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I. Introduction to the Corporate Form
a) Goal of business law is to advance wealth creation by facilitating voluntary cooperative behavior
i) Measure of success is Kaldor-Hicks efficiency (net gain in social wealth) because more wealth is better than less wealth, and increased wealth can be re-distributed, in theory.

(1) Generally, efficiency = optimal reduction of waste, maximization of potential.

(2) Ambiguity/difficulty in defining efficiency: How are benefits and costs defined?  For example, proxy materials are a tool put in place to address the collective action problem and reduce coordination costs in corporate board elections.  Consider that reading proxy materials may take 5 hours with a benefit measured by how much gain can be made by everybody voting in an informed way divided by the number of voters (practically zero).  Conversely, consider a shareholder who is a retired accountant in Florida, for whom perusing the proxy materials may be a benefit. 

(3) Pareto efficiency, where no one is made worse off and at least one person is better off, is too rare to be useful because someone is usually made worse off in a social context.
ii) Judges typically do not talk about “efficiency” per se.

(1) Due to efficiency’s ambiguity, judges cannot authoritatively talk about it.

(2) Rather, they talk about doctrine and “fairness” or “sensibility.”
b) The corporate form – contract between:
i) Board

ii) Management

iii) Shareholders (have the residual cash flow and the control to optimize incentives)
	Advantages:  
- capital aggregation

- diversification of risk, 
- encourages greater investment; 
- reduces transaction costs compared to private transacting by providing default arrangements; 
- protects parties with less power (shareholders).
	Disadvantages: 
- collective-action problem – increased coordination costs and reduced incentive to spend time voting via proxy; 
- thus, mgt typically elects the board (and has increased agency costs); 
- bifurcated legal system complicates corporation law – state law governs internal corporate affairs (e.g. contracts, charters, etc.), but federal law (via the SEC) regulates capital markets.


c) Principles behind Corporate Rules - created re: incentive effects on corporate actions

i) Fostering trust and the reliability of formal promises

(1) Mechanisms to enforce fiduciary duty (duty of loyalty)- obligation to exercise a good faith attempt to advance the purposes of the relationship.

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

(1) anti-fraud law

(2) SEC disclosure rules to reduce information asymmetries

(3) Relative cost of capital investment

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

(1) Agency issues – allows for ongoing control of one’s investment
(2) Collective action

d) Critical legal institutions include – Property, Contracts, Copyright, Banking System, Capital Markets
II. Agency Law

a) Agency = relationship in which one person consents to act on another’s behalf and subject to the grantor’s control (contractual – but not exactly because third party interests are involved through the actions of the agent)

b) Test for Agency:

i) Did alleged principal manifest assent to the alleged agent ...

ii) that the agent shall act 

(1) on the principal’s behalf and 

(2) subject to the principal’s control, and

iii) the agent manifests assent or otherwise consents to so act (RST(3d)-A §1.01).

c) Terms 

i) Employer/principal

ii) Employee/servant – employer has control over the way things are done, the details

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

iv) Agency costs (p11) – inefficiencies that results from divergent interests of principals and agents.

(1) E.g. salaries and benefits, monitoring costs (to ensure loyalty), bonding costs (to ensure owners of agents’ loyalty), and residual costs (arising from differences that remain after monitoring and bonding costs are incurred).
(2) A principal aim of corporation law is to reduce agency costs.

(3) The benefit of agency management tools must be balanced against their cost.
v) Special agent – one who acts on behalf of another for a single act or transaction; as opposed to a general agent, who acts for a series of acts or transactions.

vi) Principal

(1) Disclosed – 3rd party transacting with agent understands the agent is acting on behalf of a particular principal.

(2) Undisclosed – 3rd party is unaware of a principal and believes the agent is the principal.

