s 10(b) of the Securities Exchange Act of 1934 and Rule 10b-5 thereunder in the context of a Delaware short-form merger transaction used by the majority stockholder of a corporation to eliminate the minority interest.

[D.5.2.3] Holding:

where the minority shareholders could either accept the price offered for their shares or reject it and seek appraisal in the Delaware court of chancery, their case was fairly presented and the transaction as alleged in the complaint was therefore neither deceptive nor manipulative and therefore did not violate either the Securities Exchange Act provision or SEC rule 10b-5. Mere instances of corporate mismanagement in which essence of the complaint is that shareholders were treated unfairly by a fiduciary are not within the statute or rule.

[D.5.2.3] Reasoning:

[D.5.2.3.a] Language of statute:

Ernst & Ernst makes clear that in deciding whether a complaint states a cause of action for 'fraud' under Rule 10b-5, 'we turn first to the language of s 10(b), for '(t)he starting point in every case involving construction of a statute is the language itself.''

The language of 10b gives no indication that Congress meant to prohibit any conduct not involving manipulation or deception.

[D.5.2.3.b] Fundamental Purpose of Statute:

Section 10(b)'s general prohibition of practices deemed by the SEC to be 'manipulative' in this technical sense of artificially affecting market activity in order to mislead investors is fully consistent with the fundamental purpose of the 1934 Act "to substitute a philosophy of full disclosure for the philosophy of caveat emptor.

[D.5.2.3.c] Issue of federalism

A second factor in determining whether Congress intended to create a federal cause of action in these circumstances is 'whether the cause of action (is) one traditionally relegated to state law.  The Delaware Legislature has supplied minority shareholders with a cause of action in the Delaware Court of Chancery to recover the fair value of shares allegedly undervalued in a short-form merger.

Absent a clear indication of congressional intent, we are reluctant to federalize the substantial portion of the law of corporations that deals with transactions in securities, particularly where established state policies of corporate regulation would be overridden.

[D.5.2.3.d] There was no deception in the disclosure:

The finding of the District Court, undisturbed by the Court of Appeals, was that there was no 'omission' or 'misstatement' in the information statement accompanying the notice of merger. On the basis of the information provided, minority shareholders could either accept the price offered or reject it and seek an appraisal in the Delaware Court of Chancery. Their choice was fairly presented, and they were furnished with all relevant information on which to base their decision. 

[D.6] Causation/Reliance:
[D.6.1] Causation is required: It is well established that causation and reliance are required elements of a private action under Rule 10b-5.

However, the SEC can bring an action for injunction or other appropriate relif based on a mispre that violates rule 10b5 even if no investors have rlied upon the statement.

In the area of causation, the case law under Rule 10b-5 has distinguished between transaction causation and loss causation.

[D.6.2] Transaction Causation: there must be a causal connection between the D’s violation of Rule 10b-5 and the plaintiff’s purchase or sale of a security.  To satisfy this requirement, a violation of rule 10b5 must have caused the P to engage in the transaction in question.

Transaction causation has been analogized to reliance.

[D.6.3] Loss Causation:

the D’s wrongful act not only must have caused the P to buy or sell a security; it must also have been the cause of the P’s loss on the security.  In contrast to transaction causation, loss causation requires a showing that the violation of 10b5 caused the economic harm of which the P complains.  

Loss causation is generally understood as proximate cause, meaning in part that the damages suffered by P must be a foreseeable consequence of any misrepresentation or material omission.

The loss causation inquiry typically examines how directly the subject of the violation caused the loss, and whether the resulting loss was a foreseeable outcome of the violation, while also taking into account issues such as the presence of intervening cauee and the lapse of time between the behavior complained of and the loss.

The investor’s loss cannot be the result of an investment risk that was independent of the violation.

[D.6.3.1] Example: As a result of the misprepresenation, the investor paid more for the stock than it was worth.  His damages thus consist of two components: the value lost due to the casualty and the amount of loss because he overpaid the stock.

[D.6.4] Comparison of both forms of causation:

To plead transaction causation, the P must allege that it would not have invested in the instrument if the D had stated truthfully the material facts at the time of the sale.  To plead loss causation, the P must allege that it was the very facts about which the D lied which caused its injuries.

[D.6.5] Reliance: At one time it seemed that the rule that reliance is an element of a private action would require the P to prove that he actually and specially relied on the D’s wrongful statement or omission.  

[D.6.6] Omissions/Non-Disclosure

Reliance on an omission or nondisclosure is a questionable concept.  We can say that a reasonable investor who knew the omitted fact probably would or would not have bought or sold at the given price.  

[D.6.6.1] Standard: In TSC Industries (foundation for Basic), SCOTUS held that the standard of materiality in a nondisclosure case is satisfied by a showing of a sub likelihood that, under all circumstances, the omitted fact would have assumed actual sign in the deliberations of the reasonable shareholder.

[D.6.6.2] Causation = Materiality = Reliance: This std is so close to what must be shown to prove causation in a nondisclosure case that for all intents and purposes, causation in such a case collapses into materiality.

In Ute Citizens v. US, SCOTUS held that in omissions cases, positive proof of reliance is not a prerequisite to recovery.  All that is necessary is that the facts withheld be material in the sense that a reasonable investor might have considered them impt in the making of this decision.

[D.6.6.3] Rebuttable Presumption: The cases have merely established a presumption that made it possible for the Ps to meet their burden.  The D can rebut this presumption by showing that the P would have followed the same course of conduct even with full and honest disclosure, etc.

[D.6.7] Misrepresentation

Just at Ute diluted the requirement of reliance in the case of nondisclosure, Basic diluted the requirement in the case of misrepresentation, by adopting fraud-on-the-market theory.  That theory is subject to various exceptions – for example, where there is no well-developed mkt for a security.

Once the P show that a material misrep was made to him, and that he traded soon after, as a practical matter reliance will normally be presumed, and the burden will shift to the D to show that the P did not rely on the misrep.

[D.7] Exception to Rule 10b-5: Forward Looking Statements

The securities acts provide special protection for most forward-looking statements

[D.7.1] Forward-looking statements: statements about the future (§ 21E(i)) such as projections of revenues, plans and objectives of management for future operations and statement of future econ performance

[D.7.2] Safe Harbor Protections:

Section 21E(c)(1) provides two safe harbors against civil liability for written FL statements, as defined, that are made (1) by a corp. that either has a security registered under section 12 of the act or has filed a reg statement under 15(d) or 92) by certain persons acting on behalf of such a corp.

[D.7.2.1] Warning Stockholders: there is no liability if the statement is identified as a FL statement and contains meaningful cautionary statements identifying impt factors that could cause actual results to differ materially from those in the statement.  

[D.7.2.2] Scienter Requirement “Higher”: there is no liability if the P fails to prove that the statement was made with actual knowledge – not just recklessness – that the statement was false or misleading.  Thus § 21E eliminates recklessness as sufficient scienter under rule 10b5 for FL statements.

[D.7.3] Bespeaks causation: a FL statement doesn’t give rise to liability, even though it is misleading taken in isolation, if the document in which the statement is contained includes sufficient cautionary language.

It is fairly clear, however, that a generic boiler plate warning will not suffice.  It must be tailored the specific future projections which the Ps challenge.

[D.7.7.2.a] Importance of this doctrine: This doctrine is of special relevance when a FL statement is made by a corp or other person who is not within the safe harbor provisions of 21E – for example a corp that does not have a class of stock registered under § 12 and has not filed a reg statement under § 15(d).

[E] The Regulation of Tender Offers

[E.1] Introduction

Tender offers are used to oust management. They are usually dealing with corp where stock is selling well below assets value (if not, management would be doing a good job).  The tender offerer wants to get a bargain.

The tender offer started in the 1960s as an alt to the proxy contest.  A proxy contest almost never succeeded.

Another attractive feature of tender offers is that there are no sunk costs if it goes through; the stock you buy as part of the transaction remains valuable to you after the deal is done; compare to proxy contest where expenses aren’t recouped after deal is done

[E.1.1] Early Tender Offers:

You find a bank to act as the agent of an undisclosed principal.  They would invite you to make tenders – which was making them an offer.  They usually want 50% + 1 share.  They say if they buy, they will buy at a given price that is usually a tad above the mkt price. (In those days it was a very small amt).  There’s no guarantee that they’ll buy anything.  The offer you were making was irrevocable.  Your shares would be held until your offer was either accepted or rejected by the unknown person.  There is no way of knowing how long that you have to wait.  If more shares are tendered than the bidder wants to buy, he’ll operate on a basis of first-come first-served.  This produced panic tendering because stockholders feared that if they were left out of the initial buyout then they would be forced out later by a merger for a much lower price

This never failed! If an ad appeared that morning, the contest was over by noon. This created an anxiety in the business/investment community so it led to legislation.

[E.1.1.1] Tobin’s Q:

Is the ratio of replacement cost of a corps assets to the market cap (shares x share price); 

Example:  in Sterling case the Tobin’s Q in that year was only 45% ; Sterlings Tobin’s Q was 50% so that was pretty good

Helps to explain why tender offers became popular; if you wanted a corps assets it was much cheaper to buy the whole corps through its stock then fire all the employees and pay off its debts

Only critic of Tobin’s Q says that it underestimates the difference between assets and stock price because it only takes into account assets on the books; other assets like investment in employee training are not counted.

[E.1.2] Williams Act:

The bidder must file a tender offer statement with the SEC and hand-deliver it to the company on the day of commencement.  If they fail to do this then they can be enjoined from continuing the offer (which is a disaster).

This statement is a tender offer statement: you have to say who you are, where your money is coming from, what side deals you have, and what you are going to do after you take control.

[E.1.3] “Selling Early” – Practical Realities of a Tender Offer

Whenever a tender offer is announced, the market price increases – but not at high as the tender offer price because there is a chance that the tender offer will fail.

Those there are people – risk arbitrators -- who are in the business of buying the stock.  They are trading on the risk that the deal won’t happen.  They buy from the market and then tender.

