
INTRODUCTION
Types of Businesses

· Partnership (closely held)

· General partnership
· Limited partnership (at least one partner can’t be sued)

· Limited Liability Company/Partnership (owners can’t be sued)

· Closely Held

· Closely Held Corporation

· Publicly Held Corporation (dispersed SHs)
AGENCY: Is there a P/A relationship?
+ve of agency law

· Reduces contracting problems by providing good default rules
· ↓ costs of writing contract – don’t have to create Ks from scratch
· ↓ problem of imperfect foresight – envisioning all ways could get screwed
· Facilitates making of contractual commitments
· All this makes businesses more profitable
· Facilitates Ks when you know the other party will become in a position where he could later make you renegotiate (e.g. becomes indispensable)
· Regulates “suspect” deals by mandating certain provisions
· Parties can’t take advantage of externalities
· Protects against imperfect contracting & strategic behavior
· Protect against systematic irrational behavior
· Encourages use of As by reducing agency cost:
· P is confident that A won’t shirk, direct P’s contracts to A’s own interests, steal COs, or embezzle
· P can control liability created by A
· A is confident that won’t be liable for deal he enters into for P
· A knows when must act on behalf of P and when can act for himself
· 3rd parties know when they can rely on the credit of a corp rather than an individual, and when they need to go directly to P
· All this is economically advantageous b/c ↑ manpower & expertise allows goods & services to spread through society more quickly ( ↑ social welfare
Definition of “Principal-Agent” Relationship (Rest. 3rd of Agency § 1.01)
· Manifestation of consent by P to A that A shall:
· Act on P’s behalf and
· Subject to P’s right of control (note: P doesn’t need to exercise this right)
· Cargill – What matters is the actual structure of the relationship – P/A need not consent to the relationship being called “agency”
·  Manifestation of consent by A to so act
Ways to Demonstrate P/A Relationship

1. Actual Authority – P’s actions would make a reasonable person in A’s position believe that A was acting on P’s behalf and subject to his control
· Express Actual Authority = parties agree via K that A is supposed to act on P’s behalf and subject to his right of control

· Implied Actual Authority = authority implied from nature of dealing (i.e. the things that P asks A to do, the rights P controls, etc.)

· Cargill – Warren was an A via implied actual authority b/c:

· C had right of control – W needed C’s approval for mortgages, dividends; C had right of entry for audits; C often critiqued W’s operations & made recs; C decided to exert “strong paternal guidance”; C financed all purchases/operating expenses and had power to discontinue financing; no one in their right mind would have kept loaning W $$ if didn’t have right of control

· The more risk you bear in a deal, the likelier you are to be a P b/c the likelier you are to have right of control. If you buy at a fixed price, you’re probably a P; if buy at spot price, probably not.

· W acted on behalf of C – C was residual claimant b/c W was insolvent and could not go elsewhere for a loan, so every dime W made went to pay off C ( C got full benefit when W did well 

· Rest. 2d, 14O Comment:
· Creditor is not a P if he merely has veto power over business acts preventing purchases/sales over a certain amount
· Creditor becomes a P if he takes over management of the business and directs what Ks can be made
· Mill Street Church – Hogan had implied actual authority to hire chosen helper b/c he reasonably believed that the church intended him to have this power. Evidence:
· Past practice – Hogan had always used helpers previously, and asked for help this time around
· P never communicated the change in approach – the instruction to use someone else in this case was insufficient to give notice that Hogan couldn’t use his chosen helper
· Standard industry practice – generally painters have the right to pick their own helpers
· Hogan had genuine belief that he had this authority
2. Apparent Authority

· P’s actions would make a reasonable person in 3rd party’s position believe that A was acting on P’s behalf and subject to his control (& that A consents)

· In CA and DE, 3rd party must have relied to his detriment on the apparent authority

· Lind – No actual authority for VP to offer Lind a raise b/c company had policy that only Pres. could set salaries. But there’s apparent authority b/c Lind reasonably believed that VP’s job title “VP of Sales” meant that he could set salaries for salesmen.

· If salary exceeded scope of what is reasonably believable, there could be no finding of apparent authority.

· Botticello – No apparent authority for husband to enter into lease on behalf of himself and his wife when he negotiates w/ his wife standing there silently – silence isn’t a manifestation that he could act on her behalf b/c he could be leasing just his half of the property interest

· 3-70 Leasing – Yes apparent authority for Ampex sales rep to sign the K w/ Joyce even though only the contracts manager was actually authorized to b/c (i) Joyce was never told signing authority was limited to K manager; (ii) Joyce asked for the sales rep to be Ampex’s mouthpiece, and request was granted; (iii) doc w/ line for Ampex’s signature didn’t specify who needed to sign

3. Ratification (retroactively creates actual authority, and turns the K btwn A and 3rd party into being btwn P and 3rd party as of the date it was signed)
· A purported to act on P’s behalf
· A didn’t have actual or apparent authority
· After the fact, P—w/ knowledge of the material facts—either:
· Expressly affirmed A’s conduct by manifesting an intent to treat A’s conduct as authorized
· Engaged in conduct that was justifiable only if he intended to treat A’s conduct as authorized (implied ratification)
· P must exist at the time of the initial K
· Ratification can’t take place if 3rd party has w/drawn its claim or if it would be inequitable to bind 3rd party b/c of changed circumstances 
AGENCY: Liability in Contract
Liability of A to 3rd party (whether there’s actual or apparent authority) (Rest. 3d of Agency §6.01-.03)
· Disclosed P: At time of transaction, 3rd party actually/reasonably knew of P’s existence and identity
( A not liable on K (unless 3rd party and A agree otherwise)
· Undisclosed P: At time of transaction, A purported to act on his own behalf
( A is liable on K
· Partially Disclosed P (i.e. “unidentified”): At time of transaction, 3rd party knows A is acting on behalf of another but doesn’t know who the other is
( Both P and A liable

( Atlantic Salmon – even if plaintiff thinks he’s dealing w/ a corp that turns out not to be incorporated—meaning there is no P—A is liable b/c bears the burden to fully disclose who he works for. Also, you only get the benefit of limited liability if you properly incorporate.)
Liability of A to 3rd party when P doesn’t exist yet (e.g. A is firm founder or promoter) 
· If 3rd party knows P doesn’t exist yet ( Southern Gulf Marine – K was interpreted as binding (rather than an offer), so A is on the hook until the corp forms. He continues to be on the hook if there’s no release of liability upon corporate formation built into the K. Ratification is impossible b/c corp didn’t exist at time K was signed, but the corp can adopt the K after it forms.
· If A makes 3rd party believe P exists ( there’s no de jure corp, but there could be:

· De facto corp: You’ve taken substantial steps to become a corp. No liability so long as you think you are properly incorporated.

· Corp by estoppel: You’re not a corp except as to a particular party b/c of their reliance on your saying that you are a corp. Applies where:

· You took some steps to incorporate but not enough to be de facto corp

· You pretended to be a corp and 3rd party agreed to deal w/ you as one
Liability of A to P when there’s actual authority
A is not liable to P b/c P gave A the belief he had the authority to act
Liability of A to P when there’s apparent authority
A is liable to P b/c A didn’t have reasonable belief that he had authority to act on P’s behalf
Liability of P to 3rd party when there’s either actual or apparent authority

P is liable to 3rd party, per Rest. 3d 2.06

AGENCY: Liability in Tort
Vicarious Liability test #1 – Ostensible Agency

· 3rd party has a reasonable belief that A is servant of P, and 3rd party relies on this

· Sun Oil – no ostensible agency b/c although people came to gas station thinking it was owned by Sun, they didn’t rely on this

· Yes ostensible agency if you relied on your belief that St. Vincent’s ER is part of St. Vincent’s Hospital in choosing to go there for an emergency. No ostensible agency if you were unconscious or simply went to nearest ER.
Vicarious Liability test #2 – Two Step Analysis:
1. Must be a master-servant relationship: P manifests consent that A will work on behalf of P and subject to P’s right to control the physical conduct of the job
· Physical conduct is a greater level of control than in typical P/A relationship
2. The tort must be one for which M is liable:
· M is liable for torts resulting from S’s acts done in the scope of employment. Conduct is in the scope of employment if all of the following:
1. Of the kind S is employed to perform
2. Occurs substantially w/in the authorized time and space limits
3. Done, at least in part, to serve M
4. Where force is intentionally used by S, this is not unexpectable by M
· M also liable for torts outside scope of employment if any of the following:
· M intended the conduct/consequences
· M was himself negligent or reckless 
· Conduct violated a non-delegable duty of M
· S purported to act or speak on M’s behalf and there was reliance upon apparent authority, or he was aided in accomplishing the tort by the existence of the agency relationship
· Factors for determining existence of M/S relationship (Rest. 2d, 220)
· P’s and A’s beliefs about the relationship – BUT in Humble neither party considered Humble an employer but M/S relationship still found
· Extent of P’s actual control over work details
· Murphy – standardized franchise K doesn’t create M/S relationship b/c it merely controls business methods, not physical conduct of the business. So no liab. where hotel guest hurt due to poor maintenance.
· Extent to which it’s likely P would have control over work details
· Little skill required of A – likely A is a S
· A has more specific business expertise than P – likely there’s no capacity to control so A is not a S
· A’s work located on site – P likely to oversee/develop expertise
· Trade practice of supervision in the particular locality
· Extent of P’s incentive to control work details = Amount of business risk borne by P from A’s operations
· A is paid flat wage – likely a S b/c bears no risk of not earning $$ 
· A sells finished product and P simply buys it – A is indep. contractor 
· Murphy – no M/S relationship where Holiday Inn charged hotel owner flat fee per room rented and had no right to share in profits
· Humble – yes M/S relationship where oil company (i) took a cut of gas station’s revenue by pegging rent against volume of gas sold; (ii) shared cost of the station’s largest business expense; (iii) retained title to the gas until it’s sold and so eats the loss if something happens to it; (iv) had right to terminate lease at will, so it could act if station manager refused to listen
· Sun Oil – no M/S relationship where (i) rent is pegged to volume of goods sold, but there’s a reasonable min and max; (ii) station manager has title to the gas; (iii) manager protected from loss due to market risk but not due to poorly managed station, so Sun only eats it if there’s market fluctuation; (iv) lease termination required 30 day notice; (v) manager permitted to sell non-Sun products
· Could have M/S relationship for part but not all of a firm. Courts usually don’t like to do this (e.g. Humble didn’t separate mechanic shop from gas part) but some do (e.g. Murphy said that even if M/S relationship did exist, it wouldn’t have extended to the issue of safety)
· Agent-type independent contractor = contracts w/ P to do something for him but who is not controlled by P nor subject to P’s right to control wrt his physical conduct in the performance of the undertaking
· Non-agent independent contractor = operates independently and simply enters into arm’s length transaction w/ someone else
+ves of Vicarious Liability
· We want corps to invest in deterring torts so long as expected benefit exceeds costs. Having no VL would mean that corps could hire insolvent employees and get out of having to pay for torts they commit.

