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Kamar Corporations Outline
Basics for analysis:

· Pareto efficiency – an outcome that makes some people better off without making anyone else worse off

· Problems: agnostic on initial distribution of resources, every legal rule will make someone worse off
· Kaldor-Hicks efficiency - efficient if the gains of those who benefit outweigh the losses of those who lose out (ex. let’s smoking to be banned b/c overall good)
· law doesn’t talk about efficiency, but does it in practice by protecting the residual complainant (who as last claimant, has best incentives to maximize total value of organization)
· Coase – firms occur because they are a way of organizing in real world of transaction costs

Agents and Principals
· employee-employer,partner-partner,controlling shareholder-minority shareholders
· Dr. Seuss problem of monitoring costs with every agency ( have to consider how much monitoring to determine whether using agent is efficient
· Principal is always residual claimant
· Jensen & Meckling economic taxonomy:
· (1) monitoring costs – watching the agents, make sure they do well (penalties of firing, suing, etc)

· (2) bonding costs – costs of incentivizing the agents to work well for the principal (executive stock options, makes them residual claimants as well)

·  (3) residual costs – cost of agent screwing up after first two costs before

· Ways of reigning in these costs: disclosure obligations, fiduciary duties, governance mechanisms (aka procedural controls on decisionmaking of agents)
· Agent is an employee or servant when principal can control the way in which the agent goes upon their task, otherwise an independent contractor
· Formation:  agreement or Agency relationship can be implied from control, parties conception does not control (freedom to contract around many aspects of agency law)
· Jenson Farms Co. v. Cargill Inc. (Minn. 1981) - Cargill’s control of operations of grain elevator so thorough that agency agreement implied
· Contractual agency as well as economy (Cargill bearing risk ( they are the residual claimant)

Liability in contract (in addition to agency, need a form of authority …)
· (1) actual authority – to contract, then clearly principal liable for contract made

· (2) incidental authority – authority to do implementary steps

· (3) apparent authority – authority that a reasonable third party would infer from actions or statements of the principal
· (4) Inherent power – general agent has power to bind a principal to an unauthorized contract that a general agent would ordinarily have the power to engage in with a third party AND third party doesn’t know that matters actually stand differently (typically only matters when think agent is principal)
· (5) agency by estoppel or ratification – failure of principal to act when gets knowledge of agent’s unauthorized contract or when accepts benefit of unauthorized contract then principal is bound
· Nogales Service Center v. Atlantic Richfield Co.(Ariz. App. 1980) (motel and restaurant built after oral promise of gas company agent to finance and sell diesel at cheaper price) – should have instructed that agent alone can create impression to third party through inherent authority
Liability in Tort (agency [but no authority requirement] and servant acting within scope of employment)
· Principals liable in tort for agents that are in the class of “servants” not independent contractors (RSA §215) ( §2 RSA says a servant of principal who employees agent “controls or has the right to control the physical conduct of other in performance of service”
· RSA §219 must be within scope of employment (see §228), OR outside scope but intended, negligent, reckless, conduct violates non-delegable duty
· Forbidden acts may be within scope of employment (RSA §230), ditto crimes (§RSA 231) and failure to act (RSA §232)
· §220 same, also gives factors like skill required, method of payment, length of time, whether work is part of regular business of employer, etc.
· Humble Oil & Refining Co. v. Martin (Tex. 1949) (service station employees) ( servants despite term in contract otherwise because Humble had operational control over Schneider’s work (could tell to do anything)

· Here contract is on how to run business hours set, only Humble products sold, Humble can terminate lease at any time, rent calculated on how much gas sold, Humble though has no control over employee hiring though, weekly reports to Humble

· Hoover v. Sun Oil Co. (Del. 1965) (other gas distributor case) opposite result, find just selling product and standards, no day-to-day control over operations 
· Here recommendations, not contractual obligations on how to run, hours not set, other products can be sold, lease can be terminated only one a year, rent calculated on amount of gas sold but with ceiling/floor, nothing to do with hiring/firing, no reports to Sunoco

· Actual control, not just legal contractual right, makes master-servant relationship (can be purely through economic power)

Governance of Agency (Agent’s Duties)
· agent is fiduciary of her principal, agent’s power is only to advance express purposes of principal, agent must exercise good faith judgment to advance these purposes
· duty of obedience, duty of loyalty (most imp.), duty of care (inc. to become informed)
· RSA §387 - unless otherwise agent subject to duty to act solely for benefit of principal
· RSA §388 - “Unless otherwise agreed an agent who makes a profit in connection with transactions conducted by him on behalf of the principal is under a duty to give such profit to the principal.” (Comment: includes any profits from acquired confidential info.)
· RSA §389 – duty to not deal with principal as an adversary in transaction connected with agency without principal’s knowledge
· RSA §390 – if acting as adverse and have disclosed, still a duty to deal fairly with principal and to disclose all facts agent knows or should know that reasonably would effect principals duty
· So no violation of duty if full disclosure and acquiescent principal and does not take advantage

· If substantial gift to family attorney, must show that not undue influence

· But can overpay, if fully performed
· Tarnowski v. Resop (Minn. 1952) (coin-op) principal has right to all profits made by agent in course of agency, even if made in violation of agent’s duty ( a right to the $2000 kickback (even though also got money back! b/c disincentive bribe, hard for monitoring to catch)

· This is why if no disclosure of self-dealing, profits always forfeitable
· For trusts? Trustee accountable for any profit, if breach liable for loss to trust or profits made by breach or any profit which would have occurred
· In Re Gleeson (Ill. App. 1954) (trustee rents land out to himself) - good faith doesn’t save him, trustee had choice of being tenant or trustee, not both, must pay all profits from land to beneficiaries
Partnership
· Property held in “tenancy of partnership”, creditors of partnership have first priority over individual partners
· Partnership to get more capital through residual claimants (when cost of borrowing too high, or creditors won’t let you take on more debt because of solvency concerns, therefore sell equity)
· But get upside of profits and downside of losses (personally liable)
· Meinhard v. Salmon (NY 1928) (Cardozo) (partnership on profits, but Salmon to have operational control, he cuts Meinhard out of new lease for after old one finishes) – “duty of finest loyalty” – one partner may not appropriate for self opportunity (here renewal of lease, Meinhard may want to bid)
· Andrews dissent: this purchase of reversion, no general partnership here!
Partnership Formation
· Vohland v. Sweet (Ind. App. 1982) (nursery inventory case) – gets 20% of profits (not revenue, but no partnership income ever paid) - UPA §7(4) says receipt by person of a share of profits in prima facie evidence that he is a partner in a business ( yes intent required, but an intent of action, this is partnership
· Note this would make Sweet liable if third-party sued as well

· UPA §7 Rules for determining existence – joint tenancy or share of revenues is not enough (not a residual claimant), but share of profits is prima facie (unless profits are for payment as employee, etc.)

· Unless fraud, notice to one partner is notice to all (UPA §12), liable for wrongful act or omission if in ordinary course of business (UPA §13), must make good partner who within scope of apparent authority receives money or property and misapplies is (UPA §14), jointly and severally liable for §13 and §14

· Partner by estoppel (UPA §16)( liable as partner if represent self as one, or liable as partner if represent that other person is your partner

· Partners who so represent person as partner, they are liable as partners, and when all partners agree, then actual partnership occurs
· Watch out for subsidiary partnerships and agents!

· §18(g) unanimity needed to make a partner, but §27 partnership interest is transferable (but that person has zero control)
Third Party Claims against Partners
· general partnership form includes unlimited personal liability for partners, jointly and severally (UPA §15 says for torts, only jointly liable for contracts, RUPA §306 says joint and several liable for both, but §307 says must exhaust business assets first)
· third party need only sue richest, richest partner can then sue to be indemnified by other partners (§18b)
· Partner in fact (liable in tort (UPA §13, 15) including intentional tort (UPA §12) AND liable in contract (UPA §13)
· Partners by Estoppel (UPA §16), like inherent and apparent authority in agency

· Munn v. Scalera (Conn. 1980) (brothers construction contract, brother claims he was discharged of obligation) ( UPA §36 generally dissolution of partnership does not discharge any partner of existing liability, but material alteration of payment or nature of obligation does discharge partner who has not assumed contract (Пs materially altered here by putting their own credit on the line)
Third Party Claims Against Partnership Property
· tenancy in partnership ( so personal creditors of a partner cannot come after the assets of the partnership, need to preserve a segregated pool of business assets
· hence UPA §25 recognizes tenants in partnership ( gives individual partners virtually no power to dispose of partnership property (can inherit interest in profits arising from partnership, not assets, UPA §25-27)
· RUPA abandons this, creates straightforward entity ownership (§§501-502)
Claims of Partnership Creditors to Partner’s Individual Property
· In re Comark (Bankruptcy C.D. Cal. 1985) – limited partnership (still need a fully liable general partner) – trying to create level playing field for creditors( must go through bankruptcy proceeding (so not a rush to the courthouse)
· Jingle rule (UPA): Bankruptcy Act of 1898 said that personal creditors had first shot at personal assets, partnership creditors had first shot at partnership assets
· Parity rule (RUPA): partnership creditors get first priority on partnership assets, but are on parity with other creditors for personal assets

· This is rule under 11 USC §723 (aka for all bankruptcy proceedings, but not if in Chapter 11 reorganization w/ no liquidation)

· R: too expensive for partnership creditors to credit-check every partner

Partnership Governance and Issues of Authority

· Rights and duties of partners (UPA §18) – default rules are that each partner repaid his contributions, then share profits equally after all liabilities including to profits satisfied, equal rights in management, no entitlement to renumeration except surviving partner who winds up, all must consent to add a partner, if differences then majority of partners decide but unanimous consent of partners to change partnership agreement
· National Biscuit Co. v. Stroud (NC 1959) (bread case, partner being suited had informed creditor that would no longer be liable) – since not contracted around (see UPA §18(h)) partners actions in regular course of business with third parties bind each other, Freeman’s actions bind Stroud no matter what he said, actions within scope of business can only be prohibited by majority, and ½ is not a majority
· So contract in advance!!! Or dissolve (but this takes time, liable for damages, and liable in the mean time)
· But would not be liable for a major addition to supermarket, that not in ordinary course of business (unless by estoppel) (need actual authority from unanimous consent unless partnership agreement says otherwise, see §18(h))
Dissolution (tough, b/c whole point is unlimited liability! But then liability w/o control)
· Dissolution is any partner withdrawing, distinguished from winding up ( partnership not terminated until finish winding up (UPA§29-30)

· Partnership dissolves rightly or wrongfully, happens automatically when someone leaves partnership, dies, or when term is up

· Partnership for term can be dissolved by court degree (UPA §32) or if violation of term (but then damages)

· if wrongful dissolution, remaining partners can carry on by paying of wrongful partner his portion, minus damages

· BUT partnership-at-will can be terminated at any time, partner can demand immediate liquidation (see Adams v. Jarvis, note can contract around this)
· In general partners have right of contribution after dissolution for all liabilities (UPA §34)

· Dissolution powers towards wind-up (UPA §35)

· BUT dissolution of partnership does not itself discharge the existing liability of any partner, unless agreement to that effect with creditor and partners continuing business, unless notice and material change to/by creditor (UPA §36)

· So get a partnership agreement when leaving to be indemnified!!!