What happens if the tender share doesn’t happen?  What do they want to see happen?

You just bought a huge block of this company’s stock.  You bought it with borrowed money and you’re paying a fortunate of interest.  You bought it at $14 and then the price dropped to $9.

You would like to see another tender offer.  If there is another then you will so tender!

This is meant by saying that a company is in play.  Once a tender offer has been played.  Institutional offers sell into the market.  These risky guys buy from the market.  But if there isn’t a tender they don’t sit on the stock or sell back into the market.  They are looking for another tender offer.

Anybody else that wants to make a tender offer knows that there is a large block of owners that are desperate tender – this increases their chance of a successful tender offer.

[E.1.4] Statutes:

1934 §§ 13(d)(1), 14(d), (e), (f)
[E.1.4.1] Definition of Tender Offer:

There is no official SEC definition of “tender offer.”

Tenerally a tender offer is:  an offer to stockholders of a publicly held corporation to exchange their shares for cash or securities at a price higher than the previous market price

Wellman test:  courts and SEC look at 8 factors in determining whether or not a tender offer was made; wellman factors/test (no clear number of factors that have to be satisfied in order to be called a tender offer):

(1) active and widespread solicitation of the target’s shareholders

(2) solicitation of a substantial percentage of the target’s stock

(3) offer to purchase at a premium over prevailing price

(4) firm rather than negotiable terms

(5) offer is contingent upon receipt of a fixed minimum number of shares

(6) a limited time period for which the offer applies

(7) the pressuring of offerees to sell their stock

(8) a public announcement by the buyer that he will be acquiring the stock

[E.1.2] Notes

[E.1.2.1] Terminology of Tender Offers

[E.1.2.1.a] Raider/Bidder: a person (normally, although not necessarily, a corp) that makes a tender offer. 

[E.1.2.1.b] Target: the corp. whose shares the raider seeks to acquire

[E.1.2.1.c] White knight: often the management realizes that it will be taken over, but prefers a takeover by someone other than the original bidder.  The management therefore solicits competing tender offers from other corps.  These friendly corps. are white knights.

[1] White Squire: Someone buys enough stock to give themselves a blocking position (ex., if merger requires 2/3 vote, 1/3 + 1 blocks)

[E.1.2.1.d] Lock-up: a device that is designed to protect one bidder (usually the white knight) against competition by other bidders such as giving them an option to acquire selected assets/shares

[E.1.2.1.e] Crown jewels: to defeat or discourage a takeover bid by a disfavored bidder, the target’s management may sell (or more usually) give to a white knight a lock-up option that covers the target’s most desirable business

[E.1.2.1.f] Fair price provisions: this requires a super-majority (80%) of the voting power of a corp. to approve any merger or similar combo with an acquirer who owns a specified interest in the corp.  There are some exceptions.  But the FPPs discourage purchasers whose objective is to seek control of a corp. at a relatively cheap price and discourages accumulations of large blocks because it reduces the options that an acquirer has once it reaches the specified number of shares.

[E.1.2.1.g] Management buyout (MBO): an acquisition for cash or non-convertible senior securities of the business of a public corp, by a newly organized corp. in which members of the former management of the public corp. will have a significant equity interest, pursuant to a merger/combo

[E.1.2.1.h] Leverage: involves the use of debt to increase the return on equity; the extent of leverage is measures by the ratio of debt to equity.

[E.1.2.1.i] Leveraged buyout (LBO): is an MBO that is highly leveraged – that is in which the newly org acquiring corp has a very high amt in relation to its equity.  

[E.1.2.1.k] Junk bonds: have an unusually high risk of default but correspondingly carries an unusually high yield.  Because an LBO is so highly leveraged, much of the debt issued to finance an LBO usually consists of junk bonds.

[E.1.2.1.l] No-shop clauses: A board off a corp that enters into an agreement for a merger/combo may agree that it will recommend the combo to its shareholder, that it will not shop around for a more attractive deal, or both

[E.1.2.1.m] Poison pills: a plan under which the board creates rights that are distributed/distributable to shareholders.  Upon the occurrence of certain events shareholders other than a tender-offer bidder or prospective bidder have the right purchase stock in the corp at a deep discount.  Because the potential exercise of the rights would dramatically dilute the value of the target stock that the bidder proposes to acquire, the mere potential that the rights will be exercised may serve as a deterrent to making a bid in the first place.

[1] flip in right: each rights holder becomes entitled to buy two shares of the corp’s common stock at half price.  The value of the stock received when the Right is exercised id two times the exercise private of the right.  This massively dilutes the value of the holdings of the unwanted acquirer.

[2] flip over right: entitling target company shareholders to purchase shares of the acquiring company at a reduce price

[E.1.2.1.n] Standstill: a target may seek an accommodation with a shareholder who has acquired a sign amount of stock, under which the shareholder agrees to limit his stock purchases.  The typical agreement limits the shares that shareholder can buy/sell and limits proxy challenges.  The shareholder may get in return things like board rep, register the shareholder’s stock under the Securities Act on demand and to not oppose the shareholder’s acquisition of more stock up to the specified limit.

[E.1.2.2] The Williams Act: Laws/Rules regarding tender offers

The Williams Act added §§ 13(d), (e) and 14(d), (e) and (f) to the Securities Exchange Act of 1934.  

[E.1.2.2.a] Applicability of Rules to Tender Offers:

§ 14(d) and Rule 14d apply to TOs for more than 5% of any class of equity security registered under Section 12 of the Act.

§ 14(e) and Rule 14e apply to any tender off for any class of security.

These both apply to most TOs.

[E.1.2.2.b] Disclosures Required:

§ 13(d) a person who has acquired beneficial ownership of more than 5% of any class of equity securities registered under Section 12 of the Act must file a Schedule 13D within 10 days after the acquisition

Schedule 13D: must include the purchaser’s identity and background; the amt and sources of the funds for the purchase; the purpose of the purchase; any plans with respect to extraordinary corp. transactions involving the corp. whose stock has been acquired; and any K or understandings with other persons regarding the corp’s securities.

Rule 13d-2 any material changes to the info disclosed in a Schedule 13D must be promptly updated and any further acquisitions of an addtl 1% or more of the corp’s stock will be deemed a material change

§ 13(d)(3)/Rule 13d-5(b) when two or more persons agree to act together for the purposes of acquiring, holding, voting, or disposing of an issuer’s equity securities, the group formed by the agreement is deemed to have acquired ownership of all securities of that issuer owned  by any member of the group, for purposes of § 13(d)
The  Hart-Scott-Rodino Antitrust Improvements Act requires notification of acquisitions of stock in medium—size and large publicly held companies, if the acquisition will  result in the acquirer’s owning voting stock in the corp. in excess of $75mil.  For many corps that are likely to be made subject to a TO, $75mil of the corp’s stock will be substantially less than 5% of its stock. Thus the HSR Act effectively lowers the reporting threshold for many toehold acquisitions.

[E.1.2.2.c] What Constitutes a Tender Offer?

Some courts have adopted an eight-factor test to determine whether offers such as a series of private offers made to a limited number of potential sellers qualifies as a tender offer --- the Wellman test (see below).

The Second Circuit has rejected the test and instead held that whether an offer to buy stock constitutes a TO under the Williams Act turns on whether there appears to be a likelihood that unless the Act’s rules are followed, there will be a substantial risk that solicited shareholders will lack info needed to make a carefully considered appraisal of the offer.


[E.1.2.2.d] Schedule TO

§ 14(d) requires a Schedule TO to be filed by any person that makes a TO for a class of registered equity securities that would result in that person owning more than 5% of the class.

Schedule 14D/TO must contain extensive disclosure of such matters as the offer; the identity of the bidder; past dealing between the bidder and the target; the bidder’s source of funds; the bidder’s purposes and plans concerning the target; the bidder’s contracts and understandings or relationships with respect to securities of the target; financial statements of the bidder, if they are material and the bidder is not an individual; and arrangements between the bidder and persons holding impt. positions with the target.

You must deliver the Schedule 14D to: (1) the SEC, (2) the target corp, (3) target corp shareholders (newspaper ad), (4) other bidders and (5) the exchange.

Key event in tender offer is commencement -- 

§ 14(d)(2): Any kind of communication which is public and announces target, amount of securities, and price range is commencement

On day of commencement the tender offer statement (essentially same info as § 13(d)(1)) must be filed and hand delivered to issuer.

§ 14(d)(4)-(6): How to disseminate info to shareholders (long-form/short-form)

Bidder must be provided with opportunity to make direct solicitation of shareholders, can demand on day of commencement that issuer/target provide either (a) an up to date shareholders list or (b) undertake to mail materials to shareholders on bidder’s behalf.

[E.1.2.2.e] Regulation of the Terms of Tender Offers

§ 14(d)/Rules 14(d) & 14(e) regulates the terms

[1] Minimum Duration: Rule 14e-1, a tender offer must be held open for at least 20 business days

[2] All-holders Rule: Rule 14d-10, provides that a bidder may not make a tender offer for a class of securities unless the offer is open, at the same price and on the same terms, to all holders of the class

[3] Best-price Rule/Equal Consideration: § 14(d)(7)/Rule 14d-10, provides that the price paid to any security holder pursuant to a TO must be equal to the highest price that the bidder pays to any other security holder during the TO (see Epstein v. MCA).  Under this rule, as frequently occurs, the bidder increases the bid price during the TO, the new, higher price must be made retroactively available to all holders who tendered before the increase.

Rule 10b-13 provides that during the pendency of the TO, the bidder cannot purchase securities that are subject to the TO except under the TO (the bidder can’t make private arrangements outside the TO)

[4] Withdrawal Rights: I don’t understand this
§ 14(d)(5)/Rule 14d-7, Shareholders can revoke tendered shares and withdraw at any time until the offer closes.