· Corps enable people to cause more harm than if they worked for themselves

· Corps are well positioned to prevent torts by:

· Rewarding/punishing wrongdoing through compensation & sanctions – could sanction error even when there’s no injury

· Investing in measures to make error less likely

· Being sure to hire employees who have capital and are thus more vulnerable to sanction and in turn will take fewer risks

· Collecting/producing info on existence of error and identity of the person to make it likelier that liability will be correctly imposed when an error occurs
-ves of Vicarious Liability
· P has other reasons (i.e. getting paid) not to hire insolvent As, so it’s optimal for A to be liable rather than the P where P isn’t in a position to deter the tort
· Would be good to incentivize P to exercise greater control over actors who would otherwise be independent contractors b/c by definition P has no control over them
· Not good that VL doesn’t extend to acts of independent contractors:
· Discourages firms from asserting direct control over As by hiring them as employees, even when control is the efficient way to induce optimal care
· Indeed, in the US companies hire independent contractors to do risky things like overseeing safety
· Firms don’t employ all cost-efficient tools available to induce efficient care-taking by independent contractors b/c this wouldn’t maximize profit
· Distorts the economy – thinly capitalized firms get competitive advantage over well capitalized ones b/c they can charge less for their services since they’re not worried about getting sued
fiduciary duties: Overview
Purpose of fiduciary duties

Address P’s concern about A’s incentive to engage in:
· Moral hazard – incentive to shirk b/c costly for A to do exactly what P wants and P can’t observe A’s actions

· We care abt moral hazard b/c (i) makes Ps less profitable so there will be fewer P activities and thus less economic productivity; (ii) would make Ps shift risk to employees (since can’t monitor them), deterring job-seekers

· Adverse selection – A has private info he could w/hold from P

· Opportunism – A could take actions to benefit himself; hard for P to monitor
Ways for Ps to protect themselves from above-listed bad incentives of As

· Contractual solutions – include strong incentives, penalties for poor effort, etc.
· But you can’t account for all contingencies, and crafting Ks is costly
· P’s power to fire As
· Fiduciary Duties of A (imposed by law as default clauses in all P/A contracts)
· Duty of Obedience – A must act in accordance w/ P’s mission/goals
· Duty of Care – A must act with the care, competence, and diligence normally exercised by As in similar circumstances
· A w/ special skill or knowledge must act as would other As w/ similar skill or knowledge ( negligence standard
· Duty of Loyalty – A must act solely on P’s behalf wrt the agency. Sub-duties:
· Tell P abt extra profits A gets arising out of his employment, and hand them over unless P says A can keep them
· Regem – Soldier couldn’t keep smuggling fees even though he didn’t do it on behalf of British gov’t b/c the opportunity arose directly from his service to P. Doesn’t matter if receipt of extra profits didn’t hurt P or if P couldn’t haven gotten them himself.
· Don’t use P’s property for personal benefit
· Regem – Soldier used uniform to effect the smuggling
· Don’t usurp a business opportunity belonging to P
· Rash – Breach of DoL when Rash had signoff to start another business, but not one that would directly compete w/ JVIC’s business. JVIC could have waived this duty if Rash disclosed that his business was to be a scaffolding business like JVIC’s.
· Meinhard – Even though the new lease started after expiration of the partnership, the info abt the lease was a business opp. that came to Salmon during the partnership and in his capacity as a partner (partners owe fiduciary duties to both the firm and each other). Had to share the info w/ Meinhard.
· Don’t use/disclose confidential information
· Don’t act w/ conflicting interests
· Don’t compete in subject matter of agency
· Don’t act as adverse party to a deal, who would win if the P loses
· Rash – Breach of DoL when A entered into a K w/ P such that he was on both sides of the deal ( self-dealing
· Remedy for breach is restitution, to remove unjust enrichment (Meinhard – Meinhard gets half the value of the new lease w/o having to prove it was likely he would have won it over Salmon)
· Can’t contract out of DoL entirely, but P can waive a specific sub-duty either ex ante or ex post. A only avoids liability if (i) got consent from someone w/ authority to give it; (ii) acted in good faith; (iii) disclosed all material facts he knew/ should have known would affect P’s judgment; and (iv) the consent is only for a specific act or type of act typically expected to arise
CORPORATE FINANCE & Limited Liability
Valuation

· Present Value ( convert everything to present value to compare them
· PV = FV / (1 + r)n
· If FV > PV, it’s a worthwhile investment
· Value of an investment = Expected return + variance (i.e. riskiness)
· Expected return = Avg of the value of the investment weighted by the relative probability of each outcome
· E.g. If there’s a 50% chance that you’ll get 100K and a 50% chance that you’ll get 50K, then EV = 0.5(100) + 0.5(50) = 50 + 25 = 75K
· Variance = degree to which actual return can deviate from expected return
· Risk premium = additional percentage that investors require above discount rate (i.e. expected return) to compensate for the variance 
· Risk-aversion stems from perception that the utility value of loss is greater than the utility value for the same amount of gain
· Diversification
· Investor can use risk-free discount rate if he’s fully diversified (i.e. when one bet wins if the other one loses and they exactly match each other)
· Systematic risk = shocks like economic downturn that affect all stocks and can’t be diversified around

· When confronted w/ an investment in year 0 than may earn uncertain return in year 1, follow 3 steps:
1. Calculate expected return in year 1
2. Discount to the present year (i.e., year 0) using PV = FV / (1 + r)n
· Use discount rate that investor requires for projects w/ this riskiness
3. Subtract investment cost
4. If result is –ve, don’t do the deal
· E.g. Hotel wants to borrow $10 million from Bank. Hotel offers to repay 11.3M at end of 1 year. 95% chance it can pay the loan back. Risk free rate is 6.5%. Bank requires a 2% additional interest as risk premium.
1. Expected return for year 1 is .05 (0) + (.95) (11.3M) = $10.735M
2. Discounting to PV, you get 10.735/1.085 = $9,894,009
3. Subtracting the $10M investment cost, you get a –ve number, so Bank shouldn’t do the deal. If Bank was risk-neutral and could use the 6.5% discount rate, the deal would be worthwhile.
Corporate Securities

· Equity = ownership interest that represents a residual claim (on profits)
· Common stock – voting power (b/c more risk), no fixed right to dividends
· Preferred stock – preferred as to dividends and/or liquidation
· Debt = must be paid off before equity if firm goes under 
· Trade debt – owing someone over time for a good/service they gave you
· Bank debt – pay back the interest and principle slowly over time
· Bonds – borrowing $$ from the market/world (rather than a bank), don’t have to worry about bank coming in, auditing, etc.
· Debentures = unsecured bonds
· Unsecured = creditor joins w/ all other creditors to get $$ back from you
· Secured = if you can’t pay back, creditor gets to sell your assets to recoup their $$, and other creditors get what’s left over
· +ve of debt financing:
· Creditors don’t get to vote – simply have a fixed claim
· No fiduciary duties to creditors (unless firm is insolvent) (also, contracts for debt can limit what debtor can do)
· Tax benefit – can deduct interest payments to debt
· Leverage
· Capped payments to creditors means equity sees increased returns in good times
· Limits losses if firm goes bust b/c limited liability means creditors can’t go after you personally
· BUT higher expected return increases your interest rate
· -ve of debt financing
· Riskier ( interest rate rarely varies fully w/ profits, which is a problem for cyclical businesses and startups that can run in the red
· Could do “zero coupon” – pay off whole loan at maturity date
· Debt may require more expected return if bears downside risk, but not share high upside gain
Limited Liability

· +ve: (mostly applies to publicly traded firms—not easy to justify LL in closely held firms, and very hard to justify for wholly owned subsidiaries)
· ↑ investment b/c SHs less concerned about managerial actions and financial status of other SHs b/c less personally at risk if others’ stupidity causes loss
· Not needing to worry abt identities or financial health of individual SHs…
· ↑ transferability of shares ( promotes capital markets & liquidity
· ↓ transaction costs associated w/ buying shares in different firms ( promotes diversification of investments
· Less need for SHs to monitor managers allows for centralized delegated management by experts
· -ve:

· Agency cost of debt – b/c of limited liability and equity voting rights, firm will pick projects that favor equity holders over debt holders (e.g. high upside but also very high downside) – equity doesn’t care if debt isn’t paid off
· Inefficiency of picking “wrong” projects
· Costs of Ks and laws designed to prevent the agency cost of debt
· Costs that debt faces to monitor equity’s actions
· Higher interest rate debt charges to compensate for risk
· Encourages firms to take excessive risk that might harm others 
· Corps won’t spend optimal amount to avoid harm to others b/c damages they’d have to pay is capped (having wholly owned subs caps your liability)
· Furthered by fact that veil piercing is rarely used to help tort creditors
· Ways to get around LL to address the -ves:
· Contractual solutions:
· Debt covenants that prevent firm from doing certain things
· Personal guarantees
· Secured debt
· Tort creditors don’t have these options ( maybe LL shouldn’t apply, or should make firms get liability insurance (would incentivize risk mitigation to reduce premiums if premiums are experience-rated)
· Legal solutions:
· Some jdctns (not Del.) require baseline of capitalization
· Imposition of fiduciary duties
· Fraudulent conveyance law – can’t disburse assets pre-insolvency to hide $$ from creditors, or give $$ w/o getting consideration
· Equitable subordination – subordinates SHs’ contributions of credit to claims of the other creditors to prevent SHs from maneuvering to  protect their own credit more strongly
· Piercing the corporate veil
PIERCING THE CORPORATE VEIL
Preliminaries
1. The corp itself must be liable to P 
2. The corp must be unable to pay its debt
3. Piercing suit is against SHs
General guidelines

· Limited liability – start w/ general rule that SHs not liable for corp’s debts (even if foreseeable that corp can’t pay and SH is a sole SH, director, or officer of the firm)
· Assumption is P will LOSE a piercing case!
· Multiple corporations – SH can own separate corps which do the same thing and they’re not liable for each other’s debts
· Public corps – no court has ever pierced to dispersed SHs of a publicly held firm
Forms of Piercing
1. Classic piercing (VERTICAL) (problem is committed by parent wrt a sub; recovery comes from parent, not subs)
· Can further do reverse piercing to get at other subs, but only if $$ goes in one direction from sub at fault to SH, and from SH to other subs – not from one sub to another or from all subs to SH (Sea-Land)
2. Enterprise liability (HORIZONTAL) (problem is committed by sub wrt another sub; recovery comes from subs, not parent)
· Classic can be show using Alter Ego or RS; Enterprise can be show using Alter Ego:

· Alter ego: P claims that SH failed to respect corp’s separate legal personality
1. Unity of interest and ownership – e.g.:
· Lack of corporate formalities

· Commingling of funds and assets
· If the commingling is just one fraudulent conveyance rather than a systemic thing, just reverse the  conveyance but no piercing
· Treating corporate assets as one’s own

· Severe undercapitalization (never sufficient on its own – Walkovszky (NY): legal to be thinly capitalized. Dissent: If corp is vested w/ a public interest (e.g. taxi company) and is too thinly capitalized to pay off liabilities certain to arise during ordinary course of business, SH should be liable)
2. Refusing to allow piercing would either

· Sanction fraud OR (Sea-Land II – tax fraud doesn’t count, must be fraud that hurts P)
· Promote injustice (Sea-Land – P not getting damages doesn’t meet this req. Point is to distinguish intentional wrong from mere neg. by showing something like unjust enrichment (e.g. failing to partition assets) or avoiding $$ liabilities)
· Respondeat superior/master-servant: P claims that SH (principal) is liable for all Ks of corp (agent), as well as torts if relationship is M/S. Liability if under the Instrumentality Rule control is:
1. So complete that corp has no separate mind

· Zaist – Not enough for SH to benefit by controlling most shares or the finances b/c it’s fine to benefit as residual SH. This prong is met if benefit stems from control of policy & bus. practices
· Must show that corp is doing things that make no sense unless it’s to benefit the SH himself
· Abuse of corp form isn’t necessary, but can be evidence of complete control
2. Used to commit a fraud, wrong, or other violation of P’s rights

3. Proximate cause of P’s injury, together w/ breach of duty

Corporate Form
	Partnerships vs. Corporations

	
	Sole prop./General part.
	Corporation

	Limited liability?
	No (but can include indemnity provisions)
	Yes (but creditors may seek guarantees)

	Ownership transferable?
	No (default)
	Yes (default)

	Continuity
	At will (default)
	Indefinite (default)

	Fid. Duties
	Care/loyalty (default)

	Management
	Done by partners (default)
	Centralized & separation of ownership and control

	Voting
	Equal voting rights
	Dependent on class of stock

	Profit sharing
	Equal across partners
	Dependent on class of stock

	Flexibility
	Highly able to adapt
	Sometimes awkward

	Formation
	Informal
	Formalities required

	Tax
	“Pass through”
	Corp & owners separately taxed


+ves of publicly held corps

· Large entities with lots of capital and expert management ( can do complex things

· Allows people w/ no knowledge of the business to invest in them w/o worrying that their lack of knowledge could put their personal assets at risk

-ves of publicly held corps

· Cost to owners ( managerial agency costs: shirking (duty of care violations) and self-dealing (duty of loyalty violations)

· Cost to owners ( opportunism by the controlling SHs

· Cost to 3rd parties ( LL creates incentives to impose excessive risk on both voluntary and involuntary creditors
+ves of incorporating in Del.
· Provides mostly default rules that can be modified ( affords flexibility, so long as modifications are announced to the world

· Importantly, no minimum capital rules. Also, corp can be for any legal activity

· Specialty court (Chancery) w/ judges w/ bus. expertise ( quick judicial treatment

· Relationships btwn SHs and directors governed by Del. law (i.e. Internal Affairs Rule says that internal affairs are governed by law of state of incorporation)
Forming a Corporation

· Certificate of incorporation (DGCL 102)
· Corp name – must be sufficiently different from others, indicate corp status
· Address of registered office (must be in Del.) and name of agent at the office
· Purpose of the firm – can be “for any lawful purpose” 
· # of shares; info on classes (if mult. classes); duration (can be “perpetual”)
· Name and address of incorporators
· Amending the charter (DCGL 242(b)) – first maj. board vote, then maj. SH vote
· Bylaws (DGCL 109)
· SHs have unilateral power to amend, repeal, add ( can’t remove this power
· Certificate can give directors power to amend bylaws
· Bylaws cannot conflict w/ the DCGL
Additional Key DGCL Provisions

· Board of Directors (DGCL 141)
· (a) Board of directors shall manage
· Curtis (NY) – SHs cannot vest management power in themselves b/c cannot agree to overrule state law governing their corp
· (b) Directors hold office until successor is elected, or resign/removed
· (b) Default quorum is maj. of directors
· Charter can provide otherwise, but cannot be less than 1/3
· (b) Board decision = vote by maj. of present directors if there’s a quorum 
· (c) Board can delegate some decision making authority to a committee
· (d) Board may be classified via certificate or bylaws – SHs must approve 
· Up to three classes
· Each class need not be the same size
· Directors serve the same # of years as there are classes
· (k) A director can be removed, w/ or w/o cause, by a majority vote of the SHs entitled to elect that director
· Crown Emak – Since C-SH only owned shares w/ the right to elect two directors, they can’t shrink the board w/ the effect of removing directors they have no right to elect.
· (i) If board is classified, SHs may only remove for cause (unless certificate says otherwise)
· If removal is w/ cause, director must be provided notice and an opportunity to be heard; if w/o cause, this isn’t necessary
· Airgas – Corps can specify the duration of director terms. If they use the standard language of “annual term” or “defined term,” this refers to full years from the date they were elected. Thus, annual meetings can’t be accelerated (although there’s a 2-month window of wiggle room).
· Officers (DGCL 142)
· (e) Officers are selected by the board if there’s no contrary bylaw provision
· Stock classes (DCGL 151)
· Different classes of stock may have the right to elect different #s of directors, and these directors can have different terms and voting powers than others. Must be set in the charter.