· When dissolution in contravention of partnership agreement – a right for damages against wrongful partner, but they still have normal dissolution rights
· UPA §38(2)(c) – if partner wrongfully (in partnership for term, or say for taking kickbacks), must pay him his share of the net, minus damages, AND will ignore the value of “good will” in valuation (a.k.a. the value of the partnership beyond the value of its assets)

· RUPA §701(b) – takes a different road, regardless of whether breached partnership agreement or not, all departing partners get the value of the partnership as a going concern (though still must pay damages)
· §38 on dissolution, each partner gets their share ( §18 says profit share is proportion, unless someone contributed capital (in which case this is percentage)

· damages? no punitive, must be proven

· Partnership dissolved by fraud or misrepresentation – after liabilities paid, can dissolve and lien on partnership assets for capital he contributed including purchase of interest in partnership, and indemnified by person guilty of fraud against all debts and liabilities of the partnership (UPA §39)

· Adams v. Jarvis (Wis. 1964) (departing partner in medical partnership, wants share of accounts receivable) – extensive partnership agreement, entitled partner to balance standing in credit on books, amount in capital account, and proportion of profits from start of year to effective date - parties clearly intended that partnership business would continue even if a withdrawal
· Aka §38 to apply only in absence of another agreement on dissolution!
· Of course remaining partners have fiduciary relationship to liquidate accounts receivable consistent with good business practices
· Dreifuerst v. Dreifuerst (Wis. 1979) (brothers and feed mills, ∆ challenging in-kind distribution – wanted all property put up for bid, remaining partners could bid pursuant to §38(1)) - UPA §38(1) cannot be read to permit in-kind distribution without a partnership agreement allowing this option
· Winding-up gives each partner right to have business liquidated
· More accurate, and protects creditors (b/c property might be worth less split up) ( should have contracted around!!
· Because in real world selling business will have big tax conseq.
· Which means sale will never really happen, partners will negotiate
· Rinke (MI) had an exception when no creditors, no one but former partners interested in property, and in-kind fair to all (limit to facts)
· RUPA in §402, 801, 802, and 804 codify Dreifuerst
· ABA default rule would allow remaining partners buy out at fair price
· Page v. Page (Cal. 1961) (linen partnership) find partnership-at-will, not just a partnership for a term (which might be case if simply based on a loan, can be implied) ( knew how to do partnership for term but didn’t evidence instead shows just hope to be profitable
· Note that if there was a showing of bad faith (like active partner trying to appropriate new Air Force client for self) in this dissolution, would be breach of fiduciary duty
· Problem is that only potential buyer is operating partner Page who has incentive to undervalue business!!!
Limited Liability Modifications of Partnership Form
· limited partnerships used for pass-through tax advantages, but still requires one general partner (limited partners lose limited liability if exercise too much control) ( centralized management required (like corporations)
· limited liability partnerships (LLPs) - limit  tort liability with respect to negligence, malpractice, wrongful act, or misconduct of another partner or agent not under partners’ direct control
· but NY and MN extend liability protection to contract debts as well as tort liabilities

· some LLP statutes require minimum capitalization or insurance requirements (a million in Delaware)

· Subchapter S Corporation – tax-creature, treated only for tax purposes as a partnership (gets pass-through)
· requirements: cannot have more than 75 shareholders, corporation can not be a shareholder, only one class of shares, all shareholders must be citizens of US
· limited liability company – IRS had 4-factor test, could only have 2: (1) limited liability for the owners of the business, (2) centralized management, (3) freely transferable ownership interests, (4) continuity of life
· but now a check-box system ( makes LLCs far more popular than limited partnership because can get pass-through AND limited liability
· do not have to have centralized management

Basic Finance Concepts
Accounting Tools
· Balance sheet is a snapshot of assets and liabilities of a partnership

· Liabilities ( accounts payable, notes payble, mortgage note, partner’s capital (the difference between assets and liabilities, what is left after pay all debt)

· Income statement ( looks back at last year, describes cash flows

· capital account ( for each partner, their opening balance, income for the past year added, withdrawals subtracted ( a new closing balance
Basic Concepts of Valuation
· time value of money:  PV = FV/(1+r)n, where r is annual interest rate (risk free discount rate), and n is number of years
· net present value = difference between amounts invested and the present value of those received in return
· if a borrower, want your interest rate lower than the discount rate (often the Treasury rate)
· Investments are risky, so investor calculates expected return (expected value) based upon probability of each potential return
· also a risk premium because vast majority if investors are risk adverse
· why? Costs of preparing ill-effects, diminished marginal utility of money
· risk adjusted rate – takes into account time discount value and market price of (undiversifiable) risk
· Beta is degree to which certain stocks are correlated to rest of the market (ideally would Beta of 0 to totally diversify, but not going to get) ( Exxon has beta of 0.8, Dell is 2 (twice rate either rate of economy)

· can try to do this for an entire corporation, but come art here since not all risks and discount rates known

· another method is reliance on efficient capital market hypothesis that if perfect information, securities prices reflect proper risk, discount rate
· of course never total information or total efficiency (and insider trading proves not all information is known ( though strong form accounts for this)
· semi-strong ECMH – says market price will reveal all public info. on firm
· (1) This is important:  If this is true, then stock prices are very good barometer about what people think is the value of the corporation

· Including evaluations of how good the law is!!!
· So if goal of corporation law is to maximize happiness of stockholders (who are residual claimants), suddenly have a good measure of whether a change is good or bad (look to general effect of law on stock prices)

· Also allows to evaluate how managers are doing
· (2) Another insight for securities regulation: more information (or rather accurate, timely, relevant information) is always better, will make stock prices more accurate

· (3) stockholders suit saying management hid facts – companies defense would be whether really read the Journal for these kind of facts, must show causation through reliance, but courts say no, do not need to pay attention to specific facts, it is enough that you follow the prices (which already include this information) ( “fraud on the market doctrine”
Corporate Form
· Why? (1)legal personality with indefinite life; (2) limited liability for investors; (3) free transferability of share interests; (4) centralized management; (5) appointed by equity investors

· closely held corporations (have few shareholders) ( usually incorporate for tax and liability reasons, rather than as a method for raising capital
· public corporations – the opposite, adopt all in order to raise capital in public markets

· Controlled corporations – when a single shareholder or group exercises control through power to appoint board

· In the market corporations – opposite, practical control resides in company’s incumbent managers

· History – NY first to widely incorporate, general incorporation laws don’t become norm until 1880s, 20th century corporations become more and more free of substantive governance regulation (as states compete) ( DGCL more an enabling statute(though Fed securities reg. and the growth of fiduciary duty in courts
· DE advantages: specialized courts, lots of case law, flexible laws

· William Kerry (SEC) in 1974 says DE law is result of race to bottom, Ralph Winter says if law really bad investors wouldn’t invest in DE companies [really?]
· Starting Up:  Purposes (DGCL §102), corporation begins life when charter filed (DGCL §106), first acts are to elect directors, adopt bylaws, appoint officers
· Articles of Incorporation: little mandated to be in charter: must provide for voting stock, board of directors, and shareholder voting for certain transactions (§102)
· Must also state corporation’s name and very broadly its business, fix original capital structure

· Defines how many shares and classes of shares (who votes)
· May define size of board, terms, removal, provision limiting liability
· Joint action of board and shareholders is needed to change articles (§242) ( special rules for class voting
· Provisions that MUST be in the charter:

· (1) name, (2) address, (3) purpose, 
· (4) capital structure - minimum of common stock, but can also be preferred stock (blank check preferred stock, typically no voting rights but cumulative dividends paid out first, can right in rules when board issues later, §151) 
· Corporate Bylaws: Under some statutes (inc. DE, see DGCL §109), shareholders have inalienable right to amend the bylaws (others limit this power to board, though courts sometimes invalidate these bylaws when violate fiduciary duty)

· Regardless, in DE can and will delegate power to change bylaws to directors

· §109 interpreted to allow shareholders to amend bylaws, cannot be amended back by board

· Shareholders’ agreements:  Important for close corporations and some controlled public corporations
· Courts will specifically enforce when all shareholders are parties, look for fairness if not all signatories
Limited Liability
· Benefits: (1) for investor, vastly simplifies evaluating an equity investment (don’t have to worry about financial status of other investors), (2) encourages risk-adverse investors to invest, (3) increases inventive for banks or other experts to monitor their corporate debtors
· Easterbrook and Fischel, Limited Liability and the Corporation: yes managers don’t have full incentive of own performance, but HUGE advantages outweigh
· (1) limited liability decreases need to monitor managers, since can only lose amount of investment (allows risk diversification!!!)
· (2) limited liability limits the costs of monitoring other shareholders

· (3) limited liability allows transferability, which allows takeovers, which is an inventive to officers to act efficiently

· (4) limited liability homogenizes price of shares (would be differently valued if put each potential buyers wealth at risk)

· Limited liability = liquidity = higher valuation = lower cost for company to raise capital
· (5) limited liability allows for more efficient diversification (not putting whole net worth liable with each investment!)
· (6) this diversification also applies to a proper amount of investment in risky ventures

Transferable Shares
· need limited liability to do it (to make same value), but equity own share of something distinct from any part of corporation’s property
· transferability creates stock market, facilitates liquidity and diversification
Centralized Management – board of directors
· DGCL §141 generally requires a board of directors
· Board need not respond to shareholder concerns ( because putting aside agency problems, they have better information ( BUT board is usually elected by the shareholders

· In US, board the ultimate locus of managerial powers ( not shareholders, board need not follow wishes of the majority stockholder(republic, not a democracy)
· Automatic Self-Cleansing Filter Syndicate Co., Ltd. v. Cunninghame (Eng. C.A. 1906) (П and friends own 55% of shares, want company to sell assets) ( Board doesn’t want to dissolve, Court stops, Board are agents of entire company, including minority investors
· DE courts find the same solution even without charter, DGCL §141(a) says the Board runs the show, unless charter gives express right
· DGCL §271 selling off assets – board of directors may sell, lease, or exchange all of property or assets WHEN authorized by shareholders, but even with authorization and consent of shareholders, board may abandon such proposed sale without further action by shareholders (aka need board and stockholders)
· Problems? Agents watching agents, particularly given (1) collegiality, (2) information comes from management (hence fiduciary duties, governance alone is not enough)
Structure of the Board
· Set up in charter, may say what class of stock can elect whom (though all directors owe fiduciary duty to all stockholders)

· Board can delegate power to standing or ad hoc committees

· NYSE requires special committees on audit, nominations, and compensation (with independent directors, aka no employees or family members)

· Statutory default is yearly elections, but corporation statutes allow for staggered boards, DGCL §141 allows for three such classes, NYBCL allows 4
· Institutional shareholders resist, used to prevent a hostile takeover
· Directors are not agents of the corporation, instead are its governance (when meet as whole)
· Officers are agents of corporation

· Jennings v. Pittsburgh Mercantile Co. (PA 1964) – officer/agent had no authority to do leaseback, but did he have apparent authority (claimed Board approval automatic)? Since an extraordinary transaction, would need apparent authority to accept offer of an extraordinary transaction ( not here because agent cannot invest self with apparent authority – Don’t eviscerate the Board!!!
· Menard Inc. v. Dage-MTI, Inc. (Ind. 2000) (CEO accepted deal to sell land, but Board refuses to approve, closely held with little board involvement) – here CEO had inherent authority – because acting within usual and ordinary scope, Menard reasonably believed Sterling was authorized and had no notice otherwise
DGCL §141
(a) unless in charter, board of directors to manage the corporation

(b) board to have 1 or more members, number established in bylaws or charter

a. majority of board is a quorum, unless bylaws require greater number, can be lower but not lower than 1/3rd

(c) can appoint committees to exercise any power (except recommendations to stockholders or amending bylaws), board can appoint another member if a member is absent (slightly different rules if incorporated after 1996)

(d) Staggered board - by charter, initial bylaw, or vote of stockholders may divide directors into three classes (with annual election of 1/3rd) 

(e) Directors can rely in good faith on corporate records or statements from corporate officers