[5] Proration: § 14(d)(6)/Rule 14d-8, if a bidder makes a partial TO – that is an offer less than 100% of the target’s securities – and more securities are tendered during the duration of the TO than the bidder has offered to accept, the bidder must accept all tendered securities, up to the stated percentage, on a pro rata basis

[E.1.2.2.f] Obligations of the Target’s Management

Rule 14e-2 requires that no later than 10 business days from the date the TO is first published, the target corp. must notify shareholders that the target takes one of the following positions (and reasons why): (1) recommends acceptances of the TO, (2) recommends rejection of the TO, (3) expresses no opinion and is remaining neutral, or (4) is unable to take a position.

Rule 14d-9, any persons who solicits or makes a recommendation to shareholders in respect of a TO (contrasted with making a TO) must file a Schedule 14D-9.

Schedule 14D-9 requires disclosure of the nature of, and reasons for, the solicitation or recommendation; conflicts of interest of the person filing the statement; any negotiation/transaction that is being undertaken by the target or any other major changes in the target’s structure etc.

Rule 14d-9(f), the statement that a target is required to make under Rule 14e-2 is within the meaning of Rule 14d-9.  Thus, a target corp. must make the disclosures required by Schedule 14D-9.

[E.1.1.2.g] Tender Offers by Issuers:

§ 13(e)/Rule 13eb, corps that tender for their own stock (issuer/self tenders) are subject to obligations similar to those imposed on outsider bidders under 14d/14e regulating the terms of TOs

[E.1.2.2.g] Anti-Fraud Provision

§ 14(e), prohibits all material misstatements, misleading omissions, and fraudulent or manipulative acts, in connection with a TO, or any solicitation in favor of or in opposition to a TO; like 10b-5, it has  been held (2d circuit) that a P must establish scienter

This is closely comparable to Rule 10b-5, except that it does not contain the limiting language “in connection with the purchase or sale” of securities.

§14(e)-3: This is against insider traders in connection with a TO. it is illegal to trade on the basis of non-public information, even if this information does not derive from the company whose stock is being traded; in other words it is forbidden to trade based on tender offer information derived directly or indirectly from either the offeror or the target.

Unlike 10b-5, you don’t need to show that the information that party received was received in violation of a fiduciary duty.

Rule 14e5 (“prohibiting purchases outside of a tender offer”):  prohibits making side deals to buy securities during a tender offer

[E.1.2.2.h] Standing/Right of Action

[1] A bidder does not have standing under the William’s Act because the Act is intended to protect only shareholders.

[2] Target’s shareholders have standing to sue for damages under §§ 14d(6) (pro rata requirement), 14d(7) (equal-consideration requirement) and 14(e) (anti-fraud requirement).  Courts are divided as to whether shareholders can also sue for damages under § 13(d) (5% reporting requirement).

Target’s shareholders have standing to sue for an injunction under § 14(e) if they can show causation because section 14(e) does not contain the purchase-or-sale requirement of Rule 10b-5.  They can also sue for an injunction under continuing violations of § 13(d) (5% reporting requirement).

[3] Target corporation can sue for an injunction under § 14(e) (anti-fraud), § 13(d) (5% reporting requirement), because such an injunction will protect the interests of the target shareholders.

The majority rule is that corporations do not have standing to sue for damages under § 13(d).

[4] Rival bidders cannot seek damages against each other from lost opp to gain control, even when they own a nominal amt of shares in the target company.

Rival bidders can seek an injunction by concluding that an injunctive remedy would better protect the target’s shareholders interests than providing damages to shareholders after the transaction is complete.

[E.2] SEC v. Carter Hawley Hale (1985): does this issuer purchase qualify as a merger under the Williams Act?

[E.2.1] Facts: 
The issue in this case arises out of an attempt Limited to take over CCH corp.  The SEC commenced the present action for injunctive relief to restrain CHH from repurchasing its own stock in an attempt to defeat the Limited takeover attempt without complying with the tender offer regulations.

CHH management took defensive measures against tender offer by getting a White Squire to get a blocking position.

[E.2.1.1] The Tender Offer:

Limited commenced a cash tender offer for 20.3 million shares of CHH common stock, representing approximately 55% of the total shares outstanding, at $30 per share. 

In compliance with section 14(d) of the Exchange Act, Limited filed a schedule 14D-1 disclosing all pertinent information about its offer.   The schedule stated that (1) the offer would remain open for 20-days, (2) the tendered shares could be withdrawn until April 19, 1984, and (3) in the event the offer was oversubscribed, shares would be subject to purchase on a pro rata basis.

[E.2.1.2] CCH Fights Back:

CHH sold one million shares of convertible preferred stock to General Cinema for $300 million.   The preferred shares possessed a vote equivalent to 22% of voting shares outstanding.   General Cinema's shares were to be voted pursuant to CHH's Board of Directors recommendations.   General Cinema was also granted an option to purchase Walden Book Company, Inc., a profitable CHH subsidiary, for approximately $285 million.   Finally, CHH announced a plan to repurchase up to 15 million shares of its own common stock for an amount not to exceed $500 million.   If all 15 million shares were purchased, General Cinema's shares would represent 33% of CHH's outstanding voting shares.

On April 24, 1984, the same day Limited was permitted to close its offer and start purchasing, CHH terminated its repurchase program having purchased approximately 17.5 million shares, over 50% of the common shares outstanding.
[E.2.2] Issue:

(1) did the district court erred in concluding that CHH's repurchase program was not a tender offer under the eight-factor Wellman test, and (2) did the district court erred in declining to apply the definition of a tender offer enunciated in S-G Securities?

[E.2.3] Holding: district court did not abuse its discretion in concluding that target company's repurchase of shares during third-party tender offer did not itself constitute a tender offer.
[E.2.4] Reasoning:

[E.2.4.1] The heart of the dispute:

Section 14(d) governs third-party tender offers and prohibits a tender offer unless shareholders are provided with certain procedural and substantive protections.  Issuer repurchases and tender offers are governed in relevant part by section 13(e) and Rules 13e-1 and 13e-4.  

The procedural and substantive requirements that must be complied with under Rule 13e-4 differ from those under Rule 13e-1.   An issuer engaged in a repurchase under Rule 13e-1 is required to file a brief statement with the SEC setting forth the amount of shares purchased;  the purpose for which the purchase is made;  and the source and amount of funds used in making the repurchase.

An issuer engaged in a tender offer under Rule 13e-4 must comply with more burdensome regulations.   All the substantive and procedural protections for shareholders come into play under Rule 13e-4 including:  full disclosure;  time in which to make investment decisions;  withdrawal rights;  and requirements for pro rata of shares.
The SEC thinks that this transaction should be treated as a self TO and thus be held illegal since they didn’t follow those requirements.


[E.2.4.2] The Act and rules are unclear if this situation would present a self-TO

The authority is permissive.  Some repurchases could be considered a TO and some could just be repurchases.  Thus this isn’t conclusive.  We need to apply a test to decide.

[E.2.4.3] The Wellman Test:

Like the district court, we resolve the question of whether CHH's repurchase program was a tender offer by considering the eight-factor test established in Wellman. It focuses on the manner in which the offer is conducted and whether the offer has the overall effect of pressuring shareholders into selling their stock.

Under the Wellman test, the existence of a tender offer is determined by examining the following factors: 

(1) Active and widespread solicitation of public shareholders for the shares of an issuer;  (2) solicitation made for a substantial percentage of the issuer's stock;  (3) offer to purchase made at a premium over the prevailing market price;  (4) terms of the offer are firm rather than negotiable;  (5) offer contingent on the tender of a fixed number of shares, often subject to a fixed maximum number to be purchased;  (6) offer open only for a limited period of time;  (7) offeree subjected to pressure to sell his stock;  [and (8) ] public announcements of a purchasing program concerning the target company precede or accompany rapid accumulation of a large amount of target company's securities.

Not all factors need be present to find a tender offer;  rather, they provide some guidance as to the traditional indicia of a tender offer.

The district court concluded CHH's repurchase program was not a tender offer under Wellman because only "two of the eight indicia" were present.

[E.2.4.4] Application of the Wellman Test:

(1) Active and widespread solicitation of public shareholders for the shares of an issuer – no

The evidence was uncontraverted that there was "no direct solicitation of shareholders."  The only public announcements by CHH were those mandated by SEC or Exchange rules.

(2) solicitation made for a substantial percentage of the issuer's stock – no

Because there was no active and widespread solicitation, the district court found the repurchase could not have involved a solicitation for a substantial percentage of CHH's shares.

(3) offer to purchase made at a premium over the prevailing market price – no

The SEC contends the open market purchases made by CHH at market prices were in fact made at a premium not over market price but over the pre-tender offer price. But under the SEC's definition of a premium as a price greater than the pre-tender offer price, a premium will always exist when a target company makes open market purchases in response to a tender offer even though the increase in market price is attributable to the action of the third-party offeror and not the target company.

(4) terms of the offer are firm rather than negotiable – no

There is no dispute that CHH engaged in a number of transactions or purchases at many different market prices.

(5) offer contingent on the tender of a fixed number of shares, often subject to a fixed maximum number to be purchased – no

Similarly, while CHH indicated it would purchase up to 15 million shares, CHH's purchases were not contingent on the tender of a fixed minimum number of shares.

(6) offer open only for a limited period of time – no

CHH's offer to repurchase was not open for only a limited period of time but rather was open "during the pendency of the tender offer of The Limited." The time within which the repurchases were made was a product of ordinary market forces, not the terms of CHH's repurchase program.

(7) offeree subjected to pressure to sell his stock – yes, sort of.

While there certainly was shareholder pressure in this case, it was largely the pressure of the marketplace and not the type of untoward pressure the tender offer regulations were designed to prohibit.

(8) public announcements of a purchasing program concerning the target company precede or accompany rapid accumulation of a large amount of target company's securities – yes

CHH repurchased over the period of seven trading days more than 50% of its outstanding shares.