· Meetings of SHs (DGCL 211)
· (a) Certificate or bylaws designate time and place of annual meetings, or if they don’t, the board does
· If board doesn’t timely call a meeting, Chancery Court may do so
· (b) SHs may act by written consent to elect directors (and can do this btwn annual meetings using DCGL 228), but only if:
· SH consent is unanimous; OR
· All the slots for which directors could be elected are already vacant
· Crown Emak – can’t use written consent to remove and then elect new directors
· (d) Board, or anyone authorized by charter or bylaws, can call a special mtg
· SH Voting Rights, Proxies (DGCL 212)
· (a) Unless otherwise provided, one share = one vote
· (b)(c) SHs may delegate to another their right to vote (i.e. proxies)
· (e) Default rule is that proxies are revocable, but can have irrevocable proxies as long as coupled w/ either an interest in the firm or the stock itself
· Quorum & Required Votes (DGCL 216)
· Quorum is a majority of outstanding shares
· Charter or bylaws can provide otherwise, but cannot be less than 1/3
· For board elections ( plurality of SH votes present or represented by proxy
· For merger/sale of substantially all assets ( majority of outstanding shares (see DCGL 251(b) & 271(a))
· For other matters ( majority of SH votes present or represented by proxy
· SHs may adopt bylaw specifying # of votes required to elect directors – if they do, directors cannot amend
· Voting Trusts & Other Voting Agreements (DGCL 218)
· (a) SHs can agree about how to vote as SHs
· (b)(c) SH agreements must be in writing and signed
· SH agreements can only cover things they’re allowed to do as SHs
SHs can vote on…
· Election/removal

· DCGL 211 governs elections; 141(k) governs removals

· Ability to remove is restricted if board is classified per Sec. 141(d)

· Charter amendments (can approve if initiated by board, but SHs can’t self-initiate)

· Bylaw amendments (so long as amendment is for a proper purpose)

· Mergers (required) (can approve if initiated by board, but SHs can’t self-initiate)

· Precatory (i.e. suggestive) proposals (so long as amendment is for proper purpose)

· How often to vote on exec. compensation, and precatory votes on exec. compensation (i.e. say on pay)

Tools of SHs to ensure that the board and management behave:

· Carrot – incentive pay (i.e. compensation)
· Stick – liability for duty of loyalty / duty of care
· Right to vote the bums out of office
· Market for managers – directors don’t want to screw up b/c they’ll have a reduced chance of getting a new board position or manager position at another firm
· Right to sell shares to friendly/hostile suitor
· Vacancies & Newly Created Directorships (DGCL 223)
· (a) Vacancies and newly created directorships resulting from any increase in the authorized number of directors may be filled by a majority of the directors then in office
· (c) If remaining directors are less than majority, a SH holding at least 10% of shares can apply to the Chancery Court to call an election
· SH Consent in Lieu of Meeting (DGCL 228)
· SHs may act by written consent on any matter they’re entitled to act on at a SH meeting or at a special meeting under DCGL 211(b)
· Need the same # of votes that would be necessary to authorize such action at a meeting if all shares showed up
· Must be in writing and signed
· Must be for proper purpose (i.e. to benefit the firm or to further the SH’s interest as a SH)
· Board can get rid of 228, but must do so via charter amendment
· Written consent:
· CAN be used to amend bylaws (e.g. to increase board’s size)
· CAN be used to remove directors and elect replacements (but if board is classified, can only remove w/ cause
· CAN’T be used to elect successors w/o first removing
· Mergers (DGCL 251) and Sale, Lease or Exchange of Assets (DGCL 271)
· Board first adopts resolution, then need majority vote of outstanding shares
· Does not include approving purchases
Cumulative Voting (DGCL 214)
· Repels sharks by giving minority SHs increased chance of electing a representative
· SHs get to vote the # of their shares times the # of seats up for election, and can vote them all for one director or spread as they like
· Cumulative voting must be provided for in the charter
· If there’s cumulative voting, removal can still be done w/o cause, but only under the special rules of DGCL 141(k)(2):
· No director may be removed w/o cause if the votes cast against his removal would be sufficient to elect him if cumulatively voted at an election of the entire board (or, if classified, all the directors of his class)
FIDUCIARY duties: BJR
Business Judgment Rule

· P who challenges an action by the board faces a presumption that board was:
1. Disinterested (Duty of Loyalty) 
a. E.g. no self-dealing or domination by someone w/ a financial interest
b. Acted in good faith: no fraud, illegality, or conflict of interested
2. Acted w/ due care in that they made an informed decision (i.e. process!)
a. What would a similarly positioned RPP do under similar conditions? Francis – Conditions refers to type of corp you direct (banks are subject to stricter DoC). Position refers to whether you’re an inside or outside director (former is expected to know more). Personal position isn’t considered, like being unfamiliar w/ the business or in grief.
3. Acted w/ rational good faith belief that action is in the corp’s best interest
a. i.e. no waste ( giving up assets w/ no genuine consideration in return
· Francis – When P challenges a lack of action by the board, no BJR protection
· P will lose unless he can rebut one of these presumptions
· Kamin (NY) – even a clearly wrong business decision gets BJR protection if none of the presumptions are rebutted, like when AmEx distributed shares as dividends rather than selling them to take advantage of tax loss harvesting.
· BJR emanates from the DCGL: 141(a) – “the board shall manage”; 141(c) – board empowered to delegate to committees/experts; 141(e) – directors are “fully protected” in relying on opinions and info generated by committees or others competent to render such opinions/info
· All senior officers get the benefit of the BJR
· Why do we not hold directors liable for (substantively) bad decisions? 
· Encourage directors to take risks
· Encourage managers to serve
· Can courts determine that an outcome is bad, and even if it could, should it? 
· There are other means to control managers (incentive compensation, etc.)
FIDUCIARY duties: Good Faith (i.e. Waste & Ultra Vires)
P must rebut presumption that board acted w/ rational good faith belief that its action is in the corp’s best interest.

· Ultra vires ( Since most corps now state their purpose as undertaking any legal activity to make a profit, claims are limited to cases where the corp acts illegally
· Pyott – board can’t decide to violate the law, even for a profit motive
· Waste ( Directors don’t have discretion about whether to pursue profit
· Dodge v. Ford – Was waste for Ford to cease paying special dividends b/c he testified that main purpose was to benefit society. BJR requires corp to serve equity, not other elements of the firm like debt, employees, or the public.
· Kamin (NY) – no waste if the reason for the business decision was plausible (i.e. pass the laughable test), like distributing devalued shares via dividend to hide the loss and keep AmEx share price up
· Wrigley – Not waste b/c although argument to not install stadium lights since baseball should be daytime is public interesty, a plausible profit motive was articulated as well—would harm ‘hood from which fans are drawn
· Barlow – Not waste to donate $$ to Princeton b/c corp’s arguments that it is generating PR and promoting education of the workforce it draws from are plausible. (This case was in NJ; Del. expressly allows charitable donations so long as they rationally advance the corp’s interests (DCGL 122(9).)
· Disney – Not waste to give Ovitz obscene compensation b/c there’s a plausible business purpose—to lure him away from lucrative job—and b/c Disney had control over whether to trigger the no-fault termination clause
FIDUCIARY duties: Duty of Care
2 tests for due care
1. Directors failed to act where due attention would have prevented the harm
· Standard of liability – good/bad faith
· Caremark – in the context of legal compliance, P must show that:
1. Directors knew or should have known (if exercised good faith oversight) that violations of law were occurring, AND
2. Directors either:
a) didn’t exercise good faith oversight to learn of crime (i.e. didn’t implement a compliance program) OR
· BJR protects board’s decision as to the level of detail a compliance program requires
b) once learned of crime, didn’t make good faith effort to prevent or remedy the issue (i.e. consciously failed to monitor) ( need this to show sustained neglect
· In re Citigroup – oversight only needed wrt monitoring for legal violations, not monitoring of business decisions
3. Such failure proximately caused the loss
· Stone v. Ritter – no liability where there was a compliance program but problem arose b/c of inadequate director oversight of the program – this was gross neg. but not deliberate so it’s not bad faith 
· Francis – Specific director duties include:
· Get a rudimentary understanding of the business

· Keep informed abt corporate activities

· Engage in general monitoring of corporate affairs

· Attend board meetings regularly

· Review financial statements regularly

· Make inquiries into doubtful matters, raise objections to apparently illegal action, and take appropriate action

· Must either make sure you can do these things (e.g. hire an expert to help you) or resign from the board
2. Directors failed to inform themselves prior to making a decision of all material info reasonably available to them
· Standard of care – breach if there’s neg.
· Standard of liability – liability only if there’s gross neg.
· Disney – board breached DoC b/c was neg., but no liab. b/c not gross
· DGCL 102(b)(7) allows charter to limit/eliminate personal liability for gross neg. breach of DoC (but not breach of DoL, or subjective bad faith or intentional dereliction of duty breaches of DoC, per Stone v. Ritter). Applies to actions for damages, not other relief like injunction (per London). Does not protect officers acting as officers.
· Standard of damages - once P shows breach of DoC, burden shifts to D to show entire fairness:
· Adequacy of disclosure to board and to SHs when SH vote is required

· Key factor – bad disclosure virtually guarantees lack of fairness

· Aggressive bargaining – best if board is involved and not just the CEO

· Fiduciary’s knowledge of the business

· Whether outside valuation advice was sought

· Magnitude of premium over market price

· Surmountability of deal protections (e.g. lockups) by other buyers

· Cinerama – DoC is breached, but no damages b/c entire fairness is met: above criteria all met, and there was no evidence that a higher price was possible despite the presence of lockups and no market test

· Weinberger - If unfair process but fair price SHs get 0 damages

· Cleansing: Corwin – Informed SH vote brings us back under BJR, whether or not vote was required. Gantler – this is not “ratification.”
· Van Gorkom – 
· DoC analysis begins when earliest step is taken that alters the firm’s fate (i.e. firm’s ability to sell itself to others changes) – in this case, the day the board agreed to give Pritzker option to buy 1M shares at $38/share (i.e. a lock-up)
· Board was somewhat informed:
· Knew historic price and that $55/share was a big premium
· CEO and major SH liked the price
· CFO report that the price was w/in the range
· Directors had many years of experience and much expertise
· A limited market test would provide some info regarding the price
· BUT board breached duty of care b/c:
· Didn’t know VG’s role in negotiating the sale
· We’re skeptical when CEO negotiates deal by himself, particularly if self-interested b/c wants a quick out b4 retiring
· Didn’t know deal’s terms (2 hour meeting, didn’t read merger terms)
· Wheelabrator – 3 hours was enough time to discuss merger when there were experts advising and there was a 2 year working relationship btwn the 2 corps prior to the merger
· Didn’t know the firm’s value (no outside fairness opinion; report was LBO price, not valuation; VG didn’t say how he came up w/ the price)
· Market test was worthless b/c: corp couldn’t solicit bids or auction itself; couldn’t provide proprietary info; board never gave itself the option to drop the deal w/ Pritzker; Pritzker acquired a lock-up which would deter other buyers
· Reports only get protection of DCGL 141(e) (i.e. board entitled to rely) if:
1. Board relies on the report in good faith;