(f) Written consent allowed if unanimous and not barred by bylaws or charter

(g) Meetings outside state allowed as long as not barred by bylaws or charter

(h) Board can fix compensation of directors as long as not barred by bylaws or charter

(i) Teleconferencing allowed for board meetings, as long as not barred by bylaws or charter

(j) If not authorized to issue capital stock, can have quorum of less than 1/3rd
(k) Any director or entire board may be removed with or without cause, by the holders of a majority of the shares then entitled to vote, EXCEPT:

a. Unless charter says can’t because classified board
b. Or if have cumulative voting (§214, not required), may not be removed without cause if votes voting against removal would be enough to elect him

Hostile Takeovers/Mergers/Asset Sales
· With no transferability, otherwise could only take over with a merger (DGCL §251) or an asset sale (DGCL §271) ( both have to be proposed by the Board and approved by shareholders
· In DE (§262, an “appraisal claim”), can object to deal to merge because just think that price is too low (despite no conflicts of interests) ( but to bring appraisal claim, must vote against the merger (though expensive claim to bring)
· McMullin v. Beran (DE 2001) says that a breach of fiduciary duty in merger like Virginia Bankshares when lie because will not allow minority to perfect their appraisal claim
Raising capital
· Capital structure has mix of two options: debt (periodic payments at stated maturity date) or equity (no right to periodic payment, mainly just a right to vote)

· Advantages of Debt: creditors have priority claim on assets, interest paid by borrower is tax deductible as cost of doing business, debt creditors are better monitors (usually, German banks failed at this)
· Why do corporations just not have excessive debt? Because price of debt increases to corporations who are over-leveraged, risk-adverse managers (since cannot diversity employment), and bankruptcy is expensive

· And companies still raise far more capital through debt

· Cost of debt would be cost if refinanced full principle
· Equity: some options: redeemable stock (corporation may redeem in terms stated in charter by election of board or some other set time); exchange right (right to switch one security for another); conversion right (right to convert one security for another at a stated rate); put right (can force the company to buy security at fixed price); call right (company option to force shareholders to surrender stock at fixed price)

· In theory, cost of issuing stock is not cheaper or more expensive than issuing bonds ( has zero effect since still slicing the same pie, but world not ideal ( tax consequences – dividends are taxed, interest payments are not

· cost of equity – more complicated than cost of debt:

· Discounting expected dividends model:  similar fashion to calculating traded debt = expected dividend over future periods/price of the security = rate or return

· But this will require regular dividends to be accurate

· Capital asset pricing model: because cost of capital will be tied to volatility of security prices

· Note that both systemic (scholars believe can be estimated) and idiosyncratic risk

· Historical average equity risk:

· Just uses average, equity has been priced 8% higher than before-tax cost of debt on average
· preferred stock – somewhere inbetween, dividend but no voting rights (unless stop paying the dividend)

· From most senior to least:  bonds, debenture/note (unlike bonds, no mortgage securing, debentures are long term notes), subordinated debentures, preferred stockholders (with cumulative dividends, entitled to dividends, just can be deferred by the Board to a point), common stockholders

Protecting Creditors
· why all the protections? Because limited-liability exacerbates traditional problems (borrower does not see all the downside) ( much more protection for EU
· can misrepresent assets when applying for loan, give assets to shareholders, engage in more risky activity after get the loan

· so mandatory disclosure, capital regulation, and duties on corporate participants (shareholders, directors, creditors)
· because transaction costs too high to contract around all these dangers

mandatory disclosure – federal securities law imposes a lot, states do not (unlike EU, where closely held corporations must submit audited financial statements)
capital regulation (used more in Europe)
· Kamar thinks highly ineffective because often too late to make a difference, but idea is that investors must invest minimum capital or are restricted from removing capital from firm
· stockholder equity is the difference between assets and liabilities (to balance the balance sheet)
· 3 categories of equity:
· stated capital – value that shareholders transferred to the corporation at the original sale of company’s stock to original shareholders (par value)

· companies though just give their stock a par value of 1¢
· capital surplus – stock sold for more than par value, the difference between par value and price sold by company for goes into capital surplus

· but boards can change this amount (how?)
· accumulated retained earnings – profits that are not distributed to shareholders

· distribution constraints – try to restrict payment of dividends based on ↑
· NYBCL §510 – bars distributions that would render corporation “insolvent”, dividends may be paid out of capital surplus, not stated capital (but stated capital can be converted to surplus of stockholders agree, which of course they do)
· DGCL §170 uses a “modified capital surplus test” the “nimble dividends test”- Dividends may be paid out of NY system OR  from net profits in current or preceding fiscal year OR net profit of past two years combined
· CA – tighter distribution rules ( dividends may be out of either retained earnings OR out of assets, if assets remain 1.25 times that of liabilities

· §6.4 of RMBCA is traditional distribution test with modern twist – no dividend can be paid if will cause to be insolvent OR assets are less than their liabilities plus preferential claims of preferred shareholders
· BUT can pay out in dividends all of investment bank value (which by definition already includes liabilities)

· GAAP allows reevaluation of assets at “fair valuation” not accounting principles if approved by the auditors and disclosed (balance sheet still balanced, b/c increases “reevaluation surplus”

· Also requires that can meet liabilities before come due!!!

· Ineffective because just put only trivial sum as par value

· Minimal capital and capital maintenance requirements – DE has none, EU has capital maintenance requirements to accelerate insolvency so something left
Director liability ( Fiduciary duties (of board, fraudulent conveyance/transfer law, equitable subordination)
· More developed in EU, but DE Chancery Court has suggested that directors have discretion to consider interests of corporate creditors when near insolvency in Credit Lyonnais Bank Dederland v. Bath Communications Corp.
· Just protects from shareholder suit, not a requirement until insolvent!!! Production resources group (Del Chancery Dec. 2004)
Fraudulent transfer  - can stop a manager’s golden lifeboat
· Uniform Fraudulent Transfer Act (UFTA) – creditors can bring action to void transfers with “actual intent” to defraud OR, may void transfers that make the debtor insolvent (or make remaining assets to small, leading to threat) ( currently used in response to leveraged buyouts
· This allows one creditor to sue another creditor
· Can be used before or after fraudulent transfer, but requires intent for future
· (1) Use against Ebbers or Enron where company being looted on its way down

· (2) Also concerned about constructive fraud when assets sold far under value to get emergency cash
· (3) spinoffs – giving shareholders shares as dividends in a wholly-owned subsidiary that has spun-off a division ( if leads to insolvency, can argue fraudulent conveyance
· (4) leveraged buy-outs – sometimes used by preexisting creditors (of the buying company?)
Shareholder liability
· Equitable Subordination –  Requirements: Insider-creditor must (1) be a shareholder and typically officer of corporation, (2) insider-creditor behaved wrongfully ( fuzzy because equity!
· but just because shareholder lends money as creditor doesn’t automatically mean equitable subordination (partners automatically subordinated in partnership, UPA §40!)
· Costello v. Fazio (9th Cir. 1958) (Fazio and Ambrose have creditor claims equitably subordinated because they transferred partnership to corporation with undercapitalization) ( this undercapitalization enough to show that Fazio and Ambrose acted for personal benefit, not to benefit corporation
· Other cases had required some other fraud ( and real issue is that no one really knew that withdrew capital when went from partnership to corporate, probably different result if had done this 5 years before!
· Cannot use fraudulent transfer here because these are future creditors, would need actual intent to defraud!!!
· Corporate Veil Piercing – much more frequently invoked, though rarely given, used to set aside the entity status of corporation and hold shareholders liable in contract or tort
· tests for veil-piercing: (1) lack of separation (no adherence to corporate formalities, commingling of assets, just a shell), but also (2) use of defective corporate form to do something wrong (another equitable remedy)

· this rarely ever happens, this is the exception not the rule
· NEVER happens with a public corporation, unless single corporation owns a private subsidiary (veil pierced is that between two corporations)

· NEVER happens against passive investors

· Extremely unlikely against minority shareholders

· Very rare when corporate formalities are followed

· Have to be really reckless to suffer from corporate veil piercing, usually happens with small mom-and-pops

· Lowendahl test – shareholder who completely dominates corporate policy and uses her control to commit a fraud or “wrong” that proximately causes plaintiff’s injury

· Factors: disregard for corporate formalities, thin capitalization, small number of shareholders, active involvement by shareholders in management

· Sea-Land Services Inc. v. The Pepper Source, (7th Cir. 1991) (allowing reverse veil piercing but remanding on prong 2 to find an injustice) 
· T from Van Dorn (7th Cir. 1985): (1) such unity of interest that corporation and individuals no longer exist separately, (2) circumstances must be that adherence to fiction of corporate existence would sanction fraud OR promote injustice
· Factors for control: (1) failure to maintain corporate records or comply with corporate formalities, (2) commingling funds or assets, (3) undercapitalization, (4) one corporation treating assets of another as its own

· On remand tax-fraud found to be the injustice
· Kinney Shoe Corp. v. Polan (4th Cir. 1991) (Industrial) notes that a third prong whether П assumed risk, but finds this to be a permissive prong
· Still could have gotten away with it if did corporate formalities

· Misrepresentation in 92% of veil piercings, surprisingly, courts 33% more likely to pierce the veil for corporate creditors cases than tort creditor cases (probably because more likely to have a misrepresentation)
· Veil piercing for involuntary (i.e. tort) creditors
· General rule still applies, thin capitalization alone is insufficient to pierce corporate veil
· Walkovszky v. Carlton (NY 1966) (taxi cab multi-corporations case) will not pierce because still no allegation that individual conducting business in individual capacity, undercapitalization is not enough
· Though could be liability under agency law, that mini-corporations were agents of larger corporation

· Keating dissent: intentional undercapitalization was to avoid responsibility for tort liability for large taxi fleet (people will still form corporations (just get insurance))
· Easterbrook and Fischel argue that tort victims would not benefit from a decision discouraging large firms (b/c single cabs would incur less liability), b/c bigger cab companies more likely to have good insurance
· Hansmann and Kraakmen – argue limited liability not justified for torts (these creditors cannot contract around!), creates incentives for extra risk-taking, underinvestment in precautions

· Though acknowledge that tort liability could cause underinvestment in company (because more assets for tort claimants to claim)

· Argue for pro rata tort liability for shareholders, discuss when liability should occur (occurrence rule [administrability?], judgment rule [concerns of widespread evasion], claim based rule [will lead to massive sell off before claims are made (after Bhopal)] ( advocate information-based rule when claims files, when management first becomes aware that high probability claims will be filed, when corporation dissolved without successor
· Believe pro rata liability will minimize increased cost of capital, could diversify risk
Dissolution and Successor Liability
· DGCL §275 - Requires board + shareholders or unanimous written consent of shareholders (good luck with that)

· Chemical manufacturers and like engage in dangerous activities are purposefully thinly capitalized and dissolved and liquidated before full extend of their potential tort liability becomes apparent

· In response, state Supreme Courts create successor liability ( which makes purchasers of assets liable, which of course vastly reduces the price dissolving companies can get for their assets (aka, making them eat the cost of their potential liability)
Governance: Shareholder Voting
· Vote on what? 