[E.2.4.5] S-G Securities Test:

The SEC finally urges that even if the CHH repurchase program did not constitute a tender offer under the Wellman test, the district court erred in refusing to apply the test in S-G Securities. Under the more liberal S-G Securities test, a tender offer is present if there are

(1) A publicly announced intention by the purchaser to acquire a block of the stock of the target company for purposes of acquiring control thereof, and (2) a subsequent rapid acquisition by the purchaser of large blocks of stock through open market and privately negotiated purchases. 

[E.2.4.6] Rejection of the S-G Securities Test:

(1)  The test is vague and difficult to apply.  (2) It offers little guidance to the issuer as to when his conduct will come within the ambit of Rule 13e-4 as opposed to Rule 13e-1. and (3) A determination of the existence of a tender offer under S-G Securities is largely subjective and made in hindsight based on an ex post facto evaluation of the response in the marketplace to the repurchase program

[E.3] Epstein v. MCA (1993): applying the equal consideration requirement of a tender offer (rule 14d-10)

[E.3.1] Facts:

Shareholders of target corporation, who tendered their shares in response to tender offer, brought suit against allegedly favored target corporation shareholders and acquiring corporation, alleging violation of statute requiring equality of treatment among tendering shareholders. 

Matsushita acquired MCA for $6.1 billion.   The acquisition was accomplished through a tender offer of $71 per share of MCA common stock.

[E.3.1.1] Wasserman’s Deal:
Wasserman, MCA's chairman and chief executive officer at the time, owned 4,953,927 shares of MCA common stock worth $351,728,817 at the tender price of $71 per share.

Rather than tender his shares at the tender offer price, Wasserman entered into a separate agreement with Matsushita, known as the "Capital Contribution and Loan Agreement," pursuant to which Wasserman exchanged his shares for preferred stock in a wholly-owned Matsushita subsidiary called "MEA Holdings."

[E.3.1.2] Sheinberg’s Deal:

Sheinberg, MCA's chief operating officer at the time of Matsushita's tender offer, owned approximately 1,179,635 shares of MCA common stock.   He tendered these shares pursuant to Matsushita's $71 per share offer and received in exchange consideration worth approximately $83,754,085.   Two days after Matsushita accepted all tendered shares, Sheinberg received an additional $21 million in cash, ostensibly in exchange for unexercised MCA stock options.

[E.3.2] Issue: did Matsushita violate SEC Rule 14d-10 by treating Wasserman and Sheinberg differently from other shareholders in the tender offer?

[E.3.3] Holding:

We grant P’s summary judgment regarding Wasserman but remand to determine damages; we remand P’s claim regarding Sheinberg to determine whether the $21 million Sheinberg payment was in fact a premium paid to encourage Sheinberg to tender his shares (no summary judgment for anybody).
[E.3.4] Reasoning:

[E.3.4.1] Is there a private cause of action?:

Matsushita makes the threshold argument that it cannot be sued by MCA shareholders for violating Rule 14d-10 because Congress did not intend sections 14(d)(6) and 14(d)(7) to be privately enforceable. 
This is wrong.  Congress did intend to create a private right of action.
[E.3.4.1.a] Identify Beneficiaries: Both 14(d)(6) and 14(d)(7) "identif[y] [their] beneficiaries and, unlike the bulk of federal securities regulation, confer[ ] a substantive right on those beneficiaries."

[E.3.4.1.b] Provides effective enforcement: a private damages remedy was totally consistent with the statutory purpose of protecting injured investors and provided a particularly effective means of enforcing sections 14(d)(6) and 14(d)(7).  

[E.3.4.1.c] Not state law: these claims are not those "traditionally relegated to state law."

[E.3.4.1.d] Note: In In re Washington Pub. Power Supply Sys. Sec. Litig., we held that section 17(a) of the Securities Act of 1933 did not create a private right of action.
[E.3.4.2] Claims Regarding Wasserman

Whether the Wasserman transaction violated Rule 14d-10 depends upon whether Wasserman received greater consideration than other MCA shareholders "during such tender offer," Rule 14d-10(a)(2), or whether he received a type of consideration not offered to other MCA shareholders "in a tender offer."   Rule 14d-10(c).


[E.3.4.2.a] “Wasn’t in a tender offer” -- timing

Matsushita argues that the Wasserman transaction falls outside the Rule's ambit because it closed after the tender offer period expired.

Although Matsushita argues that Rule 14d-10 is designed to operate only during a "specifically-defined tender offer period," neither the phrase "tender offer period" nor a specific time frame is to be found in the Rule's text.

The administrative history of Rule 14d-10 underscores how strained Matsushita's timing argument is.   It suggests anything but the notion that the SEC intended the Rule to be a mechanical provision concerned not with discriminatory tender offers, but with the timing of payment to favored shareholders.   In promulgating Rule 14d-10, the SEC emphasized the need for "equality of treatment among all shareholders who tender their shares."

[E.3.4.2.b] Real question – was in bound up in the tender offer?

An inquiry more in keeping with the language and purposes of Rule 14d-10 focuses not on when Wasserman was paid, but on whether the Wasserman transaction was an integral part of Matsushita's tender offer. 

Because the terms of the Wasserman Capital Contribution and Loan Agreement were in several material respects conditioned on the terms of the public tender offer, we can only conclude that the Wasserman transaction was an integral part of the offer and subject to Rule 14d-10's requirements.   

(1) the redemption value of Wasserman's preferred stock incorporated the tender offer price by reference, and (2) the Capital Contribution and Loan Agreement was conditioned on the tender offer's success. If the tender offer failed, Wasserman would have remained the owner of his MCA stock.   

This is precisely the arrangement Matsushita made with its shareholders through its public tender offer:  if an insufficient number of shares were tendered, each shareholder too would have retained ownership of her MCA stock.   The deal Matsushita made with Wasserman thus differed from the tender offer in only one material respect--the type (and possibly the value) of consideration provided.   Rule 14d-10(c)(1) forbids just such a transaction.

[E.3.4.2.c] Limitation to our holding:

A bidder who purchases shares from a particular shareholder before a tender offer begins does not violate rule 14d10.  If, in advance of the tender offer, Wasserman had become unconditionally obligated to exchange his MCA shares, the transaction would not have violated Rule 14d-10, even if Matsushita believed that acquiring Wasserman's shares was a first step in acquiring MCA.

[E.3.4.3] Sheinberg

Sheinberg tendered his MCA shares for the $71 per share tender price.   Pursuant to an amended employment agreement executed shortly before the tender offer was announced on November 26, 1990, MCA agreed, with Matsushita's approval, to pay Sheinberg $21 million if the tender offer succeeded.   Two days after Matsushita accepted all tendered MCA shares, Sheinberg received the promised payment.

[E.3.4.3.a] Purpose of that payment?:

[1] Plaintiffs contend that it constituted a covert premium of $17.80 per share designed to induce Sheinberg to tender his shares.

[2] Matsushita contends that the payment was instead designed both to cash out stock options that MCA had given Sheinberg because of his performance as its chief operating officer and to compensate Sheinberg for agreeing to amend his employment contract with MCA.

[3] We don’t know what the purpose was. We hold that plaintiffs' circumstantial evidence gives rise to a disputed issue of material fact and therefore precludes summary judgment for Matsushita on the claim that the $21 million payment to Sheinberg violated Rule 14d-10.  A trier of fact could decide, on the evidence cited by plaintiffs, not to credit Matsushita's explanation for the Sheinberg payment.

[E.3.4.3.b] “But MCA paid this money, not us”

Matsushita argues, without controverting any of plaintiffs' evidence, that the Sheinberg payment did not violate Rule 14d-10 because the payment was made by MCA, not Matsushita.

The central issue regarding the legality of the Sheinberg payment, after all, is whether it constitutes incentive compensation that MCA wanted to give Sheinberg independently of the Matsushita deal, or a premium that Matsushita wanted to give Sheinberg as an inducement to support the tender offer and tender his own shares.
 [F] Insider Short-Term Trading

[F.1] Statute:

1934 Act 16(a), (b), (c)
[F.1.1] Summaries

[F.1.1.1] § 16(a)

§ 16(a): Identifies 3 classes of reporters
(1) Anyone who owns 10% of class of equity security registered under § 12 (includes not only those listed on exchanges § 12(a) but also all equity securities of issuers who meet § 12(g) standards)
(2) Any director
(3) Any officer

If you come within 1 of the reporting classes, must report ownership of any equity under that issuer regardless of whether issuer falls under § 12
[F.1.1.2] § 16(b)

§ 16(b): (only provision that regulates insider trading) Allows issuer to recover any profit of any of the classes required to report § 16(a) made from the buying and selling of any securities of the issuer within a period of 6 months
· Need to be officer or director either at time of purchase OR sale BUT need to be 10% owner at both time of purchase AND sale
· Statute applies automatically to anyone, even those with no inside info, because it does not make transaction illegal, only allows profits to be recovered
· Contemporaneous litigation rule requires that ( be shareholder at time of violation to bring suit, Court decided that this does not apply to § 16(b)
[F.1.2] Feldman & Teberg excerpt

[F.1.2.1] Question: does 16(a) uniquely accomplish anything?

People have erroneously concluded that 16(a) was enacted only to reveal transactions within the scope of section 16(b).

Answer: Yes!

[F.1.2.2] The history/differing language says so:

That section 16(a) is not confined to transactions with the scope of section 16(b) is clear not only from the fact that section 16(a) is pre-existed section 16(b) as a matter of legislative history, but also from the different language of the two subsections.  Section 16(b) speaks of purchases and sales within six months of each other, section 16(a) speaks of beneficial ownership.

[F.1.2.3] 16(a) brings to light both 16(b) and 10b-5 violations:

Section 16(a) requires insiders to disclose any changes in their beneficial ownership of securities and thus provides a means for bringing to light possible violations of Rule 10b-5, as well as a purchase and sale within the scope of 16(b).

[F.1.2.4] 16(a) educates investors:

16(a) reveals info which may be used in evaluating the securities of the issuer.  That info contained in the reports may be used (a) as a guide to the insiders’ current confidence or lack thereof in the company’s fortunes or (b) to detect an evolving chance in control of the company.