2. Board has reasonable belief in the expert’s competence;

3. Expert has been selected w/ reasonable care by/on behalf of the corp
4. Van Gorkom reqs: board must ask Qs of the report and is liable if – 

a) the thing to ask abt is so obv. that failing to ask is negligent

b) the decision is so unconscionable as to constitute waste/fraud

· In this case, the report didn’t count as a DCGL report b/c it didn’t address valuation, and it wasn’t clear that board relied on it anyway
· Disney – Best practice is to:
· Calculate + write out total value of compensation under all possible scenarios
· Get advice from expert on whether compensation makes sense in each case
· Take longer than 1 hour to discuss and approve compensation
· Although not best practices, no liability b/c unlike in Van Gorkom: board had info from which to calculate value of compensation, compensation committee had no confl. of int., used outside expert, discussed during multiple board meetings, lower scrutiny wrt compensation decisions than wrt sale of firm
	
	Van Gorkom
	Disney

	Importance of Decision
	Sale of control – high
	Hiring – one of many decisions - lower

	Conflict of Interest?
	Court assumes COI – VG desperate to cash out
	No COI – Eisner doesn’t get a cut, nor does board

	Experts
	No outside expert
	Outside expert

	Amount of information
	No information on value of sale of control to outsider – value as LBO different than value as merger
	Had sufficient information to calculate value of options 

	Multiple meetings
	N
	Y


· Grimes – board didn’t breach 141(a) duty to manage by signing K awarding CEO big penalty if board interfered w/ his management b/c this was not abdication of management authority – just made it more expensive for board to manage
· Bayer (NY) – No board meeting when hiring director’s wife for ad campaign is ok b/c board is mostly officers working full-time for the corp and closely w/ each other.
FIDUCIARY duties: DUTY OF LOYALTY
Self-Dealing Transactions (no C-SH) – Analytical steps:
1. Board presumed disinterested
2. P can rebut by showing that at least 1 director either: 
· Has material financial interest in the deal itself, OR
· Material = financial or other info RPP would consider significant
· Merely owning equity in the firm doesn’t make one interested
· Dominated by someone w/ a material interest, OR
· Dominated = ability to affect director’s financial welfare
· Owes fiduciary duty to someone w/ a material interest
3. If P rebuts, board can cleanse by showing either (DGCL 144):
· (a)(1) Disclosure to & approv. by maj. of fully informed disint. directors; OR

· Discl. must include material facts both abt interest & the transaction
· Benihana – Abdo had to disclose that he negotiated the deal for the other side. Indirect disclosure counts (e.g. he was important in the other company and made presentation on its behalf)

· Bayer (NY) – lack of disclosure not always a problem. Hiring director’s wife for ad campaign w/o disclosing to board was ok since board had no intent to benefit her given that they didn’t know abt her.

· (a)(2) Disclosure to & approval by majority of fully informed SHs

· Fliegler – reads in the req that SHs be disinterested as well

· (a)(3) If board can’t show one of these, must show that the transaction was entirely fair at time of approval

· Note: DCGL 144 applies on its face only wrt transactions w/ another firm in which a director has an interest. It applies by analogy to other contexts.
4. If board fails to cleanse, transaction can be voided, interested directors can be liable for damages, and disinterested directors can be liable if breached DoC

5. If board succeeds in cleansing, Benihana – BJR applies

· ALI – should go to entire fairness w/ BoP on P. Would address concern w/ structural bias (disinterested directors vote w/ interested ones out of collegiality). Wheelabrator – BJR is better b/c it incentivizes boards to use good process. If case went to fairness, it would mean holding a trial and directors would settle (for insurance reasons).
Corporate Opportunity

· Separate issue to spot from DoL issue:
· CO ( opportunity w/ a 3rd party comes to a director individually and the claim is that it was the firm’s opportunity
· DoL ( director is on both sides of a transaction w/ the firm
· Analytical steps:
1. Is this a CO?
· Traditional test – one of the following:
· Interest: the firm already has a contractual right but A steals it

· Expectancy: something which in the ordinary course of things the corp could expect to receive (e.g. from negotiating a K). If the A stays out, the corp will get it.

· Necessity: A takes goods or services the firm needs vitally (e.g. purchases the building the firm operates in)

· Modern test – recognizes that officers/directors affirmatively obligated to promote the firm, not simply to not hurt it. Factors:
· How info came to the director (individual or corp capacity)
· Whether corp info used in identifying or exploiting the opp.
· How far removed opp. is from corp’s core economic activities (“line of business”). Guth factors:
· Corp has fundamental knowledge abt the activity
· Corp has practical experience and is able to pursue it
· Must have financial ability to pursue opp., but courts skeptical b/c could always take out a loan
· Activity is logically & naturally relevant to corp’s bus.
· Activity is consonant w/ corp’s reasonable needs and aspirations for expansion
· Broz – not a CO for dir. to buy a cell license b/c (i) CIS had decided to divest from cell licenses in the region (i.e. not in line of business); (ii) CIS was financially unable to buy the license b/c covenants on existing loan agreements forbade taking on new debt; (iii) acquisition of CIS by another firm that wanted the license was still too tenuous to give it an expectancy that it would get CIS, so no breach of duty not to compete
· Beam – not a CO when Martha Stewart sells Omnimedia shares b/c: (i) securities trading isn’t in Omnimedia’s line of bus.; (ii) selling shares is a normal business activity that any SH could engage in
· eBay – it is a CO when directors buy IPO shares steered to them by Goldman Sachs b/c: (i) securities trading is in eBay’s line of bus.; (ii) dir’s got the offer b/c of eBay’s business dealings w/ Goldman rather than their own dealings; (iii) most SHs don’t have access to this opp.
· Sinclair – not a CO when parent didn’t give oil investment opp. to sub b/c: (i) opp. didn’t come to sub personally; (ii) opp. wasn’t in Venezuela, and sub’s board previously decided to only operate in V
2. Did you fully disclose and get permission from the board? 
· DCGL 122(17) – certificate or dir. vote can renounce a CO. DCGL 144 applies by analogy so the vote must be by disint. directors (but here if the board votes no it’s automatic breach rather than going to fairness)
3. Remedy – if it IS a CO, you DIDN’T get board permission, and you DID appropriate the CO, board can choose to get BOTH injunctive relief (i.e. firm gets CO + pays the director back his purchase price) AND punitive damages
Self-Dealing Transactions (C-SH, not sale of firm context)

· Normally SHs don’t owe fiduciary duties to firms, but if a C-SH dominates the board, he assumes its fiduciary duties. C-SH can act using his normal rights as a SH to vote, sell stock, or refuse to sell stock, but can’t act by using his control over the board.
· Analysis:
1. Is SH a C-SH?
· % of shares held, and whether they’re voting shares
· Majority = presumptive control, but can have control w/ less, and the higher the percentage, the likelier there’s control (e.g. Alcatel had 43% in Kahn v. Lynch)

· % of board nominated by, dominated by, or beholden to the SH

· Whether controlled directors sit on key committees w/ power over other directors (e.g. executive, compensation)

· Power to elect the entire board if SH wants to (e.g. Weinberger)

· This is evidence but not usually sufficient by itself

· Direct evidence of control 

· Kahn v. Lynch– historic evidence of board deferring to SH even if it disagrees; threat of hostile takeover if board won’t comply
2. Is the C-SH self-dealing by acting to benefit itself rather than the corp?
· No self-dealing ( BJR protection like in any other case
· Self-dealing in sale of firm context ( go to fairness per Weinberger
· Self-dealing in other contexts ( go to fairness w/ BoP on the C-SH
· Sinclair – parent is a C-SH of the sub. It’s not self-dealing to raise dividends b/c that benefits M-SHs the same as himself. But it IS self-dealing to benefit C-SH w/o benefiting M-SHs, such as by causing sub not to enforce the terms of the K btwn the sub and the parent.

· Zahn – it’s self-dealing for C-SH to make board redeem Class A shares b4 liquidating the firm to capture the sudden increase in tobacco value, b/c this benefits C-SH to exclusion of M-SHs
· Note: Would NOT be self-dealing to benefit common stock over preferred stock (even if C-SH owns most of it) b/c common SHs are supposed to be primary beneficiaries of the firm. Speed – treat as common stock whichever class of stock is the residual claimant/bears the most risk.
· Note: Even if you can benefit common over preferred, you still need to disclose material info to preferred.
3. Is the self-dealing cleansed by a vote of disinterested directors?