· Elect board once a year (in DGCL 211(c) says every 13 months)

· Each director needs to get more votes than other (if one spot, a majority of those voting) ( votes not cast don’t matter, though need a quorum

· Sales of assets (271), corporate dissolution (275), charter amendments (242) - but an absolute majority needed to amend the charter (not just those voting), can do this by getting proxy card back
· Shareholder resolutions ( can amend the bylaws (DGCL 109) and nonbinding (precatory) resolutions (like not to invest in South Africa)

· can bind board through charter, but few charters due this, instead rely on default terms built into corporate law
· Clark says three rights of shareholders: right to vote (on board and certain fundamental corporate transactions), right to sell, and right to sue

· Problem with shareholder votes though is the collective action problem
· model of manager-run, passive investor public corporation has been the dominant model
· But other external forces on managers: (1) market for their services, (2) capital market, and most importantly (3) the market for corporate control

· Plus growing power of institutional investors
Electing and Removing Directors
· most equity takes the form of voting common stock ( since no right to dividends, want power to control
· must be an annual election of directors of at least some fraction of the board (§211)
· §223 – Vacancies and newly created directorships – unless otherwise provided in charter or bylaws(!), board fills vacancies and newly created directorships (special rules for classes, remaining directors constitute less than a majority, etc.)

· At common law, directors could only be removed “for cause”, Campbell v. Loew’s Inc. (Del. Ch. 1957) is leading case, director entitled to due process rights when removed for cause (though unclear what these rights are or what good cause is)
· All states bar directors from removing other directors, cause or no cause, without express shareholder authorization (cannot get this with a bylaw)
· Though NYBCL §706 permits shareholders to grant power to board to remove individual directors for cause
· If board finds cause, can petition court of competent jurisdiction to remove director from office
· See DGCL §141(k) above, on shareholder removal, classified/cumulative Page11
· Can only classify board by certificate, original bylaw, or bylaw approved by shareholders!!!
· Unfireable CEO when using classified and cumulative voting?  Expand the board, amend bylaws so that shareholders not board fill the vacancies

· Poison pull for this? Limit the number of board members in charter!!!

· Other techniques? Change charter to confirm default rule that only board can call a special meeting, and overrule default rule that shareholders cannot act by written consent (§228, but shareholders must approve this, will never do it)
· Many states have strong anti-takeovers, but DE law does not
· Because DE doesn’t have big, local, domestic employers
· Hilton Hotels Corp. v. ITT Corp. (D. Nev. 1997) (ITT resisting hostile takeover, selling non-core assets and delaying annual meeting, classifying board) – will not allow classified purposes if purpose is to disenfranchise shareholders in light of proxy contest (will look to timing, entrenchment, ITT’s stated purpose, benefits to company, effect of classified board)
Shareholder Meetings and Alternatives
· Shareholders may also conduct other business, like voting on bylaws, removing directors, and adopting shareholder resolutions to ratify board action or request board to do something

· Shareholders also can petition court to promptly require an annual meeting if one has not been held in 13 months, DGCL §211(c)
· Special meetings? DE law only allows the board or charter-designate to call, not the mandatory meeting if 10% shareholders (which is found in many state, foreign statutes, RMBCA §7.02)

· shareholder consent solicitations: DGCL §228 however allows shareholders to take any action they could take at a meeting to also be taken by written concurrence of number of shares needed to approve that action
Proxy Voting and its Costs
· board and officers are permitted to collect voting authority in the form of proxies, DGCL §212 ( but gathering proxies is costly (collective action problem)
· board can spend corporate money to gather proxies in proxy fight, insurgents can only reimburse if they win!
· Federal securities regulation on what can be said in proxy statements

· Rosenfeld v. Fairchild Engine & Airplane Corp. (NY 1955) (П stockholder wants to compel return of money to both sides of proxy fight) good faith contest over policy, they have right to incur reasonable and proper expenses for soliciting proxies --> no duty to reimburse new board, but shareholders did so here
· Kamar believes current rule undercompensates insurgents (pro rata share of win costs of proxy fight if win, but full cost if lose!)
· Why rule then? Because insurgents optimistic, and get private benefits of control (not just benefit as shareholders)

· Kamar thinks that incumbents will get paid regardless of rule (at most, will make company pay for “proxy” insurance, or higher salary to pay for it themselves, or side deals cut with insurgents as in Rosenfeld)

Class Voting
· DGCL §242(b)(2) – regardless of what charter says, a class had right to vote on amendment that would increase or decrease the aggregate number of shares of such class, increase the par value of the shares of such class, or alter or change the powers, preferences, or special right of such class so as to affect them adversely
· RMBCA avoids words like “adversely effects” right of stock, class vote required whenever a change, avoiding the argument

· Mergers do not require class votes under DE law

· RMBCA would require a class vote by preferred stock before issuance of more senior stock (protecting legal and economic interests), while DE law would only require a vote for changes to the class, not for issuance of a new class ( a gaping hole in the law (unless other protections in the charter)
· What if just adding more preferred stock? RMBCA 10.04(a) provides no protection to class, BUT can stop in DGCL §242, because it increases the # of shares in your class
· So shareholders, ensure that charter contracts around these!!!
· These gaping holes must otherwise be included in stock price
· DE and RMBCA both thought picking most efficient default rule

· Ian Ayves has argument to creating intentionally inefficient default rules to ensure parties to contract around (as a form of info. disclosure)

Shareholder Information Rights
· State law generally leaves this to the market, does not require financial statements or an annual report, but the SEC mandates extensive disclosure for publicly traded securities

· At common law, shareholders had right to inspect the company’s books and records for a proper purpose, and this right is codified in modern statutes DGCL §220, RMBCA §§16.02-.03, NYBCL §624

· Different consequences depending on whether asking for the stock list or the inspection of books and records
· Stock list – here proper purpose is broadly construed, because no propriety information and easy to obtain, if a proper purpose will not look for an additional improper purpose (burden on company)
· Inspection of books and records – shareholder may want to find wrongdoing, but here corporation has legitimate proprietary interests (and far more expensive)

· Under DE law, Пs have to carry burden of showing a proper purpose and courts will look at Пs real motives

· General Time Corp. v. Talley Industries, Inc. (Del. 1968) (request for shareholder list) soliciting proxies for opposing slate of directors is legitimate interest, will not look to secondary interests, even here where alleged conspiracy under SEC Act of 1934 is alleged purpose

· Thiel though says not someone who bought one share, wanted a “sucker 
Separating Control from Cash Flow Rights
· good policy is to award voting rights to the residual claimant

· Circular Voting:  law prohibits management from voting stock owned by the corporation (so can not use corporate treasury to buy stock to assure control)
· conspiracy to do through ownership of a subsidiary with circular stock?
· DGCL §160(c) – shares of capital stock belonging to corporation or to another corporation if a majority of the shares entitled to vote in the election of directions are held, directly or indirectly, by the corporation, shall neither be entitled to vote nor be counted for quorum 
· Speiser v. Baker (Del Ch. 1987) (Health Med, §160(c) problem, but with unconverted stock no majority) Will hold that even though no majority of shares, “in some circumstances” stock held by corporate subsidiary can be prohibited from voting
· we don’t allow stockholders to sell their vote, or allow stock to be sold without transfer of right to vote,
· Vote Buying - we don’t allow stockholders to sell their vote, or allow stock to be sold without transfer of right to vote
· Easterbrook & Fischel – because too many agency costs

· Schreiber v. Carney (Del. Ch. 1982) (shareholder of Texas International challenges loan made to 35% shareholder Jet Capital Corp. – made to convince Jet to merge ( done with independent committee since cross-board membership) – reject old rule: loan clearly constituted vote-buying ( consideration in exchange for vote (even absence element of fraud)
· but agreement was voidable act, susceptible to cure by shareholder approval
· controlling minority structures - dual class structures, stock pyramids, and cross-ownership ties = CMS Structures
· dual class structures used in US (NY Times ( but NYSE would not list common stock for these companies), corporate pyramids most popular abroad, cross-ownership is less transparent, preferred in Asia
· latter two not popular in US or UK because we impose income tax on inter-corporate dividends (need to own 80% of stock to avoid double tax in US)
· NYSE, NASDAQ, SEC come to informal agreement to proscribe securities that limit voting rights of existing securities, but permit IPOs of low-vote or no-vote stock
· SEC had tried to regulate, Court agrees overstepped bounds here
Collective Action Problem
· clearly almost all management decisions are ratified, but debate on how big problem really is

· Easterbrook & Fischel: a big problem, because even if stood to gain or lose a $1,000, rational investment in information is $0 if don’t think your vote will count - And even if vote decisive, then will only invest up $1,000, when your “decisive vote” could be a million dollar decision
· BUT rationally apathetic, shareholders just vote with their feet
· Black – not so bad, diversification can lower information costs because seen these proposals before, may stop them so other companies you own don’t adopt

· Thinks larger problem is have kept big possible institutional holders like bank out of equity
· Perhaps regulated into apathy ( institutional investors power in the 1990s gets changes in proxy voters to make it cheaper for shareholders to communicate

Federal Proxy Rules
· (1) Disclosure requirements and a mandatory vetting regime to assure relevant information, no misleading communications

· (2) substantive regulation of the process of soliciting proxies from shareholders

· (3) specialized “town meeting” provision (Rule 14a-8) permitting shareholders to gain access to corporation’s proxy materials (which allows low-cost promotion of shareholder resolutions) 

· (4) general antifraud provision that gives private shareholder remedy for false or misleading materials
· §14(a) has general prohibition of soliciting proxy outside these rules, though 1992 amendment to permit institutional shareholders to talk to each other in limited circumstances
· Rule 14a-1:  solicitation defined expansively, Studebaker Corporation v. Gittlin (2d Cir. 1966) held that a request to 42 stockholders to join in request to inspect the shareholder’s list was considered a solicitation of a proxy
· ’92 amendments: exemption for those not actually seeking proxy for self or on behalf of another and who are disinterested in the subject matter of a vote, or investors under $5 million, officers and directors solicting at own expense, for broadcast/publishing to media, or for simply explaining how will vote and why
· Rule 14a-2 - also exceptions for solicitations to fewer than 10 shareholders OR ordinary shareholders (persons) who communicate with other shareholders and do not “directly or indirectly” seek proxies (inc. financial advisors) (though no exception if corporation or affiliates, OR anyone soliciting opposing a merger, recapitalization, reorganization, sale of assets recommended by the board of directors if proposing an alternative transaction
· Rule 14a-3 - this is central regulatory requirement – no one may be solicited for a proxy unless they have been furnished with proxy statement including information specified in Schedule 14A
· If management, must disclose considerable info. on company, compensation of top managers
· if by anyone else, requires detailed disclosure of soliciting parties as well as their holdings and the financing of the campaign

· Rule 14a-4 and 5 – regards form of proxy and proxy statement, allows unbundling allowing for instance to give proxy to vote for only part of slate
· 14a-4 (new short slate rule) - can say please vote for my 3 people, plus anyone on management’s slate other than these 3 management-appointed candidates (this awkwardness gets around the bonified nomineer rule, 14a-4(d)(4))

· Rule 14a-6 and 12 -  file with SEC, let two parties point out misstatements of fact and hyperbole
· 14(a)-6(b) – preliminary proxy statement must be filed 10 days prior to day that solicit proxy cards
· 14(a)-12(b) – must also filed the solicitation material on the date that it is published (memo, statement describing self, interests and holdings) this is often before proxy statement filed
· 14a-6(g) – still may need to file notice of exempt solicitation (3 days after exempt solicitation)
· not required if oral solicitation, or press release (media, newspaper) OR if have stock worth less than $5 million

· Rule 14a-7 - requires company to either provide shareholders’ list or undertake to mail dissident’s proxy statement
· Effect of 1992 reforms? – Steve Choi handout, Found that shareholder proposals get less support after 1992!  Because many more social agenda proposals, no change in success of corporate governance proposals
· Rule 14a-8: Shareholder Proposals – called the town meeting rule

· allows shareholders to include certain proposals on company’s proxy materials (low cost, doesn’t need to file with SEC)
· must have at least $2000 in stock, must have proposal 180 days, cannot exceed 500 words

· Regulation 14A (different than 14a) contains a number of specific grounds whereby corporations can exclude shareholder-requested matter