[F.1.2.5] Publicity scares insiders into good behavior:

Section 16(a) is a deterrent to the misuse of inside info thru the public scrutiny and publicity that attaches to the reports – apart from any statutory prohibition or liability.

[F.1.3] Task Force excerpt

[F.1.3.1] Question: does 16(b) uniquely accomplish anything?

Is section 16(b) considering the development of insider trading doctrine under Rule 10b05 and the limitations of 16(b) in preventing insider trading?

Answer: Yes!

[F.1.3.2] 16(b) keeps insiders focused: Section 16(b) was intended to remove the temptation for corp. executives to profit from short-term stock price fluctuations at the expense of the long-term financial health of their companies.  Thus, this prevents insiders from becoming obsessed with trading to the detriment of paying attention to the corp. activities.

[F.1.3.3] 16(b) reaches farther than 10b-5: The section was intended to penalize the unfair use of inside info by insiders.  This includes both trading on inside info in violation of rule 10b-5 and the use of softer info of the type that insiders often have but members of the investing public do not such as informed guesses about the success of new products, the likely results of negotiations, etc.

[F.1.3.4] 16(b) protects fidicuary relationship: Section 16(b) was designed to eliminate the temptation for insiders to manipulate corp. events so as to maximize their own short-term trading profits.  Thus, this section provides a minimum standard for fiduciary conduct for corp. insiders.

	
	16b
	10b5

	Securities
	Any equity security of an issuer which has an equity security registered under section 12
	Any equity security – doesn’t have to be registered under sec 12 or be publicly traded; also covers debt securities (after Hogan case); example is if I lie to my brother in law about my closed corp and sell him stock in my closed corp in a private transaction (assuming I used mail or telephone)

	Persons who can be liable
	Persons described in 16a
	Anybody

	Fault
	No fault required to violate; strict liability
	Scienter (purposeful conduct)

	Illegal? (criminal prosecution possible)
	No
	Yes

	Plaintiff (who has standing?)
	Issuer (shareholder can sue on corps behalf – this is the usual case)
	Purchaser or seller


[G] Trading on Non-Public Info

[G.1] Introduction

D will not be liable for using non-public info unless he was an insider, tippee (receives insider information from an insider. misapprropriator tipper), or misappropriator.
[G.1.1] Statutes:

1934 §§ 20A, 21A, Rule 14e-3, Rule 10b-5, Rule 10-b-5-1, Rule 10b-5-2
[G.1.1.1] Who’s Hurt by insider trading?:

[G.1.1.1.a] People harmed would be those who wouldn’t have sold in absence of insider as a buyer:

[1] Individual investor:  S says that if anything the individual investor is better off because with the addition of insiders there are now more people trying to buy

[2] Brokers could be hurt in OTC market because there wouldn’t be a deal without the buyer

[3] Specialists on the exchange who do the buying and selling could also claim to be hurt since they wouldn’t have bought without the insider asking them to buy

[G.1.1.1.b] Corporation:  One argument is that the corporation is harmed because the insiders have an incentive to act in ways that are inconsistent with the interests of the corporation.

[G.1.1.1.c] Counter-party:  argument from Chiarella is that you can’t trade on inside information because you would violate a fiduciary duty to the counter party

[1] Buying from counter-party:  American law conceptualizes fiduciary duty to both the corp and the shareholders; if I owe a duty to the corp then I owe a duty to the shareholders; so if it is illegal for me to buy stock from the corp then it should also be illegal for me to buy from other shareholders

[2] Selling to the counter-party:  could say that I don’t owe a fiduciary duty to the buyer because he’s not a shareholder; but courts have concluded that if you owe a duty to existing shareholders then you also owe a duty to incoming shareholders

[G.1.1.1.d] Judge Winters in Chestman case:  shouldn’t try to have parity of information between insiders and outsiders because then there would be no incentive to invest in looking for or discovering useful information; we should reward people for finding out things that nobody else knows

This is the most plausible goal of the insider trading prohibition is the protection of the right to ownership of information – this would explain the liability under misappropriation theory because the misappropriator has stolen someone’s confidential info

[G.1.1.2] Summary of 10b-5 and inside info

Disclose or abstain:  insiders, knowing tippees, and misappropriators must choose between disclosure and abstaining from trading

Violation of 10b5 can lead to criminal and civil liability

If the claim is based on insider trading, D must be shown to have violated a duty of confidentiality relating to the info – either to the issuer or somebody else.

Insider -- person is an insider only if he has some kind of fiduciary relationship that requires him to keep non-public information confidential

can include temporary insiders such as attorneys, accountants, consultants, etc. (Dirks)

Tippee -- he receives information in breach of the insider’s fiduciary duty and he knows or has reason to know of the breach.  You are not a tippee if you innocently hear the info like by accidental eavesdrop nor are you a tippee if you find the info thru due diligence research.

Misappropriator – can take info from anyone, especially from a person who is not the issuer, in violation of a duty of confidentiality

Compare to rule 14e3 where even an innocent eavesdropper or diligent researcher can be convicted if he trades on the non-public info (but 14e3 is limited to info about tender offers)

When does non-public info become public?

Itt is not enough for insiders to wait until a public statement has been made to the press; they must wait until the information has been widely disseminated to the marketplace; e.g. in Texas Sulphur case the insiders were required to wait until the news had appeared over the most widely-circulated medium, the Dow Jones “broad tape,” not merely until the news had been read to members of the press.

[G.1.1.3] Rule 14e3 and Insider info trading

It is illegal to trade on the basis of non-public information, even if this information does not derive from the company whose stock is being traded; in other words it is forbidden to trade based on tender offer information derived directly or indirectly from either the offeror or the target (so if information comes directly or indirectly from offeror, issuer, or insider agents of offeor or issuer then traders can’t trade on that information)

[G.1.1.3] Case Timeline: Often these cases don’t build on each other but instead are independent!

Cady Roberts (1961)

Texas Gulf Sulfur (2d Cir. 1968)

Williams Act (1968)

Chiarella (US 1970

§ 14(e) second sentence (1970)

Rule 14e-3 (1980)

§§ 20A, 21A (1984)

Carpenter (US 1987)

Chestman (2d Cir 1991)

O’Hagan (US 1997)

Rule 10b5-1 / 10b5-2 and Regulation FD (post O’Hagan)

[G.1.2] SEC v. TX Gulf Sulphur Co. (2d. Cir. 1960)

[G.1.2.1] Facts:

The SEC brought this action against alleging of § 10(b) of the Exchange Act of 1934 and its Rule 10b-5 as a result of their trading on information related to the discovery of a new mineral deposit.

There were rumors that the company had discovered a mineral deposits.  The company issued a press release intending to quell such beliefs.

Between this press release and then the official announcement in which the company admitted it struck good minerals, Ds Clayton and Crawford (various employees who did the drilling/geological work for the company) and TGS directors Coates purchases shares of stock. 

[G.1.2.2] Issue: Does Rule 10b-5 prevent inside trading?

[G.1.2.3] Holding:

held that not only are directors or management officers of corporation 'insiders' within meaning of rule of Securities and Exchange Commission, so as to be precluded from dealing in stock of corporation, but rule is also applicable to one possessing information, though he may not be strictly termed an 'insider' within meaning of Securities Exchange Act, and thus anyone in possession of material inside information is an 'insider' and must either disclose it to investing public, or, if he is disabled from disclosing it in order to protect corporate confidence, or he chooses not to do so, must abstain from trading in or recommending securities concerned while such inside information remains undisclosed.

[G.1.2.4] Reasoning:

[G.1.2.4.a] Does Rule 10b-5 extend to the Ds?

The court applies the holding/reasoning of the SEC’s decision in Matter of Cady, Roberts & Co. (1961)

The essence of the Rule is that anyone who, trading for his own account in the securities of a corporation has 'access, directly or indirectly, to information intended to be available only for a corporate purpose and not for the personal benefit of anyone' may not take 'advantage of such information knowing it is unavailable to those with whom he is dealing,' i.e., the investing public. 

Insiders, as directors or management officers are, of course, by this Rule, precluded from so unfairly dealing, but the Rule is also applicable to one possessing the information who may not be strictly termed an 'insider' within the meaning of Sec. 16(b) of the Act. 

Thus, anyone in possession of material inside information must either disclose it to the investing public, or, if he is disabled from disclosing it in order to protect a corporate confidence, or he chooses not to do so, must abstain from trading in or recommending the securities concerned while such inside information remains undisclosed.

The Rule is based in policy on the justifiable expectation of the securities marketplace that all investors trading on impersonal exchanges have relatively equal access to material information.

Note: SCOTUS overruled this reasoning in Chiarella.  This case is still good, however, because the Ds were fiduciaries of the stockholders and were thus insiders in the traditional sense.

[G.1.2.4.b] Was the info they traded on material?

An insider is not, of course, always foreclosed from investing in his own company merely because he may be more familiar with company operations than are outside investors.  Nor is an insider obligated to confer upon outside investors the benefit of his superior financial or other expert analysis by disclosing his educated guesses or predictions.

Material facts are any fact which in reasonable and objective contemplation might affect the value of the corporation's stock or securities 

Material facts include not only information disclosing the earnings and distributions of a company but also those facts which affect the probable future of the company and those which may affect the desire of investors to buy, sell, or hold the company's securities.

In each case, then, whether facts are material within Rule 10b-5 when the facts relate to a particular event and are undisclosed by those persons who are knowledgeable thereof will depend at any given time upon a balancing of both the indicated probability that the event will occur and the anticipated magnitude of the event in light of the totality of the company activity.

Our survey of the facts found below conclusively establishes that knowledge of the results of the discovery hole, K-55-1, would have been important to a reasonable investor and might have affected the price of the stock.

[1] Also, Ds obviously thought it was worth trading on:

Nevertheless, the timing by those who knew of it of their stock purchases and their purchases of short-term calls-- purchases in some cases by individuals who had never before purchased calls or even TGS stock-- virtually compels the inference that the insiders were influenced by the drilling results. This insider trading activity, which surely constitutes highly pertinent evidence and the only truly objective evidence of the materiality of the K-55-1 discovery.