DIRECT vs. DERIVATIVE ACTIONS
Direct vs. Derivative Suits

· Direct = suit against the board for damage done to SHs; damages go to harmed SHs
· Most common in sale/merger context, where board has obligation to get SH the best price and/or SH rights being extinguished
· Can be individual or class action
· Must identify individual harm (e.g. affecting right to vote, participation rights)
· Derivative = suit against the board for damage done to the firm; damages go to firm. 
· Winner gets attorney fees (paid by corporation)
· Perlman – Damages CAN go to SHs if firm is bought by badguy
· +ves of bringing a derivative suit
· Possibly better damages
· Chance to win attorney fees overcomes SH collective action problem, which in turn promotes corporate accountability
· -ve of bringing a derivative suit
· Damages go to firm
· Procedural hurdles: (i) standing (P must have been a SH at the time of the wrong, be a SH for the duration of the suit, fairly represent the corp); (ii) req in states like NY (not Del.) that P post bond for corp’s litigation expenses if P has low stakes; (iii) special litigation committees; (iv) demand req
· Court has to approve settlement
· The last 2 are good policy b/c:
· Suing the firm should be board’s decision per DCGL 141(a)
· Protects against suits where the cost of bringing the suit exceeds the benefit and against strike suits motivated by lawyers pursuing attorney fees (since directors have incentive to settle if case goes to trial)
· Test for direct vs. derivative in Del.: Tooley
· Who suffered the alleged harm – corp or SH individually?
· Who would receive the benefit of any remedy – corp or SH individually?
· E.g. is recovery monetary or non-monetary?
· Grimes – in the same suit, some claims can be direct while others can be derivative
Demand Requirement 
· Applies in derivative cases. Most states require. 
· If P wins at this stage, gets discovery – doesn’t win the whole case
· P must show EITHER:
1. Demand on the board was futile and thus excused
· Rales – applies when EITHER (1) decision P sues over was made by less than a majority of the current board; or OR (2) suit concerns lack of decision (i.e. Caremark claim)

· Demand excused if P shows majority of board is interested or dominated by someone interested in EITHER the:

· Underlying transaction (i.e. receive material benefit or have fid. duty to party on other side of transaction). Interest must be personal – not generally as a SH.

· Litigation (that materially affects maj. of board or those who dominate them, + they could be liable for damages)

· If there’s a 102(b)(7) provision and the only claim is gross neg. breach of DoC:

· Rales 1 case ( no interest in the litigation, so demand not excused

· Rales 2 case ( demand excused b/c the standard of care under Caremark is bad faith, so suit could result in damages
· Aronson – applies when decision P sues over was made by majority of the current board
· Demand excused if P pleads facts, w/ particularity, that reasonably suggest that EITHER:
1. Majority of board isn’t disinterested & independent, OR
· Interest =
· Direct & substantial financial interest or other interest in the transaction. Entrenchment counts as interest.
· Domination by someone personally benefitting from the transaction – i.e. person could threaten directors or there’s actual evidence of domination. Mere friendship, nomination to be director, or being on other boards together doesn’t count as domination (Eisenberg – court doesn’t buy structural bias argument)
2. The challenged transaction was not the product of valid exercise of business judgment (i.e. breached DoC, waste, uncleansed self-dealing, C-SH transaction)
· Demand required if the only way to rebut the BJR is gross neg. breach of DoC and there’s a 102(b)(7) provision, b/c no interest in the suit
2. Demand was required but wrongfully denied
· P has to rebut BJR wrt the board’s decision not to allow the suit. The DoL route is precluded b/c P already admitted that demand is required, so must argue breach of DoC or waste.
· If P makes demand, he admits that board is disinterested, so cannot then claim demand is excused (per Grimes)
· China Agritech – current board is not the same as the board that made the challenged decision, but less than majority was replaced. Aronson applies to the old directors and Rales applies to the new ones. But Rales analysis unnecessary in this case b/c Aronson results in demand being excused.
Special Litigation Committees

· Demand not excused ( case is one of wrongful refusal, and P bears BoP to rebut BJR
· Demand excused ( firm may form SLC (must be disinterested, by analogy from DCGL 144 according to Zapata) to decide whether to take over the suit from the SH (and dismiss it b/c suit has no merit or the cost to the firm would exceed the benefit). Zapata – court defers to the SLC if:
1. SLC can bear the BoP that it should get BJR protection, AND
· Oracle – Must disclose any substantial reason why the director might be incapable of making a decision in the firm’s best interest. “Material” interest that must be disclosed goes deeper than financial/dominance interest in the demand-excused context. In Oracle, SLC gets no deference b/c failed to disclose connections to Stanford to which directors donated lots of $$. In London – SLC gets no deference b/c failed to disclose that SLC member was (i) married to director’s cousin (ii) helped by director to get good price for selling his firm (iii) said he would “attack” SH allegations, i.e. he pre-judged the merits of the suit.
· Mere friendship is still not material
2. Court decides in its own business judgment that dismissing the case is reasonable. Considers how compelling the corporate interest in dismissal is compared to the merits of the suit, as well as matters of law and public policy
· E.g. of policy concern is structural bias
· P gets limited discovery on the independence and good faith of the SLC

Governance by SHAREHOLDERs: PROXY CONTESTS
Ways that law can reduce SH collective action problem

· Give SHs incentives (e.g. reimbursement) to act in spite of collective action problem
· Give SHs information (e.g. SH lists, regulate content of communications)
· Give SHs power to make proposals at the company’s expense
Key DGCL Provisions
· DGCL 112 – Access to Proxy Solicitation Materials
· Bylaws may provide that firm must include SH nominees in its proxy. May include any lawful conditions.

· DGCL 113 – Proxy Expense Reimbursement
· Bylaws may provide for firm reimbursement of expenses incurred by SHs in soliciting election-related proxies. May include any lawful conditions.

· Bylaw can’t apply to elections that happened before bylaw was adopted

· CA v. AFSCME – Good idea to include ‘fiduciary out’ to avoid restricting board’s discretion in carrying out its fiduciary duties
Reimbursing Incumbent Directors (Levin)
· Firm may reimburse incumbent directors for the costs of waging proxy contest if:
1. Board approves reimbursement
2. SHs fully informed of:
· Merits of the claims of those soliciting their proxy
· The fact that firm will bear the cost of soliciting proxies
· Who was hired to assist in proxy solicitation
· Amount to be paid to those assisting in proxy solicitation
3. Contest is over legitimate policy issues rather than a personal interest like directors keeping their jobs
· But picking a director is tantamount to picking the policies they favor. Reimbursement only happens if directors say contest is over policy.
4. Expenses are:
· Reasonable in amount (consider size of firm)
· The right type (e.g. $$ spent on proxy solicitors, PR firms, outside lawyers, sometimes wining/dining big SHs)
· +ve of reimbursing incumbent directors:
· Strong policy in favor of SHs being fully informed, and corp should be able to spend resources to do this
· Board decides what’s right for firm until ousted (SHs voted for them!) Presumed entitled to speak to SHs, at firm’s expense, re what’s best for firm. 
· Good board members might not run if need to self-bankroll proxy contest
Reimbursing Insurgent Directors (Rosenfeld (NY))
· Firm may reimburse insurgent directors for the cost of waging proxy contest if:

1. Same reqs as above

2. Challengers are successful

3. Board approves (it obviously will if challengers are successful)

4. Majority of disinterested SHs approve (cleanses the self-dealing under 144)

· +ve of reimbursing insurgent directors:

· Reputational benefit to the firm – will incentivize good folks to run

· Idea that proxy contests are good for the firm/SHs/governance

Governance by SHAREHOLDERs: SH INSPECTION RIGHTS
Key DGCL Provisions

· DGCL 219 – List of SHs Entitled to Vote; Stock Ledger

· 10 days before a SH meeting, firm must make the SH list available to any SH “for any purpose germane to the meeting” 
· SH list = SHs of record (i.e. those entitled to vote at the meeting)
· Stock ledger = list of who actually holds stock at the moment
· This right only belongs to SHs of record, so there must first be a record date
· Note: Isn’t this pretty useless? 10 days isn’t enough time to mount a proxy contest and directors have already solicited their proxies. 
· DGCL 220 – Inspection of Books & Records 
· Any SH can, at his own cost, inspect/copy stock ledger, SH list, other books & records (e.g. board meeting minutes)
· Seinfeld – SH must provide a credible basis from some evidence that there’s a breach of fiduciary duty for which he needs books & records to prove his case
· SH must have proper purpose = reasonab. related to his interest as SH
· Honeywell – interest cannot be purely social/moral, like getting Honeywell to stop producing munitions
· Anaconda (NY, but Del. agrees) – interest can be abt economic benefit to the firm or value of shares, like info abt a tender offer
· Pyott – it is proper purpose to seek to prove breach of fiduciary duty to get demand excused under Aronson prong 2
· For SH list ( firm has BoP to show that SH doesn’t have proper purpose
· For other records ( SH has BoP to show proper purpose
· Verifone – even after a derivative suit is filed and even if it’s dismissed, a books & records request may proceed, but if the derivative suit is dismissed w/ prejudice, inspection serves no proper purpose and will be denied
Governance by Shareholders: FEDERAL LAW – SH PROPOSALS
Rule 14a-8 (Securities Act of 1934) (applies mostly to publicly traded firms)
· SHs may submit a proposal to other SHs to be mailed in the firm’s own proxy at the firm’s expense. Eligibility requirements:
· Stake – need 1% or $2K of stock for at least 1 year prior to proposal submission date (and ownership must continue through date of meeting)
· Limited to one proposal per SH per meeting
· Proposal limited to 500 words, although management can allow more
· Management gets unlimited response
· Proposal must be submitted at least 120 days before firm sends out its proxy (though there are exceptions to this rule)
Bases for Exclusion under Rule 14a-8(i) (Board bears BoP)

· (1) Not proper subject for action by SHs under state law

· E.g. mandating some board action [b/c of DGCL 141(a)], changing the certificate [b/c of 242(b)], etc. 112 & 113 make director nominations and reimbursement proper action for SHs under Del. law.