(3) Partially-disclosed – 3rd party understands the agent is acting on behalf of a principal but does not know the identity of the principal.

d) Agency Formation

i) No writing necessary

ii) No intent necessary if there is control

e) Authority of Agent
i) Actual Authority – express: that which the reasonable agent believes was granted by what the principal said or did (RST(2d)-Agency §26).
(1) implied/incidental - authority that was not mentioned but was inferred in the actual authority because the acts are ordinarily done in connection with facilitating the authorized act (§35).

ii) Apparent Authority - authority that a reasonable third party would infer from the actions or statements of the principal (§27).
iii) Inherent Power:

(1) (undisclosed principal) - authority created by agent’s actions on behalf of an undisclosed principal for usual transactions in such businesses and on the principal’s account, although contrary to the directions of the principal (§195).  
(2) (disclosed or partially-disclosed principal) – power of a general agent to bind a principal for unauthorized acts as long as a general agent would ordinarily have the power to act as such or the acts are incidental to authorized transactions and the third party reasonably believes the agent is authorized to do so and does not know that matters stand differently in this case (§161).
iv) Ratification – when the principal indicates acceptance of agent’s acts which were not originally authorized (§82).

v) Estoppel – equitable remedy which binds a principal when (a) a third party reasonably relied upon (made a “detrimental change in position” because of) an act that the third party believed to be on the alleged principal’s account and (b) the principal either caused such belief or failed to rectify the belief when he had knowledge and an opportunity to do so (RST(3d)-Agency §2.05).
vi) Tests:

(1) Did the agent reasonably believe he was granted the authority, based upon the principal’s words or actions?  ( Actual authority (RST(2d)-Agency §26).

(2) Could the authority be reasonably inferred because the acts are ordinarily done in connection with facilitating the authorized act(s)? ( Incidental authority (§35).

(3) Would a reasonable third party have inferred the authority, based upon the principal’s words or actions?  ( Apparent authority (§27).

(4) Even though contrary to the principal’s directions to the agent,

(a) was the authority ordinary in such businesses and on the undisclosed principal’s account, or

(b) was the authority ordinary or incidental to transactions authorized by a disclosed or partially-disclosed principal and the third party reasonably believed the agent had the authority? ( Inherent power (§195 or §161).

(5) Although the acts were not originally authorized, did the principal subsequently ratify the acts?  ( Authority by Ratification (§82).

(6) Did someone reasonably rely upon an act believed to be on the principal’s account, and the principal caused or failed to correct the belief when he could have?  A court may reach an equitable solution by estoppel (RST(3d)-Agency §2.05).
f) Agency Termination

i) mandatory that agency relationships can be terminated at any point (even despite a contracted term length) 

ii) but you can get damages if there is a termination at odds with the contract length – 

iii) no equitable relief of specific performance (b/c specific performance of unwilling service is unlikely to be efficacious).
g) Cases:
i) An implied agency relationship can be created when a creditor has significant control over debtor.  Jenson Farms Co. v. Cargill, Inc. TA \l "Jenson Farms Co. v. Cargill, Inc." \s "Jenson Farms Co. v. Cargill, Inc." \c 1 , p18:
(1) H: Cargill was liable as a principal for contracts made by Warren with the plaintiffs.

(2) Reasoning: 

(a) Cargill manifested assent by directing Warren to implement specific recommendations and setting restrictions on Warren’s operations, and Warren voluntarily complied with Cargill’s direction.
(b) Cargill’s control was also held out to third parties b/c of Warren’s line of credit with Cargill’s name attached to it, although the court did not find apparent authority.
(3) Notes:

(a) Since Warren was a fraud and became judgment-proof by bankruptcy. The court then had to decide whom to put the consequences upon – Cargill or the farmers.  Since Cargill was monitoring the company so closely, it had the better opportunity than the farmers to discover Warren’s fraud.

(b) The doctrine of “lender liability,” where a financier becomes liable by overseeing a company’s operations to a greater extent than usual, is not used very often.

ii) Apparent authority: The principal’s actions are key, regardless of the alleged agent’s actions or reliance upon them.  White v. Thomas TA \l "White v. Thomas" \s "White v. Thomas" \c 1 , p22.
(1) Facts: White authorized Simpson to buy a property at auction for up to $250K.  She inadvertently bid above that and decided to sell a portion of the property to another bidder.  After returning from vacation, White ratified the purchase of the full property but not the sale of a portion.  The intended buyers of the portion sued for specific performance.  The lower court held that White ratified Simpson’s acts, both the buying and the selling.  The appeals court disagreed, and held that White only ratified the purchase.
(2) Holding:  The agent did not have apparent authority to make a sale because the third party did not reasonably believe that the principal had authorized the sale.