[2] “But now people won’t want to become company insiders.”

Our decision to expand the protection afforded outside is not at all shaken by fears that the elimination of insider trading benefits will deplete the ranks of capable corporate managers by taking away an incentive to accept such employment. Such benefits, in essence, are forms of secret corporate compensation, Moreover, adequate incentives for corporate officers may be provided by properly administered stock options and employee purchase plans of which there are many in existence.

[G.1.2.4.c] So are these guys liable?
The core of Rule 10b-5 is the implementation of the Congressional purpose that all investors should have equal access to the rewards of participation in securities transactions. It was the intent of Congress that all members of the investing public should be subject to identical market risks.  The insiders here were not trading on an equal footing with the outside investors. They alone were in a position to evaluate the probability and magnitude of what seemed from the outset to be a major ore strike; they alone could invest safely, secure in the expectation that the price of TGS stock would rise substantially in the event such a major strike should materialize.

We hold, therefore, that all transactions in TGS stock or calls by individuals apprised of the drilling results of K-55-1 were made in violation of Rule 10b-5. 

[G.1.2.4.d] When can you act on inside info?

The effective protection of the public from insider exploitation of advance notice of material information requires that the time that an insider places an order, rather than the time of its ultimate execution, be determinative for Rule 10b-5 purposes. Otherwise, insiders would be able to 'beat the news,' by requesting in advance that their orders be executed immediately after the dissemination of a major news release but before outsiders could act on the release.
Before insiders may act upon material information, such information must have been effectively disclosed in a manner sufficient to insure its availability to the investing public.

[G.1.2.4.e] May Insiders Accept Stock Options Without Disclosing Material Information To the Issuer?

Ds (two top executives and two officers) accepted stock options issued to them and a number of other officers even thought none of them informed the Stock Option Committee the results of the mineral exploration.

The officers who were not directors didn’t need to say anything.  After all, the  employees had been instructed not to divulge that info to anyone and they assumed that the directors would have told the committee.

The top management, however, did have a duty to disclose this material info before accepting the stock options.

[G.1.2.5] Friendly Opinion

He notes that a rule requiring a minor officer to reject an option so tendered would not comport with the realities either of human nature or of corporate life (and thus he wouldn’t require the minor officers to disclose their knowledge either).

[G.1.3] Chiarella v. US (1980):

[G.1.3.1] Facts:

Employee of financial printer which had been engaged to print corporate takeover bids was convicted of violating section 10(b) of Exchange Act based on his purchasing stock in target companies without informing its shareholders of his knowledge of proposed takeover, with employee selling such shares at a profit immediately after takeover attempts were made public.

Note: this is impt.  He bought stock of the target corp but he was the printer of the bidder corp.  Thus he was a complete stranger to the corp that he bought in so this is an example when there is no fidicuary relationship.

[G.1.3.2] Issue: whether a person who learns from the confidential documents of one corporation that it is planning an attempt to secure control of a second corporation violates § 10(b) of the Exchange Act of 1934 if he fails to disclose the impending takeover before trading in the target company's securities.
[G.1.3.3] Holding:

(1) employee could not be convicted on theory of failure to disclose his knowledge to stockholders or target companies as he was under no duty to speak, in that he had no prior dealings with the stockholders and was not their agent or fiduciary and was not a person in whom sellers had placed their trust and confidence, but dealt with them only through impersonal market transactions; (2) section 10(b) duty to disclose does not arise from mere possession of nonpublic market information;  and (3) court would not decide whether employee breached a duty to acquiring corporation since such theory was not submitted to the jury.

[G.1.3.4] Reasoning:

[G.1.3.4.a] Legislative/Rulemaking History:

This case concerns the legal effect of the petitioner’s silence.

10(b) does not state whether silence may constitute a manipulative or deceptive device.   Section 10(b) was designed as a catch-all clause to prevent fraudulent practices. But neither the legislative history nor the statute itself affords specific guidance for the resolution of this case.  When Rule 10b-5 was promulgated in 1942, the SEC did not discuss the possibility that failure to provide information might run afoul of § 10(b).

[1] Common Law:

At common law, misrepresentation made for the purpose of inducing reliance upon the false statement is fraudulent. But one who fails to disclose material information prior to the consummation of a transaction commits fraud only when he is under a duty to do so.   

And the duty to disclose arises when one party has information "that the other [party] is entitled to know because of a fiduciary or other similar relation of trust and confidence between them." 

[2] In Cady, Roberts & Co. (1961):

The SEC took an important step in the development of § 10(b) when it held that a broker-dealer and his firm violated that section by selling securities on the basis of undisclosed information obtained from a director of the issuer corporation who was also a registered representative of the brokerage firm.  The Commission decided that a corporate insider must abstain from trading in the shares of his corporation unless he has first disclosed all material inside information known to him.

The Commission emphasized that the duty arose from (i) the existence of a relationship affording access to inside information intended to be available only for a corporate purpose, and (ii) the unfairness of allowing a corporate insider to take advantage of that information by trading without disclosure.

In its Cady, Roberts decision, the Commission recognized a relationship of trust and confidence between the shareholders of a corporation and those insiders who have obtained confidential information by reason of their position with that corporation.

[G.1.3.4.b] Fiduciary Relationship?
A purchaser of stock who has no duty to a prospective seller because he is neither an insider nor a fiduciary has been held to have no obligation to reveal material facts.

[1] Tippees: "Tippees" of corporate insiders have been held liable under ß  10(b) because they have a duty not to profit from the use of inside information that they know is confidential and know or should know came from a corporate insider (citing Shapiro).  The tippee's obligation has been viewed as arising from his role as a participant after the fact in the insider's breach of a fiduciary duty.

[2] Flaw of Decision Below:

In this case, the petitioner was convicted of violating § 10(b) although he was not a corporate insider and he received no confidential information from the target company.   Moreover, the "market information" upon which he relied did not concern the earning power or operations of the target company, but only the plans of the acquiring company. Petitioner's use of that information was not a fraud under § 10(b) unless he was subject to an affirmative duty to disclose it before trading.  In this case, the jury instructions failed to specify any such duty.

[a] Two reasons this interpretation is faulty:

(1) not every instance of financial unfairness constitutes fraudulent activity under § 10(b) and (2) the element required to make silence fraudulent--a duty to disclose--is absent in this case.  No duty could arise from petitioner's relationship with the sellers of the target company's securities, for petitioner had no prior dealings with them.
[G.1.3.4.c] Misappropriation theory?

In its brief to this Court, the United States offers an alternative theory to support petitioner's conviction.  It argues that petitioner breached a duty to the acquiring corporation when he acted upon information that he obtained by virtue of his position as an employee of a printer employed by the corporation.   The breach of this duty is said to support a conviction under § 10(b) for fraud perpetrated upon both the acquiring corporation and the sellers.

We need not decide whether this theory has merit for it was not submitted to the jury.  We cannot affirm a criminal conviction on the basis of a theory not presented to the jury.

[G.1.3.5] Dissent, Burger – He argues for a broad misappropriation theory

As a general rule, neither party to an arm's-length business transaction has an obligation to disclose information to the other unless the parties stand in some confidential or fiduciary relation.

But the policies that underlie the rule also should limit its scope.  In particular, the rule should give way when an informational advantage is obtained, not by superior experience, foresight, or industry, but by some unlawful means.

The language of §10(b) and of Rule 10b-5 plainly supports such a reading.  By their terms, these provisions reach any person engaged in any fraudulent scheme.

[G.1.3.6] Note: SEC was unhappy with this result.

Rule 14e-3 (legislative rule): (Added after Chiarella) Forbidden to trade based on tender offer information derived directly or indirectly from either offeror or target

Dispenses with requirement that info must have been obtained as a result of a breach of fiduciary duty (as with 10b-5).
[G.1.4] US v. Chestman (CtAppls)

[G.1.4.1] Facts:

Loeb’s wife was related to the president of a company.  The president told all his family about the upcoming tender offer but said keep it a secret.  The husband told his stock broker who said “I can’t use that info.”  But he actually did use that info. SEC alleges he illegally acted on inside info.

[G.1.4.2] Issue: (1) Is 14e-3 valid? and (2) did D have the type of fiduciary relationship with the someone that made his actions violate 1ob-5?

[G.1.4.3] Holding:

(1) Securities and Exchange Commission did not exceed statutory authority in drafting rule (143-3) governing fraudulent actions in connection with tender offer that dispensed with breach of fiduciary duty element of common-law fraud; and (2) no fiduciary relation or similar relationship of trust and confidence existed between husband and wife and husband and wife's family so as to impose Rule 10b-5 liability on husband's stockbroker with respect to information received from husband regarding wife's family's business

[G.1.4.4] Reasoning:

14e-3(a)

[G.1.4.4.a] Validity of the Rule:

The question presented is whether Rule 14e-3(a) represents a proper exercise of the SEC's statutory authority -- more specifically, in drafting a rule that dispenses with one of the common law elements of fraud, breach of a fiduciary duty.

One violates Rule 14e-3(a) if he trades on the basis of material nonpublic information concerning a pending tender offer that he knows or has reason to know has been acquired "directly or indirectly" from an insider of the offeror or issuer, or someone working on their behalf. 

Rule 14e-3(a) is a disclosure provision. It creates a duty in those traders who fall within its ambit to abstain or disclose, without regard to whether the trader owes a pre-existing fiduciary duty to respect the confidentiality of the information.

[1] Standard:

Such legislative regulations are given controlling weight unless they are arbitrary, capricious, or manifestly contrary to the statute. (citing Chevron).

The statute explicitly directs the SEC to "define" fraudulent practices and to "prescribe means reasonably designed to prevent" such practices. It is difficult to see how the power to "define" fraud could mean anything less than the power to "set forth the meaning of" fraud in the tender offer context.