· CA v. AFSCME – can exclude proposal of a bylaw that mandates substantive things, but not one that mandates procedural things. Mandating reimbursement of expenses for nominating directors is procedural despite involving $$ b/c purpose is to promote the integrity of the election process. 

· (2) Would require illegal act if implemented

· CA v. AFSCME – proposal of a bylaw that commits the board to a course of action can be excluded b/c it restricts ability to carry out fiduciary duties; there must always be a ‘fiduciary out’

· (3) Misleading/fraudulent, includes statements in proxy solicitation materials 14a-9

· (4) Relates to personal grievances

· (5) Concerns a “small stakes” matter

· Less than 5% of total assets and less than 5% of net earnings/gross sales and not otherwise significantly related to the firm’s business 

· Lovenheim – “otherwise” includes non-econ. signif., so no excluding SH proposal to form committee to see if foie gras supplier force feeds. Helps to frame moral issue as affecting firm’s long-term econ. health.

· (6) Matter beyond the power of the firm to effectuate

· (7) Relates to ordinary business operations (that’s for management to do!) 

· (8) Director elections – if the proposal:

· Would disqualify a nominee who is standing for election

· Would remove a director from office before term expires

· Questions the competence, bus. judg., or character of nominees or directors

· Seeks to include a specific person for election in the proxy materials

· Otherwise could affect the outcome of the upcoming board election

· Cannot exclude proposals that would amend bylaws concerning proxy access

· AIG – 2nd Circuit signals its interest in promoting democracy by enabling SHs more say in voting for directors

· (9) Directly conflicts with one of the company’s own proposals

· (10) Rendered moot (b/c company already substantially implemented the proposal)

· (11) Substantially duplicates another proposal submitted

· (12) Previously submitted and failed to achieve 3% of the vote if proposed once in the past 5 years, 6% if proposed twice, 10% if proposed three times

· (13) Relates to specific amounts of cash or stock dividends

What Can SHs Communicate? 

· Precatory proposals/advisory statements

· Bylaws on certain corporate governance matters

· Proposals that relate to procedures for nominating dirs to the board are permissible 

Typical Dynamic w/ SH Proposals

1) SH submits to board a proposal to send out in proxy solicitation

2) Board considers whether to exclude proposal (first instinct is to exclude)

a. If it excludes, it must inform the SH and file w/ the SEC (subsection (j)):

i. A copy of proposal/supporting statements

ii. Statement of reasons for exclusion/omission (board bears BoP)

iii. Supporting opinion of counsel

b. SH can respond

3) SEC staff issues, or declines to issue, a “no-action letter”

4) SH can seek injunction to prevent the company from excluding

Governance by Shareholders: FEDERAL LAW – 

ANTI-FRAUD PROVISIONS GOVERNING PROXIES
Rule 14a-9
· Applies only in the proxy context
· The false/misleading statement/omission must harm SH in a voting context
· It’s a 10b-5 action if the lie caused price to go up such that SH paid too much

· Borak – court found implied private right of action in both direct + derivative suits

Elements of a 14a-9 Action
1. Breach of cognizable securities law duty

· If statement of fact ( statement was objectively false at time made or became incorrect shortly thereafter
· If statement of opinion ( statement was: 
· Objectively false – implied something false or misleading
· Subjectively false – board knew that they were misstating
· Virginia Bankshares – for false opinion, P must show:
a) board didn’t believe the opinion it gave (in this case, board recommended merger for reasons other than high price);
b) facts that show the opinion is wrong (in this case, the price they said was high wasn’t actually high)
· Note: Silence is not a breach of duty. 14a-9 only applies if there’s a statement
2. Materiality – fact is material if (per Northway):
a) Subst. likely that reasonab. SH would consider it imp. in deciding how to vote

b) Fact had actually significance in the SH’s deliberations

c) Substantially likely that disclosure of omitted fact would have been viewed by reasonable SH as having significantly altered the “total mix” of info

· Note: Don’t need to prove that SH would have voted differently – just that the fact would have been considered
3. Scienter
· Statement of fact ( board was at least neg. in arriving at the relevant facts
· Statement of opinion ( if statement was…
· Objectively false – board knew it implied something false/misleading
· Subjectively false – board knew they were misstating
4. Transaction Causation – must show:
a) Materiality (same materiality as before)

b) Fraud in the proxy was an essential link in the transaction
· No C-SH ( Mills – causation established where merger couldn’t have proceeded w/o vote of the misled SHs b/c they comprised majority

· C-SH ( Virginia Bankshares – no causation where C-SH w/ over 50% of shares complete a merger b/c M-SH votes not needed. (C-SH would still need the M-SH votes if he controls the board but has less than 50% of shares.) Instead, test for causation is:

a) SH voted yes only b/c of the material misstatement and would have otherwise voted no;
· Must show, e.g., that actually read the proxy, owns enough shares that bringing the appraisal action is worth attorney fees
b) The board didn’t believe its own misstatement; AND
c) Facts show that the misstatement was indeed wrong 
· Note: SH reliance not required directly 
5. Loss Causation
· Must show that the transaction caused the loss
Types of 14a-9 Actions

· Where SH didn’t believe the fraudulent proxy
· Fraudulent proxy induced the SHs to approve a transaction they otherwise would not have approved, and this transaction was bad and caused P’s loss. Must show that the merger required the approval of minority SHs (i.e. Mills).

· Where SH did believe the fraudulent proxy
· Fraudulent proxy caused SH to take an action he otherwise would not have (or to refrain from perfecting a right, such as bringing an appraisal action, that he otherwise would have) and this directly caused his loss. Must meet the Virginia Bankshares test (↑)
· If P loses under Virginia Bankshares (fed. law), could still win under state law by arguing breach of fiduciary duty (i.e. Weinberger)
C-SHs: SALE of CONTROLling stake
Duties of C-SHs when selling controlling stake
· Zetlin (NY) – C-SH can use controlling power to get control premium for his shares (and needn’t share it w/ M-SHs). CAN’T use controlling power to usurp COs. Getting a control premium isn’t a CO b/c the opp. came to C-SH in his individual SH capacity.

· Digex – it’s ok for C-SH to use his controlling power to do things like hold out on selling his shares to try to get the purchaser to buy the C-SH’s company directly
· C-SH may not use his control to do something wrong (e.g. dominate the board to do something in his interest, unless it meets the entire fairness test)
· C-SH may not sell to someone who will do something wrong
· Perlman – C-SH must share control premium w/ M-SHs when knows that the bidder will exploit CO of securing supply of steel at low price during wartime
Should there be equal opp.? (i.e. anti-Zetlin – make purchasers buy pro rata from all SHs) 
· Yes – Would deter C-SHs from selling to looters b/c C-SH remains a SH

· Yes – Fairer to M-SHs

· Yes – Wouldn’t deter takeovers b/c if new C-SH has good ideas, old C-SH will still want to sell since he’ll still have shares, which would increase in value

· No – Decreases incentive to sell control b/c would leave C-SH as M-SH, which he might not want. Stifles good ideas brought in by new guys.

· No – Decreases incentive to become a C-SH in the first place b/c you have to pay a premium to get control but then can’t sell the premium

· No – Fairer b/c if I paid a premium I should be able to get it back

C-SHs: MERGERS (and APPRAISAL RIGHTS)
Types of mergers

· DGCL 251 – Merger or Consolidation of Domestic Corporations
· Approval by board and then maj. of outstanding shares, incl. interested SH
· Only acquiree SHs need to approve – not acquirer SHs
· If merger approved, all SHs must turn in their shares under the merger terms
· UNLESS prior to the vote a SH elected appraisal and voted no (see ↓)
· Under a freeze-out merger, parent merges sub into himself, and M-SHs get cash rather than shares in the combined firm
· DGCL 253 – [Tender offer] Short Form Merger
· Where parent owns 90% of shares, merger requires only…
· Parent is the surviving corp ( only board approval
· Sub is the surviving corp ( approval by board and sub’s SHs
· Williams Act 13(d) (federal) – once a SH has acquired 5% of shares, it must announce its intention to buy the firm or not. TOs must be open to all SHs.
Analysis
· Presumption that BJR does not apply b/c it’s a self-dealing transaction

· C-SH always has BoP to show they completely disclosed all material facts relevant to the transaction. If no disclosure, BoP to show fairness never shifts off of C-SH.
· Weinberger – D breached by failing to disclose to outside directors or M-SHs that the merger feasibility study was prepared by two directors who sat on the boards of both the sub and the parent, using firm’s proprietary info for the exclusive benefit of the parent
· If transaction is a TO ( standard of review is EITHER

· Default: Fairness w/ BoP on C-SH; OR

· BJR IF Pure conditions are met:
1) TO isn’t structurally coercive, and C-SH promises in advance to pay the same price for the back end as for the front
2) C-SH doesn’t mislead M-SHs
3) C-SH announces in advance a non-waivable req conditioning the deal on approval by majority of the M-SHs
4) C-SH makes no threats
5) Firm is allowed to form independent committee that can get outside advisers, advise and disclose info to M-SHs, and say no to the deal
· No review if DCGL 251(h) conditions are met:
1) TO is made for all shares
2) Enough shares are bought to have the voting power to do a merger
3) Future C-SH promises ahead of time to immediately effect a merger and at the same price as the TO
4) The merger agreement permits the use of 251(h)
· Even though SH vote not needed under 251(h), SHs can still sue for appraisal if can show lack of disclosure or fair dealing per Weinberger
· If transaction is a merger ( standard of review is EITHER