· First is that doesn’t meet requirements (identify shareholder, number of proposals, length of statement, subject matter 14a-8a,b,c)

· Rule 14a-8(i) lists 13 other grounds, like proposal relates to ordinary business or would be improper under state law, personal grievance/special interest, relevance (proposals that relate to less than 5% of assets), relates to election, conflicts with company’s proposal (must be direct), specific amount of dividends (from the reg.)
· If want to do own election of directors, must file own proxy statement!
· Most are (1) corporate governance or (2) matters of general social responsibility (Medical Committee for Human Rights v. SEC (DC Cir.) allow)
· For instance used to eliminate staggered boards and poison pills
· For company to block, must get SEC approval, called a “no-action letter”

· In DE, corporate lawyers believe that shareholder proposals must be precatory (i.e. nonbinding)
· Fleming co. (OK) ( that could enact a mandatory bylaw through this method (no case law, but most think DE would not allow ( based on case that not even board can adopt a bylaw that they are not allowed to dismantle)

· SEC has proposed new Rule 14a-11 allowing longterm shareholders to place own nominees on public company’s proxy materials ( unlikely to be adopted, fear institutional shareholders (union pensions) will takeover
· Proposal was complicated, required certain events evidencing shareholder dissatisfaction

· Also federalism concerns (that encouraging on state law)
· Corporate social responsibility proposals – basic issue is whether “ordinary business of corporation”
· Cracker Barrel ruling holding that Board could prohibit shareholder initiative on sexual orientation discrimination hiring practices ( because SEC could not readily determine whether this was “ordinary business” ( SEC reversed position in 1997

· Rule 14a-9: The Antifraud Rule
· For false and misleading proxy solicitations

· Congress did not find private right of action to enforce securities act, but federal courts implied them, Supreme Court found private right of action under Rule 14a-9 in J.L. Case v. Borak (US 1964) ( Cort v. Ash (US 1975) cuts back on implied right of actions
· Series of Supreme Court cases has set forth the key elements:
· (1) materiality – is the misrepresentation material, TDS Indus Inc. v. Northway (US 1976)

· (2) culpability – Supreme Court has not determined, 2nd and 3rd Circuits say required culpability is negligence, 6th Circuit requires scienter (intentionality or extreme recklessness)

· (3)  Causation and Reliance – need not show actual reliance , presumed of (1) material and (2) proxy solicitation was an essential link in the accomplishment of the transaction, Mills v. Electric Auto-Lite Co. (US 1970)

· (4) Damages – money, not injunction!!! [Kamar/book contrary on this]
· Virginia Bankshares, Inc. v. Sandberg (US 1990) – directors statements regarding “high value for shares” were clearly material (actionable not on subjective disbelief if that disbelief is factually wrong, but if misleads on underlying facts), but a failure on causation (“essential link”) ( because voters were only minority, and (1) finds “public relations” too speculative, (2) still had state right to suit for fiduciary duty violation
· Kennedy dissents on causation says Court assuming Federal misstatement and state misstatement materiality statements are same [weak] (and clearly FABI wanted something, a “friendly transaction” ( community support)
· Real concerns of court? speculative/frivolous lawsuits and federalism

State Disclosure Law:  Fiduciary Duty of Candor
· Lynch v. Vickers Energy Corp. (Del. 1977) holds that controlling shareholder who makes a cash tender offer for stock held by minority shareholders has a fiduciary duty to make full disclosure of all germane facts
· later also applied to corporate directors, In re Anderson Clayton Shareholders Litigation (Del. Ch. 1986)
· originally did not apply this to mere press releases (must be asking shareholder to do something ( a deference to SEC), but abandons this limitation in Malone v. Brincat (Del. 1998) - directors have a duty of loyalty that includes a duty of honesty
· but minimizes, extends here because shareholders had no remedy with SEC under Rule 10b-5 because they had not sold any shares
· a different case says materiality standard as same as Supreme Courts
· But 2 differences between duty of candor and 10b-5 (federal)
· (1) if 10b-5 fraud on market theory, DE wants actual reliance proved
· (2) 10b-5 have to prove that you actually bought shares or sold shares (between time that good news was found out and telling the market)
· if bad news, vice versa those for those who bought shares
· this is condiction for 10b-5, must show trade
· BUT in DE under Malone v. Brinka is the opposite, have to show that held share before the statement (or rather during) and after (aka when bringing the claim)
The Duty of Care
· one of the three, duty of obedience, loyalty, and care (and now good faith)
· Charitable Company v. Sutton (Court of Chancery 1742) officers defraud the charity, issues is what to do with the directors whose inattention allowed them to occur ( Court holds accepted responsibility, therefore obligated to “execute it with fidelity and reasonable diligence”( even though no benefit

· ALI: (1) good faith, (2) reasonably believes in best interests of the corporation, (3) with care of ordinary prudent person ( but more than just negligence, fear risk adverse directors/officers
· If really uninformed, may have breached duty of good faith!!!
· Gagliardi v. Trifoods International Inc. (Del. Ch. 1996) (what is minimum that must be show for claim of “mismanagement” absent direct conflicting interests?) - duty of care rule is “business judgment rule”, only liability if no person could possibly authorize such a transaction if he or she were attempting in good faith to meet their duty
· R: scared of risk-adverse directors, 

· Kamar: and directors cannot diversify! And punishing the unlucky!
· In the Matter of Michael Marchese (SEC Order, April 2003) (friend of controlling shareholder put on audit committee but never reviewed accounting procedures, fires auditors when they put up red flags) – found violations for reckless signing forms, and caused violations of various disclosure provisions ( but still only a cease and desist order!
· corporations indemnify the expenses (and sometimes judgment costs) of directors, plus liability insurance, and business judgment rule, and 102(b)(7)!!!!
· Indemnification DGCL §145 (a-c)
	Section
	Plaintiff
	Coverage
	Conditions
	Mandatory

	145(a)
	3rd-party (not new board suing old board or shareholder derivative suits) AKA suits by employees, shareholders with Federal claims, EPA, etc.
	Settlement, expenses, attorneys fees, fines, judgment
	Good faith
	No, company just have power to indemnify you

	145(b)
	Lawsuits by the corporation (inc. derivative lawsuits)
	Expenses only
	Good faith + not adjudged liable (aka no indemnification if you outright lose ( gets people to settle)
	No, another power company may exercise

	145 (c)
	Any lawsuit
	Expenses
	Must be successful
	Yes

	145(e)
	Any lawsuit
	Advancement on expenses
	Repay if ultimately not entitled (see above)
	No

	145 (f)
	Any lawsuit
	Anything in bylaws
	Doesn’t conflict with any of the above provisions
	No


· Waltuch v. Conticommodity Services, Inc. (2d Cir. 1996) (silver trader wants indemnification for legal expenses, ∆ says didn’t act in “good faith”, П argues owed more under §145(f) which says rules not exclusive) ( assuming for appeal that acted with less than good faith, will not find that §145(f) is a separate grant of indemnification power, but here П wins because §145(a) requires indemnification if successful, and П here paid nothing in settlement ( that is sucess
· in criminal trials any result other than conviction must be considered success (including nolo contendre) ( will not go behind the verdict
· Directors and Officers Insurance another option, no legal limit (though insurance companies limit what is covered)
· Business Judgment Rule
· ABA: decision constitutes a valid business judgment if it is made by (1) financially disinterested directors or officers, (2) who have been duly informed before exercising judgment and (3) who exercise judgment in good faith effort to advance corporate interests
· No canonical version, but basically: “Courts should not second-guess good-faith decisions made by independent and disinterested directors.” ( DO NOT REQUIRE ORDINARY PRUDENT PERSON to DO SAME
· Kamin v. American Express Co. (NY 1976) (Board leaves money on the table by distributing shares instead of taking the loss and using it to save on taxes) courts will only intervene if powers used illegally or unconsciously, fraud or collusion ( not for mere error
· Classic example: business judgment = П loses
· Probably done to increase earnings/share ( shows market not totally efficient, because price will go up ( investors do treat accounting performance as more important than actual economic performance

· Another example: two accounting methods for acquisitions when done stock-for-stock, “pooling of interests” (add all assets and liabilities of both companies and put them together, doesn’t account for things like good will, which is good because can write if off as depreciation!!!) and “purchase” (add stock of company you bought as an asset, money you paid as a liability = lower earnings/share for years) ( “pooling” finally ended 2 years ago, because lots of rules to get it and companies throwing money away to get it
· Really a conflict of interest here b/c interest in earnings/share ( no, only 4 of 20 directors had stock/stock options (approved by enough disinterest board members)

·  Even under ALI standard, there could be rational belief that this good for company (rational belief in the irrationality of the market)
· Post-Enron? Well Mark Roe says that DE law changes when Federal law leaves openings (so DE careful not to upset Washington, will protect shareholders to dissuade Feds from stepping in)

· Romano disagrees, says not Feds, says that DE is affected by the same corporate scandals that Feds do (and moves much faster than Congress)

· But certainly a new wind blowing
Duty of Care in Takeover Cases (an exception to business judgment rule)
· Smith v. Van Gorkm (US 1985) was a watershed case

· CEO Van Gorkm with little advise from senior staff (and none from investment banker or outside lawyer) seeks to merge with Pritzer family corporation (selling them their losses for tax purposes), sells for $55 share when trading for $35
· Court held that directors had been grossly negligent in approving merger, were not protected by business judgment rule ( 1st DE case where directors held liable for breach of duty of care in business decision
· Immediate reaction to this case is DE passes §102(b)(7) to combat drastically raised D+O premiums
· DGCL §102(b)(7) –  allows a charter provision that exculpates personal liability of a director (not officer) ( covers all except duty of loyalty OR acts or omissions not in good faith or which involve intentional misconduct ( this is not indemnification or insurance, exculpatory -- NO LIABILITY
· Doesn’t cover duty of good faith
· Can still sue for injunction!!!!
· Injunctions used mostly by hostile takeover artist to prevent board from rejecting bid
· Passed by 90% of companies, usually with a shareholder sweetener
· In part b/c more concerned with duty of loyalty violations, even though duty of care could be much bigger (though harder to identify)
· Difference with OH statute ( mandatory, not 102b7 opt-in
· Insurance companies though still pay settlements, cheaper than fighting in court, and deductible paid by company ( only shareholder loses!!!
· McMillan v. Intercargo Corp.(Del. Ch. 2000) (claims that Intercargo breached fiduciary duty in connection with its acquisition ( failed Revlon duties to get highest value and failed to disclose material information ( through private sale, not public sale of company)

· Revlon can be a duty of care OR duty of loyalty violation
· Exculpatory provision, absent bad faith or duty of loyalty ( dismissed without discovery or trial because no possible liability
· Won’t find duty of loyalty violation even though CEO getting new job because could have kept old job by not selling!!!
· BUT 102(b)(7) aimed at monetary damages, can still make equitable claim for injunctive relief due to a breach of duty of care ( Cede & Co. v. Technicolor (Del. 1993)
· Court of Chancery had said Пs had not proven injury, DE Supreme Court rejects an injury rule - Breach of duty of care alone is sufficient to rebut presumption of business judgment rule ( once proven, shifts burden to prove that the transaction was entirely fair
· Since equity, can have many different remedies, including recissory damages (like kickback case, Tarnowski)
· on remand, Court of Chancery says fairness was proved, experience CEO got 100% over unaffected market price
· this case is before 102b7 existed
· how early can directors be dismissed if no evidence of conflicting financial interest?
· Emerald Partners v. Berlin (Del. 2001) - roll-up transaction, May was controlling shareholder acquired through merger 13 corporations
· DE Supreme Court reverses, when controlling shareholder is interested, transaction is reviewed for objective fairness (or “entire fairness”) ( even though controlling shareholder here dismissed because bankrupt!  Under Technicolor directors have to prove fairness ????seems like DE SC doesn’t know what talking about!  This is liability without monetary remedy!
· Orman v. Cullman (Del. Chancery Court 2002) distinguishes Emerald Partners, because no controlling shareholder involved, but still applies because 6 of 11 (majority) directors had personal interest (still won’t dismiss against other 5 directors!!!)
· Law as of 2005:  Whenever, controlling shareholder or not, in a way that makes this person liable for the duty of loyalty, no one can go home before the case is heard (even if just on hook for duty of care, despite 102(b)(7)).
· But minority interested directors would probably be dismissed

· Пs will thus always make claims of duty of loyalty violation, the courts therefore require that particularized facts alleged that a duty of loyalty violation

Duty To Monitor:  What about omissions? (also manifestation of  duty of care)
· here no “business judgment” to protect, right?