Second, the SEC is asked to take measures to prevent fraud. A delegation of authority to enact rules "reasonably designed to prevent" fraud, then, necessarily encompasses the power to proscribe conduct outside the purview of fraud, be it common law or SEC-defined fraud.

[2] Chiarella?

Chestman points to nothing in the language or legislative history of section 14(e) to refute our construction of the statute. Instead he relies principally on Chiarella v. United States (1980) to advance his argument that section 14(e) parallels common law fraud. That reliance is misplaced. 

Chiarella considered whether trading stock on the basis of material nonpublic information in the absence of a fiduciary breach constitutes fraud under section 10(b). Confronted with both congressional and SEC silence on the issue, see section 10(b) and Rule 10b-5, the Court applied common law principles of fraud. It concluded, based on those principles, that liability under section 10(b) requires a fiduciary breach.  

Several factors limit Chiarella's precedential value in this case. 

First, Chiarella of course concerns section 10(b), not section 14(e). Section 10(b) is a general antifraud statute, while section 14(e) is an antifraud provision specifically tailored to the field of tender offers, an area of the securities industry that, the Williams Act makes clear, deserves special regulation.  Second, section 14(e) evinces a clear indication of congressional intent, while section 10(b) does not.

[G.1.4.4.b] Sufficiency of the Evidence for the § 14e-3 violation

A description of the information as "definite" and "accurate," together with Chestman's knowledge that Loeb was a Waldbaum relative, provided the crucial basis from which to infer confidentiality.

[G.1.4.4.c] Due Process

Chestman next argues that his Rule 14e-3(a) convictions violate due process because he did not have fair notice that his conduct was criminal. Given the explicit language of Rule 14e-3(a), we also reject this claim.

Rule 14e-3(a) explicitly proscribes trading on the basis of material nonpublic information derived from insider sources. Unlike Rule 10b-5, Rule 14e-3(a) is not a general, catchall provision. It targets specific conduct arising in a unique context--tender offers. The language of the rule gave Chestman, a sophisticated stockbroker, fair notice that the conduct in which he engaged was criminal.

Rule 10b-5

[G.1.4.4.d] Scope of the Rule:

[1] No Parity of Info Requirement: Dirks again rejected a parity of information theory of Rule 10b-5 liability, reiterating the "requirement of a specific relationship between the shareholders and the individual trading on inside information."

[2] Tippee Liability:

Tippee liability attaches only when an "insider has breached his fiduciary duty to the shareholders by disclosing the information to the tippee and the tippee knows or should know that there has been a breach."

[3] Traditional Theory:

Under certain circumstances, such as where corporate information is revealed legitimately to an underwriter, accountant, lawyer, or consultant working for the corporation, these outsiders may become fiduciaries of the shareholders.

For such a duty to be imposed, however, the corporation must expect the outsider to keep the disclosed nonpublic information confidential, and the relationship at least must imply such a duty.

[3] Misappropriation Theory:

The court had previously applied their theory only to an employee of the company but now those employees would probably be covered under the traditional theory because they temporarily take on the role of a fiduciary.

Misappropriation theory still requires a fiduciary relationship but it’s one between the person and the corp. he’s stealing the info from.

[a] What is NOT a fiduciary?

First, a fiduciary duty cannot be imposed unilaterally by entrusting a person with confidential information

Second, marriage does not, without more, create a fiduciary relationship. " '[M]ere kinship does not of itself establish a confidential relation.' ... Rather, the existence of a confidential relationship must be determined independently of a preexisting family relationship."

[b] What are characteristics of a fiduciary relationship?

A fiduciary relationship involves discretionary authority and dependency: One person depends on another--the fiduciary--to serve his interests. In relying on a fiduciary to act for his benefit, the beneficiary of the relation may entrust the fiduciary with custody over property of one sort or another. Because the fiduciary obtains access to this property to serve the ends of the fiduciary relationship, he becomes duty-bound not to appropriate the property for his own use.

The repeated disclosure of business secrets between family members may substitute for a factual finding of dependence and influence and thereby sustain a finding of the functional equivalent of a fiduciary relationship.

[c] Application:

We have little trouble finding the evidence insufficient to establish a fiduciary relationship or its functional equivalent between Keith Loeb and the Waldbaum family.  All that he had was an extended family relationship but that wasn’t built on repeated disclosure of business secrets.

[G.1.4.5] Winter, concurring/dissenting

I affirm on the 14(e) issue – insider trading doesn’t have to include common law fraud – but I dissent on the 10(b) issue – D’s conviction under this section was proper.

10b-5

[G.1.4.5.a] History:

Cady, Roberts & Co., the SEC thus adopted a rule against insider trading with two elements: (i) a trader's relationship giving special access to corporate information not intended for private use and (ii) the unfairness resulting from trading with those who lack the informational advantage afforded by that special access. 

Under the theory of Cady, Roberts & Co., the second element furnishes the fraud or deception that links the prohibition on insider trading to Section 10(b).

We stressed that Congress wanted investors to "be subject to identical market risks." Section 10(b)'s ban on insider trading was thus designed to eliminate "inequities based upon unequal access to knowledge."

[G.1.4.5.b] Chiarella:  

Because Chiarella had no prior dealings with those from whom he bought the stock, was not their agent, fiduciary or someone in whom they placed trust--as is true of all buyers and sellers trading on impersonal exchanges--Chiarella owed those from whom he purchased stock no duty to disclose before trading.

[G.1.4.5.c] Business Property Rationale Behind Misappropriation Theory:

One commentator has attempted to explain the Supreme Court decisions in terms of the business-property rationale for banning insider trading mentioned in Cady, Roberts & Co. That rationale may be summarized as follows. Information is perhaps the most precious commodity in commercial markets. It is expensive to produce, and, because it involves facts and ideas that can be easily photocopied or carried in one's head, there is a ubiquitous risk that those who pay to produce information will see others reap the profit from it.

Insider trading may reduce the return on information in two ways. (1) it creates incentives for insiders to generate or disclose information that may disregard the welfare of the corporation and (2) insider trading creates a risk that information will be prematurely disclosed by such trading, and the corporation will lose part or all of its property in that information.

[G.1.4.5.d] Application to Facts: Stealing Info from Corp. Because you’re family

Members of a family who receive such information are placed in a position in which their trading on the information risks financial injury to the corporation, its public shareholders and other family members. When members of a family have benefited from the family's control of a corporation and are in a position to acquire such information in the ordinary course of family interactions, that position carries with it a duty not to disclose. The family relationship gives such members access to confidential information, not so that they can trade on it but so that informal family relationships can be maintained.

The law may have been reluctant to recognize obligations based solely on family relationships. However, the failure to recognize these commonly observed obligations as legal obligations is in large part derived from a concern that intra-family litigation would exacerbate strained relationships and weaken rather than strengthen the sense of mutual obligation underlying family relationships.

I thus believe that a family member (i) who has received or expects (e.g., through inheritance) benefits from family control of a corporation, here gifts of stock, (ii) who is in a position to learn confidential corporate information through ordinary family interactions, and (iii) who knows that under the circumstances both the corporation and the family desire confidentiality, has a duty not to use information so obtained for personal profit where the use risks disclosure.

In such circumstances, Susan's saying "Don't tell" is enough for me. Not to have such a rule means that a family-controlled corporation with public shareholders is subject to greater risk of disclosure of confidential information than is a corporation that is entirely publicly owned.

[G.1.4.6] Miner, Concurring: He disagrees with this family rule.

It seems to me, however, that family discourse would be inhibited, rather than promoted, by a rule that would automatically assure confidentiality on the part of a family member receiving non-public corporate information. What speaker, secure in the knowledge that a relative could be prosecuted for insider trading, would reveal to that relative anything remotely connected with corporate dealings?

The difficulty of identifying those who would be covered by the proposed familial rule adds an additional element of uncertainty to what already are uncertain crimes.

It is important to note that in the case at bar we deal with an attenuated trail of family confidences in which information was received without any assurance of confidentiality by the receiver and without any prior sharing of business information within the family.

[G.1.4.7] Mahoney, concurring/dissenting

He disagrees that the SEC had the power to enact this rule but agrees that the Ds did not violate 10b-5.

Especially in view of this context, the plain meaning of the dispositive language is that the SEC is empowered to identify and regulate, in this (then) novel context, the "acts and practices" that fit within the existing legal categories of the "fraudulent, deceptive, or manipulative," but not to redefine the categories themselves.

The majority concludes that the statutory authorization "necessarily encompasses the power to proscribe conduct outside the purview of fraud, be it common law or SEC-defined fraud."  This is a truly breathtaking construction of a delegation to the SEC, we must bear in mind, of the authority to prescribe a federal felony.


[G.1.4.8] Note: Prior to O’Hagan, SCOTUS considered the validity of misappropriation theory in Carpenter.

- Wall Street Journal columnist trading on info that is going to be in paper

- Not inside info BUT 2d Cir holds guilty for misappropriation from WSJ

- S.Ct: came down 4:4 no precedential value

[G.1.5] US v. O’Hagan (1997)

[G.1.5.1] Facts:

The D is an attny that worked for Grand Met (bidder) – an English company that was planning to make a tender offer to receive stock in Pillsbury.  D began purchasing stock and stock options in Pillsbury (target).  When Grand Met announced its tender offer, the price of Pillsbury stock rose $20/share.  D then sold his call options and common stock in Pillsbury and made a profit of more than $4.3 mil.

[G.1.5.2] Issue:

(1) Is a person who trades in securities for personal profit, using confidential information misappropriated in breach of a fiduciary duty to the source of the information, guilty of violating § 10(b) and Rule 10b-5?  (2) Did the Commission exceed its rulemaking authority by adopting Rule 14e-3(a), which proscribes trading on undisclosed information in the tender offer setting, even in the absence of a duty to disclose?

[G.1.5.3] Holding: Yes and no!