(3) Reasoning:

(a) Since the principal’s (White’s) actions did not reasonably infer the agent’s (Simpson’s) authority to sell, she had no apparent authority.

(4) Notes:  Pr did not ratify A’s sale even though he ratified the purchase.  

iii) Inherent authority: Gallant Ins. Co. v. Isaac TA \l "Gallant Ins. Co. v. Isaac" \s "Gallant Ins. Co. v. Isaac" \c 1 , p26:
(1) Facts: Isaac bought a new car and called her insurance agent on Friday to update her policy, which was due to expire the next day.  The agent told her to come in on Monday to pay for the renewed policy.  Isaac was in a car wreck, and Gallant Insurance Co. claimed that Isaac was not covered during the period between when her policy lapsed and when she paid on Monday.  Gallant sought declaratory judgment, but the court found for Isaac (P).  Affirmed.

(2) Holding: Thompson-Harris (the agent) acted under inherent authority as Gallant’s agent.

(3) Reasoning:

(a) The agent conducted an act which usually accompanies or is incidental to insurance transactions that it was authorized to conduct and
(b) the third party lacked notice that the agent did not have authority to act as such (“to verbally bind coverage”).

(4) Notes:  “If Gallant or its producing agent informed insured individuals or potential clients that Thompson-Harris could not verbally bind coverage, or if Thompson-Harris was required to give such notice, Gallant would have satisfied the notice requirement [and T-H would not have been granted inherent power].”

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

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

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

iv) Humble Oil & Refining Co. v. Martin TA \l "Humble Oil & Refining Co. v. Martin" \s "Humble Oil & Refining Co. v. Martin" \c 1 , p30
(1) Woman left car at a gas station and it rolled back and injured a family.  Who is liable?  Was the gas station operator (Schneider) an independent contractor or employee?  What about the station owner (Humble)?
(2) Owner was liable as principal.  Sufficiently controlled Schneider.  
(a) Paid 75% of operating expenses

(b) Had title to the property

(c) Gets residual of the enterprise

v) Hoover v. Sun Oil Co., p32: TA \l "Hoover v. Sun Oil Co." \s "Hoover v. Sun Oil Co." \c 1 
(1) Fire injuring someone while car is being filled at station.  Sues operator of the station and refiner.  Is Sun Oil liable?

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

(a) Rented space on an annual lease

(b) Rented Sun Oil equipment

(3) Note:  Del. judges are more likely to reach a hard result (one that doesn’t seem as “fair”) as a result of legal formalism
i) Fiduciary Responsibility

i) Duty to exercise good faith in the management of another’s property under your control

(1) Duty of obedience (act consistently with the legal documents creating one’s authority)

(2) Duty of loyalty

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

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

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

ii) Duty of care

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

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

iv) Different types of fiduciary relationships (partnerships, corporations, trusts, agency) differ in duration and monitoring capacity
v) Tarnowski v. Resop TA \l "Tarnowski v. Resop" \s "Tarnowski v. Resop" \c 1 , p36
(1) Plaintiff wanted to get into a coin-operated machine business and asked agent to look into the business.  Agent looks into it and reports back.  The plaintiff buys the business on the recommendation of the agent and it turns out to be a terrible business and not as the agent described.  Plaintiff sues to break the contract and get his money back.  He also sues the agent for damages. Can the plaintiff get damages from the agent in addition to money from the seller based on breach of contract?

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

vi) In re Gleeson TA \l "In re Gleeson" \s "In re Gleeson" \c 1 , p38 (even though fair dealing, not full disclosure( invalid transaction)
(1) Mary Gleeson leases land to a friend and his partner.  When the lease is almost expired she dies and leaves the estate in trust to her kids.  Friend is made executor/trustee of the trust and he leases the land himself for the year right after she died and the following year leases to someone else for the same price he was paying.  Was his leasing of the land the first year after Gleeson’s death wrong? Breach of fiduciary responsibility? 