· Default: Fairness w/ BoP on C-SH (usual DCGL 144 fairness inquiry)
· Weinberger – D failed to prove fair dealing b/c: disclosure issues, parent strong-armed sub into rushing the deal, sub barely negotiated and negotiation led by a non-independent director, directors who decided what price would be fair for the parent also sat on sub’s board so had duty to tell sub. And D failed to prove fair price b/c P’s cash flow analysis (which is permitted under the flexible appraisal method that can be used in C-SH contexts) showed a higher price.
· Fairness w/ BoP on P IF EITHER: 
· Transaction approved by disinterested, informed committee of directors; OR
· Kahn v. Lynch – In addition to the DCGL 144 reqs, (i) C-SH must not dictate merger terms; AND (ii) independent committee must have real arms-length bargaining power (i.e. ability to say no, use advisers other than those of the C-SH). In this case, burden doesn’t shift b/c committee comprised of same directors who had earlier capitulated to C-SH’s demands & b/c they said they had no alternative but to OK the deal.
· Transaction approved by informed vote of a majority of the M-SHs
· Whereas in DCGL 144, fully informed SH vote gets you back to the BJR, presence of a C-SH means it only shifts the BoP to P while remaining in fairness
· Delphi – SH vote doesn’t count if C-SH uses coercive power to extort them, like making them agree to amend charter to be able to get 100% premium on their shares in a merger deal
· BJR if MFW conditions are met:
1) Pure conditions (↑)

2) Deal is conditioned on approval of BOTH majority of M-SHs AND disinterested special committee
· Remedy
· If D fails to show fairness ( appraisal under DGCL 262, but more flexible – can use any valuation method that’s accepted by the financial community
· If D commits fraud, misrepresentation, self-dealing, or deliberate waste of corporate assets ( other remedies can be fashioned, including rescission 
Why merge if having 2 corps grants the benefit of the corporate veil? 

· Replace bad management
· Economies of scale (e.g. single sales force, ad force, etc.)
· Economies of scope (e.g. using the other firm’s distribution network)
· Tax considerations (e.g. take advantage of tax credits)
· Take the firm private to avoid regulatory burdens
· Shift value from creditors
· Bad reason – hubris and delusions of grandeur (e.g. becoming huge conglomerate)
· Bad reason – squeeze out M-SHs to capture full future benefit produced by the firm
Are tender offers good?

· Yes - Bidders only pay more than market price if can profit by unlocking long-term value the firm management missed. They’ll replace bad management or implement a new business plan and find synergies btwn the bidder and the biddee.

· Yes – Bidder won’t bust up a firm if there’s great value in holding it together, even if the bidder has a short-term view. If it’s more valuable as a whole, the bidder could just sell it to someone w/ a long-term view who’d pay to keep it whole.

· No – Bidder may buy firm even if they don’t increase firm value b/c:

· It’s possible to obtain high-risk debt at too low a price, e.g. could secure debt for purchasing the firm w/ the firm’s own assets so that if the firm tanks after the deal, the bidder won’t lose much of his own $$.

· Current management has long-term relationships so they fund pensions well. Bidder can come in and raid the pension fund by claiming it’s overfunded.

· No – Bidder may break up firm even if long-term value is higher b/c it might take time to get to the higher value and the bidder can get a slightly higher value by busting up the firm now.

Appraisal

· DGCL 262 – Appraisal Rights
· Eligibility
· SH must hold shares on date demand is made for appraisal
· SH may not sell shares until merger becomes effective
· Perfecting appraisal rights
· Must file notice of dissent from merger during 20 day window b4 SH vote on merger
· Must not vote for the merger
· Must file appraisal petition w/in 120 days of merger going through
· W/in 60 days the SH can withdraw & get merger consideration
· Attorney Fees – Court decides who pays
· Valuation (262(h)) – Court calculates pre-merger firm value, and SH is stuck w/ accepting the value the court determines
· Note: No appraisal if… 
· C-SH structures the deal as sale of substantially all the firm’s assets
· Shares are traded on a national exchange
· The company has at least 2,000 SHs
· The corp that survives the merger didn’t condition the merger on approval by its SHs
Pros of Fiduciary Duty Action v. Appraisal
· Note: Can bring parallel actions in Del.
· Fiduciary duty suits can be brought via class action
· Reduces collective action problem of bringing suit and reduces risk of tons of appraisal actions
· Larger attorney fees for class actions
· Lower risk – get damages if you win but don’t lose merger price if you lose
· Can file fiduciary duty suit before merger completed, meaning can enjoin merger
· Can file fiduciary duty suit even if failed to perfect appraisal rights
· Flexibility of damages in fiduciary duty suits
· Fair price ( claim to benefits of merger
· Rescission (which may get you more $$ depending on timing)
· Can get the value of an alternative bid if there was one
Should we allow incumbent managers to resist hostile acquisitions?
· Shareholder choice view: Board should be forced to submit any deal to SHs for a vote so they can decide if the price is too low, or choose between a board’s preferred deal and the hostile deal 
· SHs are unusually well informed at the moment of a hostile takeover because when a raider announces a bid, arbs come in, and because these are covered in newspapers
· Board can inform SHs if they think the hostile deal is bad
· Board is self-interested because they will lose their jobs 
· Managerial choice view: Management should be able to defend b/c…
· Good for economy
· Board/officers have long-run interest in the firm; letting them defend is good for the economy. Acquirers have short-term interests, just come in and bust up the firm.
· Good for shareholders
· SHs are uninformed even if they are arbs; management knows more
· Deals can be coercive
· Defenses allow management to bargain for a higher price
· Management needs to be able to say no to credibly bargain
· Data
· When firms go public, they want to get the highest price possible, so there is an incentive to offer the market what it wants. We see that firms have lots of takeover defenses: poison pills allowed; effective classified boards, DGCL 203.
BOard duties during a contest for control
DGCL 203 – Anti-Takeover Statute

· Firm may not engage in a business combination (including sale of assets) for 3 years w/ an “interested SH” (i.e. at least 15% voting shares)
· Ways to get around DGCL 203
· Strike a pre-transaction deal w/ mgmt (before becoming interested SH)
· Make a TO contingent on crossing 85% hurdle
· After SH becomes interested, the merger is approved by the board and 2/3 of the outstanding shares that are not owned by the interested SH
· Propose an attractive second tier
· Wait out the 3 years
· Mount a proxy contest to elect a new board that will approve the deal
· Still need an offer attractive enough to get the SH vote
· Defense to proxy route around DCGL 203
· Classified board (delays time for acquirer to get control, prevents removal w/o cause, but need to put classified provision in charter so SHs can’t eliminate bylaw)
· Deadhand poison pill = only redeemable by current board (invalid in Del.)
Securities Fraud
10b-5 Securities Fraud Claim

· As opposed to 14a-9 context, here we care about the sale/purchase of securities context
· Elements for suit by SEC or DOJ:
· Everything in Virginia Bankshares carries over. So does everything from 14a-9 except reliance
1) Misstatement/Omission of Fact

a. There must be a fact, but this can include whether the board believed an opinion it gave
b. Can be oral
2) Materiality 
a. Only things that have a financial impact count as material

b. There doesn’t have to be statistically significant scientific evidence of a -ve impact to establish that the fact is material to what a SH would consider

3) Scienter

a. knowing/intentional, or reckless misstatements/omissions
4) In connection w/ the purchase/sale of securities 
a. The lie has to affect the value of the security
b. Corp can still be liable for fraud even if they aren’t buying/selling the shares if their lie affects P’s decision to buy/sell
· Elements for suit via private cause of action:

1) Same elements as above, plus …
2) Standing
a. P must have bought/sold shares during the time of the lie. P can’t sue if he owned shares, thought about selling amid rumblings that the price might be inflated, but decided not to sell
3) Scienter
a. Same, except that P has to plead particularized facts (e.g. evidence that directors knew the truth)
4) Transaction Causation

a. Fraud caused P to buy/sell shares, which caused his harm. Halliburton test:
i. Misrepresentation was publicly known

ii. Was material

iii. Stock traded on an efficient market

iv. P traded the stock after the misrepresentation and b4 the truth
b. Basic – meeting this test creates presumption that fraud affected share price and that P relied (i.e. ‘fraud on the market’ theory). D may rebut if can show:
i. Shares don’t trade on an efficient market; OR
ii. Market price not affected by fraud b/c either (1) market didn’t believe it; or (2) truth entered market in a sufficiently credible way as to eliminate effect of lie; OR
iii. P didn’t rely on market price (e.g. P did his own research, investigated fundamentals, ignored price & never heard fraud)
5) Loss Causation

a. Buying/selling shares caused P’s harm
· Halliburton – loss causation doesn’t need to be shown at the class certification stage, but transaction causation does
Miscellaneous
Airgas – When charter isn’t clear, look to extrinsic evidence to see what it meant

Disney – In addition to Waste, DoL, and DoC, director violates a separate good faith duty if he acts w/ subjective bad faith (i.e. intent to harm) or does intentional dereliction of duty

DCGL 145: Cost of director liability to the firm can’t be covered by corp’s insurance if a suit against directors goes to trial and there’s a judgement against them that they breached their fiduciary duty. So if directors lose a summary judgment motion, they’ll almost invariably settle.
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