(1) criminal liability under § 10(b) of Securities Exchange Act may be  predicated on misappropriation theory; (2) defendant who purchased stock in target corporation prior to its being purchased in tender offer, based on inside information he acquired as member of law firm representing tender offeror, could be found guilty of securities fraud in violation of Rule 10b-5 under misappropriation theory; and (3) Securities and Exchange Commission (SEC) did not exceed its rulemaking authority in promulgating rule proscribing transactions in securities on basis of material, nonpublic information in context of tender offers – Rule 14e-3.


[G.1.5.4] Reasoning (Ginsberg):

10(b)-5 Issue:

[G.1.5.4.a] Classical Theory Under 10b-5 Inside Info Trading:

Under the "traditional" or "classical theory" of insider trading liability, § 10(b) and Rule 10b-5 are violated when a corporate insider trades in the securities of his corporation on the basis of material, nonpublic information.   

Trading on such information qualifies as a "deceptive device" under §10(b), we have affirmed, because "a relationship of trust and confidence [exists] between the shareholders of a corporation and those insiders who have obtained confidential information by reason of their position with that corporation." (citing Chiarella).

That relationship, we recognized, "gives rise to a duty to disclose [or to abstain from trading] because of the 'necessity of preventing a corporate insider from ... tak[ing] unfair advantage of ... uninformed ... stockholders.' "  

The classical theory applies not only to officers, directors, and other permanent insiders of a corporation, but also to attorneys, accountants, consultants, and others who temporarily become fiduciaries of a corporation.  (citing Dirks v. SEC (1983)).

[G.1.5.4.b] The Misappropriation Theory:

The "misappropriation theory" holds that a person commits fraud "in connection with" a securities transaction, and thereby violates §10(b) and Rule 10b-5, when he misappropriates confidential information for securities trading purposes, in breach of a duty owed to the source of the information.   

Under this theory, a fiduciary's undisclosed, self-serving use of a principal's information to purchase or sell securities, in breach of a duty of loyalty and confidentiality, defrauds the principal of the exclusive use of that information.   

In lieu of premising liability on a fiduciary relationship between company insider and purchaser or seller of the company's stock, the misappropriation theory premises liability on a fiduciary-turned-trader's deception of those who entrusted him with access to confidential information.

[1] Like embezzlement: A company's confidential information qualifies as property to which the company has a right of exclusive use;  the undisclosed misappropriation of such information constitutes fraud akin to embezzlement.

[2] Note: this duty – to the company that the info is appropriated from – does not run “as deep” as the argument advanced by Burger in his Chiarella dissent.  He argued that the fiduciary duty ran to those that the misappropriator traded with.  The Court doesn’t go that far here.

[3] Full Disclosure Removes Liablity:

Similarly, full disclosure forecloses liability under the misappropriation theory:  Because the deception essential to the misappropriation theory involves feigning fidelity to the source of information, if the fiduciary discloses to the source that he plans to trade on the nonpublic information, there is no "deceptive device" and thus no §10(b) violation--although the fiduciary-turned-trader may remain liable under state law for breach of a duty of loyalty. 
[G.1.5.4.c] Traditional v. Misappropriation Theory:

The two theories are complementary, each addressing efforts to capitalize on nonpublic information through the purchase or sale of securities.   The classical theory targets a corporate insider's breach of duty to shareholders with whom the insider transacts;  the misappropriation theory outlaws trading on the basis of nonpublic information by a corporate "outsider" in breach of a duty owed not to a trading party, but to the source of the information.

14e-3 Issue:

[G.1.5.4.d] Purposes: the Williams Act was passed to ensure disclosure; Congress did not intend to use the court to impose fairness on every transaction

[G.1.5.4.e] D’s Argument: Rule 14e-3 isn’t a valid use of SEC authority because it defined fraud without requiring a fiduciary relationship.  The SEC shouldn’t have been able to override common law like this.

[1] Court Rejects: A prophylactic measure, because its mission is to prevent, typically encompasses more than the core activity prohibited.

We hold, accordingly, that under §14(e), the Commission may prohibit acts not themselves fraudulent under the common law or §10(b), if the prohibition is "reasonably designed to prevent ... acts and practices [that] are fraudulent."

[G.1.5.4.f] Additional Arguments?:

As an alternate ground for affirming the Eighth Circuit's judgment, O'Hagan urges that Rule 14e-3(a) is invalid because  it prohibits trading in advance of a tender offer--when "a substantial step ... to commence" such an offer has been taken--while §14(e) prohibits fraudulent acts "in connection with any tender offer."   

O'Hagan further contends that, by covering pre-offer conduct, Rule 14e-3(a) "fails to comport with due process on two levels":  The Rule does not "give fair notice as to when, in advance of a tender offer, a violation of §14(e) occurs," and it "disposes of any scienter requirement."

Note: we reiterate that 15 U.S.C. §78ff(a) requires the Government to prove "willful[l] violat[ion]" of the securities laws, and that lack of knowledge of the relevant rule is an affirmative defense to a sentence of imprisonment.

The Court of Appeals did not address these arguments, and O'Hagan did not raise the due process points in his briefs before that court.   We decline to consider these contentions in the first instance.

[G.1.5.5] Dissent (Thomas):

[G.1.5.5.a] Summary:

The Commission's misappropriation theory fails to provide a coherent and consistent interpretation of this essential requirement for liability under §10(b).

The majority also sustains respondent's convictions under §14(e) of the Securities Exchange Act, and Rule 14e-3(a) promulgated thereunder, regardless of whether respondent violated a fiduciary duty to anybody.   I dissent too from that holding because, while §14(e) does allow regulations prohibiting nonfraudulent acts as a prophylactic against certain fraudulent acts, neither the majority nor the Commission identifies any relevant underlying fraud against which Rule 14e-3(a) reasonably provides prophylaxis.

[G.1.5.5.b] Government argues that embezzling info is different from embezzling money to buy stocks because the ONLY thing that info can be used for is buying stocks with that inside info; Thomas disagrees

What the embezzlement analogy does not do, however, is explain how the relevant fraud is "use[d] or employ[ed], in connection with" a securities transaction.   And when the majority seeks to distinguish the embezzlement of funds from the embezzlement of information, it becomes clear that neither the Commission nor the majority has a coherent theory regarding §10(b)'s "in connection with" requirement.

In this case, for example, upon learning of Grand Met's confidential takeover plans, O'Hagan could have done any number of things with the information:  He could have sold it to a newspaper for publication; he could have given or sold the information to Pillsbury itself; or he could even have kept the information and used it solely for his personal amusement, perhaps in a fantasy stock trading game.

Any of these activities would have deprived Grand Met of its right to  "exclusive use," ante, at 2208, of the information and, if undisclosed, would constitute "embezzlement" of Grand Met's informational property.

In both cases the embezzler could have done something else with the property, and hence the Commission's necessary "connection" under the securities laws would not be met.  If the relevant test under the "in connection with" language is whether the fraudulent act is necessarily tied to a securities transaction, then the misappropriation of confidential information used to trade no more violates §10(b) than does the misappropriation of funds used to trade.   As the Commission concedes that the latter is not covered under its theory, I am at a loss to see how the same theory can coherently be applied to the former.

[G.1.5.5.c] Won’t replace “only” with “ordinary” for the SEC:

Thus, we are told, if we merely "[s]ubstitute 'ordinarily' for 'only' " when describing the degree of connectedness between a misappropriation and a securities transaction, the Government would have a winner.

It is not the theory offered by the Commission.   Indeed, as far as we know from the majority's opinion, this new theory has never been proposed by the Commission, much less adopted by rule or otherwise.

We simply do not know what would or would not be covered by such a requirement, and hence cannot evaluate whether the requirement embodies a consistent and coherent interpretation of the statute. Moreover, persons subject to this new theory, such as respondent here, surely could not and cannot regulate their behavior to comply with the new theory because, until today, the theory has never existed.

It reaches too far in that, regardless of the overarching purpose of the securities laws, it is not illegal to run afoul of the "purpose" of a statute, only its letter.

[G.1.5.5.d] 14e/Fradulent Argument:

And one can likewise question whether removing that aspect of fraud, though perhaps laudable, has anything to do with the confidence or integrity of the market.

As the majority acknowledges, Rule 14e-3(a) prohibits a broad range of behavior regardless of whether such behavior is fraudulent under our precedents.

The Commission offers two grounds in defense of Rule 14e-3(a).   First, it argues that §14(e) delegates to the Commission the authority to "define" fraud differently than that concept has been defined by this Court, and that Rule 14e-3(a) is a valid exercise of that "defining" power.   Second, it argues that §14(e) authorizes the Commission to "prescribe means reasonably designed to prevent" fraudulent acts, and that Rule 14e-3(a) is a prophylactic rule that may prohibit nonfraudulent acts as a means of preventing fraudulent acts that are difficult to detect or prove.

 The majority declines to reach the Commission's first justification, instead sustaining Rule 14e-3(a) on the ground that 

"under §14(e), the Commission may prohibit acts not themselves fraudulent under the common law or §10(b), if the prohibition is 'reasonably designed to prevent ... acts and practices [that] are fraudulent.' "

Although I can agree with the majority that §14(e) authorizes the Commission to prohibit nonfraudulent acts as a means reasonably designed to prevent fraudulent ones, I cannot agree that Rule 14e-3(a) satisfies this standard.   As an initial matter, the Rule, on its face, does not purport to be an exercise of the Commission's prophylactic power, but rather a redefinition of what "constitute[s] a fraudulent, deceptive, or manipulative act or practice within the meaning of §14(e)."

Finally, even further assuming that the Commission's misappropriation theory is a valid basis for direct liability, I fail to see how Rule 14e-3(a)'s elimination of the requirement of a breach of fiduciary duty is "reasonably designed" to prevent the underlying "fraudulent" acts.   The majority's primary argument on this score is that in many cases " 'a breach of duty is likely but difficult to prove.' "

[G.1.6] Regulation FD (see attached)

This prevents issuers of stock registered under § 12 to release information selectively.  If it’s done unintentionally, then it has 24 hours to make that info public.  If it does so intentionally, it must make a public disclosure (via a 12K form or otherwise) simultaneously.
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