(2) He should have either decided to lease the land or to pass on the trustee relationship to someone else.  This is self-dealing. (but it may not have been efficient to do anything else!  And it requires going against the trust)
III. Partnerships
a) Advantages of the Partnership Model
i) Agency is limited with regard to gathering capital.  Partnership allows partners to contribute equity to a firm to allow it to grow.

ii) Opportunity to create strategic partnerships by specialization of roles
iii) Changes incentive structures – make people partners so they will work efficiently and in the company’s best interests
iv) Pass-through taxation (profits only taxed once, not twice, as with corporations, although the IRS now employs corporation taxation rules for most entities with some publicly traded equity).

b) Default Laws

i) Uniform Partnership Act (UPA) – adopted in all 50 states

ii) Revised Uniform Partnership Act (RUPA) – adopted in NY and Cal.

iii) Unless contracted around, default rules are mandatory: Dreifuerst v. Dreifuerst TA \l "Dreifuerst v. Dreifuerst" \s "Dreifuerst v. Dreifuerst" \c 1 , p69:

(1) Facts: Brothers had a partnership without formal articles, and they agreed to dissolve the partnership.  The trial court ordered for the in-kind (physical) distribution of the assets, even though the default rule (UPA § 38) requires liquidation and cash distribution.

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

(3) Notes:  The trial judge probably made an equitable decision.

iv) Example of contracting around the default rules to avoid automatic dissolution upon a partner’s withdrawal:  Adams v. Jarvis TA \l "Adams v. Jarvis" \s "Adams v. Jarvis" \c 1 , p65:

(1) Holding: Even though UPA § 38 would dissolve the partnership and institute a winding up of the partnership, the court allowed the agreement to create an exception. [RUPA incorporated this decision to allow “disassociate” w/o dissolution.]

(2) Reasoning:  UPA § 38(1) applies only “unless otherwise agreed.”

(3) Notes:

(a) Why would a partner sign an agreement that leaves assets?  Because whoever remains in the partnership will be the one who oversees the collection process, and each partner has a 2 out of 3 chance of being a remaining partner.

(b) The district court, technically, followed the letter of the law, according to Allen; the phrase “unless otherwise agreed” does not seem to allow parties to create their own winding up procedure.  The Supreme Court made more of an equitable decision.

(c) As the law of disassociation evolved, partnerships became more stable through express agreements.

c) Partnership Property (“tenancy in partnership”)
i) Owned and managed by the partnership – not the individual partners. UPA § 8.
(1) Individual partners cannot use partnership property to satisfy personal debts, except for their share of profits, to which personal creditors can attach an interest.  See UPA §§ 25-26; RUPA §§ 501-04.
(2) Partnership property cannot be possessed or assigned by individual partner, inherited by heirs, or attached and executed upon by personal creditors.  § 25(2); RUPA §§ 501-04.

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

(1) New partner (joins after the incident leading to partnership liability) is jointly and severally liable, but only to the extent that his property in the partnership may be taken.  § 17.
(2) If the liability is due to one partner’s recklessness, the jointly and severally liable partners can sue for breach of duty of care to recover their losses

d) Elements
i) association of two or more persons to be co-owners of a business for profit, RUPA § 202,
regardless of the intent of the persons (subjective belief that a partnership exists is not necessary).  § 202; Vohland v. Sweet TA \l "Vohland v. Sweet" \s "Vohland v. Sweet" \c 1 , p52:

(a) Facts: Sweet managed some aspects of the business (plant nursery) and received 20% net profits as a salary.

(b) Issues:  Was Sweet working on commission or in a partnership?  Can he force the business to dissolve and take 20% of the value of the property?

(c) Holding: The trier of fact could find a partnership was created by an intent to share profits.

(d) Reasoning:  Vohland conceded that a portion of the profits had been used to pay for capital improvements (increased inventory).  Thus, Sweet was receiving a portion of net profits and was probably a partner, rather than merely a commissioned employee.  (UPA §7(4) – receipt of a share of the profits is prima facie evidence that one is a partner in the business).
(e) Notes: Because Sweet did not exercise much control over Vohland, Sweet would probably not be liable for Vohland’s acts (say if Vohland drove a company truck and injured a child), which indicates problems with the court’s reasoning in this case, even though the court reached a sensible result in regard to the plaintiff.
e) Identifying a Partnership

i) Joint property, tenancy in common, etc. ( not necessarily a partnership.  (c)(1); UPA § 7(2).
ii) Sharing gross proceeds ( not necessarily a partnership.  (c)(2); UPA § 7(3).
iii) sharing the profits  ( presumably a partnership, (c)(3); 7(4); Vohland, unless profits were
(1) payment for debt;
(2) for wages or compensation;

(3) for rent;

(4) for retirement, health benefit, etc. to beneficiary of retired/deceased partner;

(5) for loan interest; or

(6) for sale of goodwill of business or other property by installments.
f) Mandatory terms of a partnership – RUPA § 103(b) 

(for different UPA terms, see UPA § 18):
(1) (Partnership agreement may not vary the rights and duties under § 105 re: filing of statements, except to eliminate the duty to provide copies of statements to all the partners.)