· Francis v. United Jersey Bank (NJ 1981) (board member wife who didn’t sue to prevent sons from essentially stealing clients money) directors need to have or get rudimentary knowledge of the business, keep informed of activities of corporation (not day-to-day)
· A duty to investigate irregularities
· But proximate cause with nonfeasance? Usually director can absolve liability by voting against and explaining, but here NJ Court would require Pritchard to threaten to sue her sons!!!
· In DE, §141(e) might help her ( directors can rely on other people, can rely in good faith on corporate record, but has to be good faith and reasonable  (probably not the case here)
· Now Federal law has some whistleblower provisions, §11 of Securities Act imposes whistleblower obligations as to misleading information in a registration statement
· Clearly some minimum standard, case law split on whether a higher standard for more sophisticated directors
Violations of the Law
· Graham v. Allis-Chalmers Manufacturing Co. (Del. 1963) (antitrust, old rule), no evidence that directors knew anything, argument is that failed to take action, antirust violations 20 years previous - need not monitor subordinates, may trust in their info., unless there is cause for suspicion (knowledge of consent decrees by 3 years did not put board on notice
· There is a new case In re Emerging Communications (Del. Chancery Court, May 2004), here a self-dealing transaction ( Court saying that director who was expert should have known, a higher standard (which severely disincentivizes having experts on board!)
· But this doesn’t make sense with expansion of criminal liability into corporate world, plus Sentencing Guidelines reducing fines up to 95% if proper compliance procedures
· In re Caremark International Inc. Derivative Litigation (Del. Ch. 1996) (indictment for payments to induce referrals, despite various efforts by Board to ensure this didn’t happen after Caremark’s predecessor accused of same practice) - Rejects Allis-Chalmers’ conception that no duty to monitor unless grounds for suspicion
· Organizational Sentencing Guidelines give powerful incentives to have compliance programs
· A rational actor acting in good faith would have some compliance program because of the sentencing guidelines
· Settlement here is fair because changes in corporate practice were not significant, but a real compliance program ( so real questions
· Arlen’s article thinks Sentencing Guidelines should go farther, when catch with compliance regime company has done right thing, don’t want any disincentive for compliance regimes (though prosecutor’s discretion will cover some of this)
· Knowing violations of law? Next case
· Miller v. A.T.&T. (2d Cir. 1974) (breach of law was failure to collect owed by DNC) – no business judgment rule for knowingly breaking the law!!
· §102(b)(7) doesn’t define the duty of care, but still important to note that §102(b)(7) doesn’t cover “intentional misconduct or a knowing violation of law”

· Sarbanes-Oxley now requires compliance programs for financial reporting, not other regulatory compliance
· BUT big liability risks from criminal behavior could have to be disclosed in financial statements (unclear, no law on this yet)

Duty of Good Faith
· post-Enron, judges now decide to act to correct perceived governance excesses

· In re the Walt Disney Company Derivative Litigation (DE Court of Chancery 2003) (Ovitz ridiculous separation package, approved by board before finalized)
· Will not dismiss, no 102(b)(7) protection for violations of good faith
· Пs can survive by pleading particularized facts that (1) reason to doubt Board action was taken honestly and in good faith, (2) a reason to doubt that the board was adequately informed to make the decision
· Absence good faith is more than negligence, its adopting a “we don’t care about the risks attitude” ( conscience ignorance
· DE law after this Disney case: 

· (1) mere director negligence will have no liability, business judgment rule

· (2) if gross negligence, may result in liability but this liability can be waived with 102b7 provision

· (3) for duty of loyalty breaches or duty of good faith (so bad that would qualify as “abandonment of office”), liability
· these cases coming because 102b7 is too broad for its own good
Duty of Loyalty
· to whom? To shareholders, since residual claimants, Dodge v. Ford Motor Co. (Mich. 1919), can’t say going off to serve another constituency (just don’t phrase it this way!)
· though many states BUT NOT DE, adopt constituency statutes to give boards the power, but not obligation to consider other constituencies

· MBCA does not have this, says against tradition of shareholder primacy

· Smith v. Barlow though allows donations to charity because statutory authorization (though also good bring reputational benefit for shareholders)

· What we do know is that the obligations of the Board is not to line the pockets of directors or officers = breach of duty of loyalty

· 2 big issues: (1) disclosure (2) ratification
· it is not per se illegal to deal with yourself, BUT it must be disclosed and properly approved (ratified)
Disclosure
· State Ex Rel. Hayes Oyster Co. v. Keypoint Oyster Co. (Wash, 1964)– self-dealing and disgorgement even though Verne Hayes had put credit in ( because undisclosed transactions are voidable
· Just like disgorgement in Tarnowski, more than damages
· R: no such thing as a single “fair price”, want disclosure to at least put it in the open
· DGCL §144 – self-dealing transactions are not voidable if the board has been informed and approve, shareholders approve, or “the contract or transaction is fair”

· But the question is what is “fair”, Weinberger is only DE case that says what is fair: (1) fair dealing and (2) fair price

· So if don’t disclose personal interest, cannot possibly be fair
· DE’s standards is that director or shareholder must disclose all information relevant to the transaction, though some DE cases say don’t have to disclose best price ( encourages use of special committees of independent directors to negotiate at arm length, charged with getting price ( shifts burden of fairness to П in controlled shareholder transactions
· § applies to officers and shareholders by case law, not statute
· Controlling shareholder has same duty to other shareholders, and look for actual control, not just mere majority
· MBCA §8.61(b)(3) – has similar result, no disclosure = not entirely fair

· Federal law on disclosure?  If this was a publicly traded company, then Regulation S-K, Item 404(a) ( have to disclose in annual report requires disclosures of personal financial interest if more than 10% interest in the transaction must be reported (iffy if less than that)
· Sinclair Oil Corp. v. Levien (Del. 1971) here parent owns 97% of subsidiary, concedes that owes minority a fiduciary duty, but argues should be business judgment rule, not “objectively fair”
· intrinsic fairness is the standard, not business judgment, in cases where self-dealing is involved = meaning a benefit to exclusion of minority shareholders
· here though other shareholders were getting same dividends (only accusation was not enough reinvestment, too much dividend!), since no self-dealing ( business judgment rule
Safe Harbor?  Fairness review
· DGCL §144 is a safe-harbor statute from the entire fairness test

· Cookies Food Products v. Lakes Warehouse (Iowa 1988) (internal transactions, no dividends paid) ( basically find fees were fair and that there was disclosure ( court will judge for fairness anyway
· DE approach (more dominant) – 

· Wheelabrator Technologies, Inc. ( Waste was trying to increase its stake from 22 to 55% (call it a merger, but really just becoming a shareholder)

· If a controlling shareholder - Burden starts with ∆ to prove fairness

· BUT if disinterested shareholders or directors, burden of entire fairness shifts to the П

· IF not a controlling shareholder (say just a director – approval by disinterested shareholders or directors then business judgment rule  Cooke v. Oolie (Del. Ch. 2000) (TNN)
· Eisenberg argues Iowa is correct because have to worry about collegial directors, the fact legal definition of disinterested doesn’t correspond with reality
· MBCA 8.61 has same rule as DE
· CA rule is along lines of IA

Doctrine of Waste (a fuzzy boundary, one of degree, from duty of loyalty, very rare)
· even shareholder ratification cannot protect from wildly unbalanced transactions

· Lewis v. Vogelstein (Del. Ch. 1997) Shareholder ratification may be ineffectual because (1) majority of those affirming the transaction had a conflicting interest with respect to it, OR (2) transaction ratified constituted a corporate waste
· Need unanimous vote to ratify a corporate waste b/c essentially a gift
· A waste if no reasonable person would be willing to trade because consideration is so disproportionate
Corporate Opportunity Doctrine
· more a standard than tightly defined rules
· What opportunities belong to the corporation?
· (1) expectancy or interest test: narrowest protection to corporation protected only opportunity growing out of existing legal interest, Lagarde v. Anniston Lime & Stone Inc.  (Ala. 1900)

· (2) line of business test: anything within corporation’s line of business is corporate opportunity

· look to how issue came to attention of director/employee/officer; how far removed from corporation’s “core economic activities”; whether corporate information is used to recognize/exploit an opportunity, Gulf v. Loft Inc. (Del. 1939)

· (3) multiple factor fairness test: good faith, loyalty, how manager learned of opportunity, whether corporate assets were used to exploit

· These are not alternative tests, DE courts use all of these (if flunk one, you can lose your case)
· when can fiduciary take the opportunity? When board makes a good faith decision to not pursue (for any reason, but typically because not in financial position) ( but courts will scrutinize for a genuine business judgment by disinterested decision maker
· Broz v. Cellular Information Systems, Inc. (Del. 1996) Guth says that corporate officer/director cannot take business opportunity if (1) corporation is financially able, (2) opportunity is within corporation’s line of business, (3) corporation has an interest or expectancy in the opportunity, AND (4) by taking opportunity as own, corporate fiduciary puts self in position inimical to duties in corporation
· Line of business weighs against, but corporation was not capable of financially exploitive, its merger with PriCellular was merely speculative, no corporate interest here
· Disclosure only creates a “safe harbor”, it is not required
· Texlon Corporation v. Meyerson (Del. 2002) holds that the safe harbor created by taking to the full board is not accomplished by just presenting opportunity to the CEO
· In re EBay Shareholder litigation (Del Ch. 2004) (unassigned) ( corporate opportunity doctrine construed to prevent a bribery of directors by Goldman Sachs
· §122(17) has an opt out provision for corporate opportunities

· company can renounce in a certain class of opportunities, allowing directors to engage in these activities

· these classes can be specified in charter OR a board committee that will allow ex post (subject to fiduciary duty)
· Silicon Valley wanted this for startups
Shareholder Lawsuits
· with derivative suit, technically 2 suits, one of which is suing because directors failed to sue on existing corporate claim
· suits regarding fiduciary duties are usually derivative suits since breaches against corporate law obligations

· federal securities law violations are direct actions, since injury is say not allowing shareholder to vote their shares (a direct injury)

· lawsuits to stop a merger are usually derivatives when takes before firm is sold, but a class action after (because shareholders cashed out, cannot bring derivative!)

· What’s the difference?