(2) Agreement may not unreasonably restrict the right of books and access under § 403(b).
(3) Agreement can provide or partners can ratify constraints on duty of loyalty under §§ 404(b) or 603(b)(3) (re: winding up) if constraints are not manifestly unreasonable.

E.g. Meinhard v. Salmon TA \l "Meinhard v. Salmon" \s "Meinhard v. Salmon" \c 1 , p47 (finding Salmon’s taking advantage of the partnership without giving the partnership—i.e., his partner, Meinhard—an opportunity to have a stake in the new deal was unreasonable and invalid).

(i) Facts: Meinhard and Salmon were partners on a lease.  S agreed independently to a subsequent contract w/ a new partner w/o telling M.  M sued to obtain co-ownership in the new lease.  J for P for 25% stake.  Enlarged to 50% upon appeal.

(ii) Disposition: Affirmed, but Meinhard’s stake reduced to 49% so that Salmon would maintain a 51% controlling share (assuming Meinhard will make the requisite investment).

(iii) Holding: An opportunity that comes to a managing partner because he is a managing partner must be disclosed to any silent partner to give the non-managing partner an opportunity to participate.

(iv) Reasoning:

1. “Joint venturers, like copartners, owe to one another, while the enterprise continues, the duty of the finest loyalty.”

2. Salmon took advantage of his role as the managing partner to exclude the silent partner from the deal.  “Salmon had put himself in a position in which thought of self was to be renounced...”

(v) Notes:

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

2. Meinhard obtained all the benefits of his contract, and the new lease was not a renewal.  Didn’t the deal come to Salmon b/c he was a well-known real estate mogul?  Factual question.
3. Because courts created the fiduciary duty, it is relatively vague.  Thus, investors prefer to contract around it.  However, the doctrine of good faith and fair dealing reintroduces the possibility that a court will hold a person liable for actions regardless of contractual limitations on liability.
(4) Agreement may not unreasonably reduce the duty of care under §§ 403(c) or 603(b)(3).

(5) Agreement may not eliminate the obligation of good faith and fair dealing under § 404(d), but it may reasonably define the standards.
(6) – (9) See Supp.

(10) Agreement may not restrict the rights of third parties under this Act.
(7) Admit new partners unanimously

(8) (Fundamental changes require unanimity, whereas non-fundamental changes can be made by majority vote).

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

g) Dissolution or Winding Up (p63)
i) Originally any time a partner died/quit the partnership had to dissolve (See UPA § 29.)
(1) (although courts allowed partnership agreements to contract around this rule.  Adams v. Jarvis.)

(2) RUPA creates an option for disassociation which allows a partner to leave while the partnership remains intact (RUPA §§ 601, 701, & 703).
(a) This change allows the partnership form to be more stable and less costly.

(3) ABA Recommendation (p72n2):  Allow a majority of at-will partners to continue the business w/o winding up, provided that they repurchase the disassociating partner’s interest at fair value as of the date of disassociation.  See also RUPA § 701.

(4) Any dissolution must be exercised in good faith.  See Page v. Page (below).
ii) Distribution of assets – UPA § 38 requires a liquidation and proportional distribution of proceeds upon dissolution, unless otherwise agreed to (by the initial or subsequent agreement).
iii) Creditor rights to property
(1) When Partnership & Partner in bankruptcy:
(a) Common law & UPA rule (“jingle rule,” p59): Partnership creditors get priority in all partnership assets and individual creditors get priority in personal assets.
(b) Current rule, per RUPA & Bankruptcy Code (11 USC § 723): Partnership creditors still have priority in partnership assets BUT they are treated in parity with personal creditors for personal assets.
(2) Homestead exemption allows people to keep their homes
(3) Limited Liability modifications (see below) restrict partnership creditors from reaching personal assets.

iv) Term of Partnership
(1) No specified term, unless evidence indicates otherwise.  Page v. Page TA \l "Page v. Page" \s "Page v. Page" \c 1 , p73

(a) Facts: Partners had a linen supply business, and the lending partner tried to withdraw when the business started doing well.  D argued that, despite the lack of a written agreement, the partnership was not at-will but was for a term until “such reasonable time as is necessary” to recoup the investment, based upon past dealings.