· If derivative lawuit, directors can be indemnified for expenses, and only if they win the lawsuit (but insurance will cover)

· If class action lawsuit, directors can be indemnified for expenses, settlement

· note with derivative suits, the remedy goes to the corporation (make sense formally, and also is more fair to creditors)
Solving the collective action problem with Attorneys’ Fees
· Fletcher v. A.J. Industries, Inc. (Cal. Rptr 1968)

· CA moving from “common fund doctrine” to substantial benefit test
· Пs properly may be paid from a common fund for derivative action, but existence of fund is not prerequisite for an award
· Because do not want to inhibit compensation of successful attorneys who produce substantial nonpecuniary benefits

· Substantial will be defined as maintaing health of corporation, raising standards of fiduciary relationships, preventing an abuse which would prejudice rights of corporation or essential rights of stockholders
· Here allow some of the benefits to be fact that settled!!! That’s some bootstrapping for ya – but also other benefits like change in corporate management
· Christian dissent: If no common fund, then corporation may have to liquidate assets in order to pay fees, and this harm may be disproportionate to “substantial benefits” received from lawsuit
· But then how do we calculate the fee

· Substantial benefit doctrine (quite common, in DE and throughout country) ( evaluate the worth of what was done (estimate) 
· If actually go to trial, 2 methods (both have incentive problems)

· Lodestar method – billable hours X risk factor/quality of lawyering (used in DE) (encourages not settling, more hours!)

· Percentage – just pay percentage (encourages premature settlement)
· But bounty hunters have their own agency costs ( strike suits, and directors too eager to settle to insure that insurer pays the costs
· awarding percentage of recovery encourages settlement too soon, but payment of fees (as in lodestar formula for federal securities litigation) gives opposite incentive too over litigate
· but if just contingency, meritorious claims against manager who uses corporate money to remodel kitchen will not be brought, too small potatoes
· Alternative solutions? 

· Only largest shareholders ( but institutional shareholders are interested on lower management fees, not this litigation!

· Auction? But then just settle as soon as recoup investment plus interest (and this distasteful)
· Auction to lawyer with lowest contingency fee? ( but then just get the cheapest lawyer

· Federal Private Securities Litigation Reform Act of 1995 – creates “most adequate П rule” for class actions only and others, but causes only short term dip in number of securities class actions

Standing Requirements
· FRCP 23.1, 10 Del. Code Com. §327

· Delaware follows FRCP 23.1

· П must be shareholder for duration of the action

· П must have been shareholder at time of alleged wrongful conduct (“contemporaneous ownership rule”) ( don’t like Пs who buy a suit

· П must be able to “fairly and adequately” represent shareholders, aka no obvious conflict of interests
· But lawsuits are allowed by buying company (that owns a few shares of target company
· П must state what did to obtain satisfaction from board or explain why didn’t (demand requirement)
· Private Securities Litigation Reform Act of 1995 gives right to control derivative action to the largest nonconflicted shareholder willing to intervene in litigation for federal securities violations
Demand Requirement
· for derivative actions, NO ONE EVER MAKES DEMAND, DE really has a “universal nondemand requirement”
· Because if go to the Board, you are implicitly stating that you are trusting the Board as a group that can make the decision ( there decision reviewed under business judgment, Spiegel v. Buntrock
· Differences in law: 7.42 and 7.44 of RMBCA demand is universal ( have to make demand, no demand futility, but unlike DE the business judgment rule does not govern board’s decision
· Levine v. Smith (Del. 1991) (leading decision, but see also Rales) (Ross Perot/GM case)

· Disjunctive Two-Pronged Test (either/or): (1) is the board to be trusted at this point (by well-plead facts), OR (2) whether facts show that reasonable doubt that challenged transaction was not a valid exercise of business judgment
· But two prongs really related, really making a prong 2 attack with focus on waste and interest
· Prong 1 of course is later in time!!!

· Rejects that decision is self-interested, alternative claim that board mislead denied because still a majority of non-mislead, disinterested board members (12 of 21 were interested and informed)
· But what if a new board?
· Rales v. Blasband (Del. 1993) (Miliken bonds favor, but corporation bought) – trying to clarify the Prong 1 test
· Court gives three possible cases when inappropriate to use Prong 2

· (1) Where Board of different corporation made the decision

· (2) majority of directors have changed since the transaction at issue (aka a proxy fight has occurred, new board elected)

· (3) when not business decision of a board (unclear what this means ( perhaps inaction)

· but here Prong 1 is enough ( because here the new board is too conflicted (both Rales, Captint, and 2 more directors with problems ( both Rales and Captint were involved with Easco)
· 5 of 8 of new board is not to be trusted ( Prong 1 failure
· note no chance to delegate to committee, b/c no demand ever made!!!
· Rales - FN 10, suggested that Пs use Del §220 to get some information to back up your claims that board members are not disinterested ( do your homework

· 2nd prong of Aronson (the predecessor of Levine) is an opportunity for courts to throw out courts when there the merits just are not there
· Beam v. (Martha) Stewart  (Del. 2004) (not in reading) ( Court rejects that Martha Stewart board is not independent ( fact that Martha is controlling shareholder does not ipso facto maker her dominant over Board
· What about Oracle ?(in Supp) ( special litigation committee decides that the lawsuit should be dismissed, but Court finds that key members of litigation committee are not disinterested because key figure is associated with Stanford, which gets lots of money from Oracle

· The difference? A higher standard of independence on special litigation committees (in part because more information is available at this point
Special Litigation Committees
· Auerbach (NY 1979) adopts standard of business judgment to judge decision for the special litigation committee

· Zapata (Del. 1981) gives DE’s response, SLC here set up 4 years into litigation

· Committee authority is under DGCL §141(c)

· DE Court decides that setting up a special litigation committee is entirely legitimate, but the standard of reviewing this decision will be scrutinized at greater level than at demand phase ( Court still has a role!!!
· Two-prong test: (1) was the Committee independent, thorough, and careful in evaluation of the claim, (2) but even if (1) met, the Court will also consider the substantive merits of the committees recommendation (to corporation and to public policy) (2nd prong is optional)

· An unprecedented evaluation of business judgment!!!
· Joy v. North (2d Cir. 1982) (diversity guesses CT will adopt Zapata) - burden is against the SLC (the moving party) that more likely than not that the action is against the interests of the company
· Applying 2nd prong as cost-benefit for corporation:  Court doing what lawyer does ( is lawsuit worth it (including mandatory indemnification (lost profits from publicity and distraction to personnel taken into account only in close cases)

· Cardamone dissent: should exercise discretionary 2nd prong, judges not equipped to make business judgments

· MI tries different approach, tightly defines “independent director” to be designated such during election, have 5 years business experience, not been officer/employee in 3 years
· SLC only works if in good faith, reasonable inquiry, and conducted by a court-appointed panel or these independent directors ( Пs have burden that no reasonable investigation or no good faith

· In re Oracle Corp. Derivative Litigation shows the highly individualized inquiry that Chancery Court may pursue in probing the independence of a SLC that requests dismissal of a shareholder derivative action (this is Stanford professor case)
Settlement and Indemnification
· Everyone wants to settle
· In the world of derivative lawsuits ( 1/3rd get dismissed at the demand stage, 1/3rd will have SLC recommend dismissal, 1/3rd settle with SLC, 0.5% reach judgment at trial
· ∆s can be indemnified for reasonable defense costs, but if goes to trial requires court approval (a risk)

· plus can avoid fraud charges and have D&O insurance pick up the bill

· DGCL §145(b) gives broad latitude to indemnify corporate officers, directors, and agents for costs in derivative and shareholders suits

· BUT if goes to trial, cannot indemnify for liability officers and directors are liable to the corporation except as authorized by the Court of Chancery (though can buy liability insurance for this)
· D&O does not cover liability for fraud or civil liability fiduciary duty breach that resulted in personal gain
· Courts have to approve settlement form, rarely care
· Carlton Investments v. TLC Beatrice International Holdings Inc. (Del. Ch. 1997) (company paid Lewis $19 million shortly before death, П says a waste) use of SLC to come to settlement in suit by substantial stockholder claiming waste, fraud, conspiracy
· Will review under Zapata since approved by an SLC
· Step 1: Finds good faith, well-informed, reasonable solution

· Step 2: not required and am uncomfortable about this, doesn’t seem to be a bad solution ( strong claims, but getting a lot of money

· Calls this more of a “feeling” test, that justice not served

Assessing Derivative Suits (Kamar thinks a lousy system for enforcement)
· Romano study: no one pays out of pocket and board turnover is no greater when settle than when win the case (yes, more turnover just because sued, but this goes to underlying problems)

· Kamer believes that making directors pay some out of pocket will deter fiduciary duty violations, deter some strike suits (b/c ∆s will fight) 

· Presumably shareholders should want these suits only when increase corporate value

· Gains to corporation are compensation, governance changes that prevent same harm, and deterring wrongdoing

· Costs: corporation must pay both prosecuting and defending case (only not if they lose, and this rarely happens), costs of D&O insurance
· Romano: only the attorneys win, since monetary relief is infrequent and low, structural changes are superficial ( no evidence of specific deterrence, hard to identify general deterrence
· These suits clarify the law, but too many suits to say a cost-effective way of doing this
Trading in the Corporation’s Securities
· Federal law is the big deal here
· Common law only required disclosure between trustees and beneficiaries (jurisdictions differed on whether director or officer fell under this, Supreme Court in Strong v. Repide (US 1909) took middle road and said required if “special facts”
· Goodwin v. Agassiz (Mass. 1933) (geologist theory kept secret when trading) – finds no requirement of disclosure by directors for this nebulous theory
· How different from Strong? In Strong a face-to-face transaction
· In theory could have a fiduciary duty theory for regulating (1) insider trading, (2) quality of disclosure ( but person who traded with insider wouldn’t recover!
· NY adopted this fiduciary duty doctrine in Diamond v. Oreamuno, relying on Brophy v. Cities Service Co. (Del. Ch. 1949) to depart from the common law ( would not allow employee to abuse their position for personal profit 
· Freeman v. Deico (7th Cir. 1978) criticizes, there is no injury to the corporation
· If consider corporate information to be a corporate asset ( use the corporate opportunity doctrine (issue is whether corporation was in position to avail ( corporation can’t because would violate federal securities law to do so!)

· And notes that this is already covered by 10b5 (completely undermining the “no injury” argument)
· Board Disclosure obligations under state law: basically DE Supreme Court expanded these requirements in Malone v. Brincat  (Del. 1998) shareholders can sue derivatively if the company misleads them ( there is a duty to be truthful when disclosing information to shareholders (for instance through press release, even if no shareholder vote)
· But assuming that this was a duty of care violation, liability will be waived under a 102(b)(7) provision

Exchange Act §16(b) and Rule 16
· §16(a) requires designated persons (directors, officers, and 10% shareholders) to file public reports of any transactions of corporate securities

· Sarbanes-Oxley requires this disclosure within 2 days of trade
· §16(b) is a strict liability rule (short swing transaction rule) to deter insider information trading, disgorges any corporate profits made on shorterm turnovers in the issuer’s shares (6 months)
· except for private companies going public, cannot match with transactions before became an insider

· note: pay this difference even if lost money overall!
· Gratz v. Claughton (2d Cir. 1951) (L. Hand) established the rule to calculate: look forward and back 6 months, and calculate greatest difference between bought and sold shares (see class example)
· Kern County Land Co. v. Occidental Petroleum Corp. (US 1973) ( in corporation sales of stock case, find no §16(b) violation where the exchange of stock had been an involuntary transaction under a previously signed agreement (like stop-loss orders)
Exchange Act §10(b) and Rule 10b-5

· §10(b) of the Securities Exchange Act of 1934 made it unlawful to use any “manipulative or deceptive device or contrivance in contravention of such rules regulations as the Commission may proscribe as necessary or appropriate in the public interest or for the protection of investors” in buying of stock
· the most important rule promulgated is Rule 10b-5
· passed with no discussion after incident similar to Agassiz, president was talking down the price of the stock while buying it himself because earnings will be $2 a share (stock’s price was $4)

· Remember that Rule 10b-5 covers:

· (1) disclosure (of misinformation or lack thereof) by the corporation

· vicarious liability for this?  Yes see pg. 627

· (2) insider trading

· certainly no private right of action was intended, but private right of action created in Kardon v. National Gypsum Co. (ED PA 1946) because the law was intended to protect individual rights (and disregard of the law is a tort)
· but note under this theory, would need to meet the common law requirements of fraud ((1) false or misleading statement of (2) a material fact that is (3) made with intent to deceive another (4) upon which that person (5) reasonably relies, (6) and that reliance causes harm (plus 10b-5 requirements that this all be in the context of a securities transaction)

· but what about omissions? SEC in Cady Roberts said that a duty not to trade on inside information is the duty requiring disclosure for purposes of the fraud ( a disclose or abstain rule
· Why do we care about insider trading? Kamar thinks that insider trading gives a disincentive to conduct research, because marginal advantage of being knowledgeable (by synthesizing publicly available information) to get better gains is reduced by the insiders!
(1) Elements of a 10b-5 claim: False or Misleading Statement or Omission
· SEC v. Texas Gulf Sulfur Co. (2d Cir. 1968) (a very promising strike) (now antiquated equal access theory) anyone in possession of material inside information must either (1) disclose it before trading or (2) refrain from trading
· Material fact can be determined by the actions of those that knew about it (here short term calls)
· After this case, private litigation erupts ( cabined by Blue Chips standing requirement, and Ernst & Ernst scienter requirement, and Santa Fe
· Santa Fe Industries Inc. v. Green (US 1977) ( use of a short form merger (§253 ( doesn’t need vote, so no 14a-9 problem as in Virginia Bankshares) using Morgan Stanley valuation that valued assets at $640, stock valued at $125, Santa Fe consolidating its position at $150 ( Пs make 10b-5 claim argue this was a “fraudulent appraisal” of the stock
· because District Court found no misstatement or omission everything was disclosed!, this reading of “fraud” in Rule 10b-5 would bring in every fiduciary duty breach into federal law, and there is no indication that Congress wanted to so undercut state law
· fraud is different than fiduciary breach!!!
· Cannot say silence of directors was Rule 10b5 fraud because denied chance at state claim, because state claim can still be made (this was VA Bankshares!)
· Friendly in Goldberg v. Meridor (2d Cir. 1977) held that Scoenbaum survived Santa Fe, said that Santa Fe clarified that Rule 10b-5 only required a misstatement of material facts (which had been absent in that case)
· After Goldberg, requires (1) a misrepresentation or nondisclosure that (2) caused a loss to shareholders
(1b) Omissions
· equal access theory rejected in Chiarella
· Fiduciary Duty Theory (
· Chiarella v. United States (US 1980)– rejects the equal access theory by overturning the conviction of a financial printer who had traded on confidential infromationn of pending takeover bids ( did not breach a disclosure duty to other traders because he lacked a relation-ship based duty in the first place
· a relationship of trust and confidence (RETAC)
· equal access theory just too broad a reading w/o Congressional intent
· Court did not rule on relationship of the printer to his employer (Burger went this way, this is source of misappropriation theory)
· Dirks v. SEC – addresses liability of tippees under this new fiduciary duty standard ( trading as a tippee is a derivative violation requiring (1) the tipper to have violated a fiduciary duty and (2) get personal benefit from tipping (directly or indirectly)
· Under this theory, Secrist may have violated fiduciary duty, but didn’t do it for personal benefit!

· And Dirks himself had no fiduciary duty and did not misappropriate (forshadowing)

· FN14: others who may owe same duty as “insiders”: lawyers, bankers, accountants who are quasi-insiders (but not waiter who hears something)
· Blackmun dissent: if Secrist can’t trade, why can this guy? Same harm to corporation

· policy: this decision protects security analysts
· fiduciary duty theory gets back to common law conception of fraud, also allows Court to case-by-case examine the relationship of the alleged insider traders to company ( to allow ∆s like Dirks to engage in socially useful exchanges of information
· BUT dramatically underinclusive by popular standards, because doesn’t including clear wrongdoing like printer in Chiarella
· SEC has had not problem finding benefits, Thayer (close personal relationship with woman), US v. Reed (SDNY 1985) (son of the tipper, even absent evidence of an intent to benefit), but court refuses in SEC v. Switzer (WD Okla. 1984) where coach claims to have “accidently” overheard – as an eavesdropper no intent on part of the insider

· Second Circuit responds by extending the misappropriation theory to reach outsiders who trade illicitly on confidential information (misappropriation is the fraud) ( Court adopts in O’Hagen
· US v. Chestman (2nd Cir. 1991) (en banc) (Chestman the broker, Loeb “what should I do”?)
· Affirm Rule 14e-3 (see below) ( this rule well within SEC’s Congressionally granted power to delineate what tender offer fraud is

· Rule 10b-5 convictions were based on a misappropriation theory (with Chestman convicted as a tippee of misappropriated information by Keith Loeb)

· But Loeb never misappropriated, because never breached a fiduciary duty with his wife or the Waldbaum family
· 2000, SEC adopts Rule 10b5-2 – gives nonexclusive definition of when a person owes a duty of trust or confidence (rebuttable presumption) ( 

· (1) whenever a person agrees to maintain information in confidence; 

· (2) whenever two persons have a history, pattern, or practice of sharing confidences, such that the recipient of the information … reasonably should know that the speaker expects that the recipient will maintain its confidentiality

· (3) whenever a person receives or obtains material nonpublic information from his or her spouse parent, child, or sibling
· United States v. O’Hagan (US 1997) (law firm misappropriation) criminal liability under §10(b) may be predicated on the misappropriation theory
· Misappropriation theory holds that rule 10b-5 violation, when breach a duty owed to the source of the information
· [difference is that the source who holds fiduciary duty with the shareholders did nothing wrong, did not disclose for personal gain]

· needed here because O’Hagan was not an insider with respect to Pilsbury, the company whose stock he purchased (that of the bidder, not the target)
· Policy: liable because the investor’s information disadvantage vis-à-vis the misappropriator is not from luck/research/skill ( stems from the misappropriation

· makes no sense to hold O’Hagan liable if works for target of tender offer, but not if works for the bidder

· h2: Rule 14e-3 also does not exceeds SEC’s authority ( a reasonable prophylactic measure, congress in §14(e) authorized SEC to prescribe legislative rules
· this is theory under which Carpenter v. US (WSJ columnist) can be prosecuted for Rule 10b-5 violation ( because misappropriated from WSJ, and a duty owed to client (readers)
· Insider Trading and Securities Fraud Enforcement Act (ITSFEA)
· creates a private right of action against anyone who violates title through insider trading (which doesn’t define), by any person who contemporaneously purchased or sold (depending on what ∆ did) securities

· now read literally, this would cover a prospective bidder who knowingly bought shares of his own target on the open market ( but clear that Congress would impose liability on those who misappropriate material
(2) Elements of a 10b-5 Violation: Materiality
· Basic Inc. v. Levinson (US 1988) (thrice denied merger negotiations, which was false) adopt standard of materiality from TSC Industries: “an omitted fact is material if there is substantial likelihood that a reasonable shareholder would consider it important in deciding how to vote”
· Must significantly alter the “total mix”

· balancing test of probability of the event and anticipated magnitude
· FN: statement also must be misleading, generally can escape through silence or “no comment”
· Possibly some differences between what is material for insider trading and for companies not disclosing information
(3) Elements of a 10b-5 Violation: Scienter
· common law fraud require scienter or intention, Supreme Court confirmed this was the case for 10b-5 as well in Ernst & Ernst v. Hochfelder (US 1976)

· proof:  some courts require intent, others say recklessness or grossly negligent behavior is enough

· pleading: Private Securities Litigation Reform Act (PSLRA) stated that complaint must “state with particularity facts giving rise to a strong inference that ∆ acted with the required state of mind”

· 2nd Cir. believe that this requires facts on fraudulent intent, 9th Cir. П must plead deliberate recklessness or conscious recklessness

· in 2000, SEC promulgates Rule 10b5-1 – use or knowing possession of nonpublic material information gives rise to liability, but affirmative defenses of (1) prior written plan to purchase before acquiring information or (2) proof that person making the investment was unaware of the inside information and the entity that did investing had reasonable protections to protect from illicit insider trading

· this is a “knowing possession” criteria
(4) Elements of a 10b-5 Violation: Standing
· Blue Chip Stamps et al. v. Manor Drugs (US 1975) – will not allow claim from П who says “would have” invested ( must trade to bring an action!
(5) Elements of 10b-5 Violation: Reliance
· Basic Inc. v. Levinson (US 1988) Adopt fraud-on-the-market theory for rebuttable presumption of reliance, even if purchasers don’t directly rely on the fraudulent misstatement
· Based on ECMH, that market price of shares traded on well-developed market reflects all publicly available information
· But rebuttable, if ∆s show that misrepreetnation did not lead to distortion of price or that individual П traded or would have traded despite knowing that the statement was false ( this would sever causal link

· White dissenting on this point: person who heard corporate misstatement and disbelieved it would still be included in the П-class [assuming presentation not rebutted], this is not fraud
(6) Elements of 10b-5 Violation: Causation
· Dura Pharmaceuticals - the nondisclosure must be the proximate cause of the economic loss (not as here, where 3rd quarter, not failure to disclose, caused the loss claimed) ( loss causation
· Otherwise overlooking the whole objective of securities law ( it is not investor’s insurance
Remedies for 10b-5 Violations
· For insider trading:  Elkind v. Liggett & Myers, Inc. (2d Cir. 1980) – rejects out-of-pocket (because one insider trader who trades on 10 shares would be liable to every shareholder on the market who held these shares!
· disgorgement rule: allow П to collect the difference between purchase and post-public disclosure price reasonable time later BUT limit the recovery to amount gained by the tippee as a result of his selling at an earlier date
· Shared pro rata if multiple buyers sell

· Elkind quickly becomes the standard, few class actions for insider trading are brought any more
· SEC may seek injunctions, monetary penalties, disgorgement of profits, and accountings or audits

· Federal courts can bar violaters from acting as officers or directors of corporations

· SEC can also recommend criminal prosecution (which are broader after Sarbanes-Oxley, imprisonment up to 25 years)

Equal Access Theory returns in §14(e), Rule 14(e) – apples to tender offers (not merges) that originates with offeror or target ( anyone with this info. must disclose or abstain
· Need not trade to recover!!!

· In 2000 SEC passes Regulation “Fair Disclosure” (FD) to prevent favored disclosure to certain journalists and analysts in a press conference

· §243.100 – issuer must make public disclosure “simultaneously, in the case of intentional disclosure; and promptly, in the case of non-intentional disclosure”
Academic Debate on regulating Insider Trading
· Kenneth Scott: various theories (fairness, facilitating info to market, protectin property rights of company to information) ( but each one would have different П-class and damages measure – advocates this as just part of insider compensation (for strong ECMH)
· Daniel Fischel: insider trading gets information out there, allows getting person to immediately cash in on great idea [wrong: or horrible idea, by shorting stock, and only connected to who knows about it, not who came up with it]
· Does in fact encourage riskiness, but this is good because managers too risk-adverse

· And believes that costs may be less than benefits ( fact that firms have never tried to internally ban insider ban suggests that insider trading may be efficient from firms perspective [wrong, huge agency problem]

· Author’s views: Academic debate here is total disconnect from popular sentiment

· Though has helped clear up what insider trading is and what banning it accomplishes

· Won’t get the information out there ( these will just be background noise transactions (and have to disclose bombshells anyway, so advancing by hours or days only)
· Insider Trading as Compensation Device:  problem is that agents will be given incentive to engage in projects with volatile payouts, regardless of whether it is positive or negative expected payout

· And managers would have no control over compsenation!
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