(b) Holding:  The partner had a right to terminate the partnership at will.

(c) Reasoning:  No evidence indicated that the partnership agreement was for a given term (an implied term) or that the withdraw was made in bad faith.  Furthermore, the non-withdrawing partner is protected by the withdrawing partner’s fiduciary duty to him.
(2) If capital contribution = implied loan to be repaid by partnership profits ( term = reasonable time to repay the loan.  Owen v. Cohen (p74).
h) Limited Liability Partnerships (p75)

i) Limited liability = partnership creditors can rely only upon partnership assets, not personal assets.

ii) Limited Partnerships (LPs):
(1) at least one general partner with unlimited liability

(2) governed by Uniform Limited Partnership Act or Revised ULPA

(3) Limited partners do not participate in control, except for major decisions.

(a) Control test:  Historically, if limited partner exercises control like GP ( de facto GP & unlimited liability (at least to 3dPs who reasonably believe LP is GP, per RULPA § 303).

(i) Policy:  If control ( ability to harm creditors.

(b) In 2001, the ULPA § 303 eliminated the control test (p77).
(4) Initially pass-through taxation, but the IRS has changed this for entities with publicly-traded equity.
(5) Policy:  Limiting liability makes contracting cheaper – creditors know what the assets of the partnership are and contract based on that.

iii) Limited Liability Partnerships (LLPs):
(1) Partners - unlimited liability in some circumstances, limited liability in others (e.g., tort or contract judgments against a partner)

(a) Some state statutes require minimum insurance coverage.

(2) Policy:  Useful professionals should have protection against unlimited liability in order to incentivize more people to engage in such services.

iv) Limited Liability Corporations (LLCs):

(1) Various state statutes, generally more flexible than corporate statutes 

(2) Advantages:

(a) Members (investors) have limited liability, 
(b) even when they exercise control,
(c) pass-through taxation (now elective—“check the box”),

(d) free transferability of ownership interests, and

(e) continuity of entity life.
(3) Drawbacks:

(a) Uncertainty re: court treatment of authority, creditors’ rights, fiduciary duties, & dissolution (partnership principles or close corporation principles?)

(i) Even in Del., where the LP Act and LLC Act allow the restriction and elimination of fiduciary duties, they do not allow the elimination of the implied contractual covenant of good faith and fair dealing.
(b) IPOs trigger corporate taxation, even for LLCs.
i) Liability
i) Vicarious liability for other partners’ acts (all partners are principals). UPA §§ 9; 13; RUPA § 305.
(1) for apparently carrying on in the usual way of business, unless 3dP knows of lack of actual authority; or
      (general partners may only limit activities w/in the scope of the business by majority, Nabisco)
(2) for an act that is not apparently in the usual way of business but is authorized by the other partners.

(3) Unless authorized by the other partners or the other partners have abandoned the business, less than all the partners cannot

(a) assign the partnership property in trust for creditors or on the assignee’s promise to pay the partnership debts,

(b) dispose of the good-will of the business,

(c) do any other act which would make it impossible to carry on the ordinary business of a partnership,

(d) confess a judgment, or

(e) submit a partnership claim or liability to arbitration or reference.

(4) Partner goes against restriction on authority + 3dP has knowledge of restriction ( no vicarious L.
ii) Violation of fiduciary duty (all partners are agents)
(1) E.g., Meinhard v. Salmon.
iii) Violation of RUPA § 103 non-waivable requirements
iv) Damages - Joint and Several
j) Case: National Biscuit Co [Nabisco] v. Stroud TA \l "National Biscuit Co [Nabisco] v. Stroud" \s "Nabisco" \c 1 , p61:  

i) Stroud’s partner bound Stroud for bread delivered by Nabisco to the partnership’s store even though Stroud had disavowed responsibility prior to delivery.

ii) Notes: If the court had allowed the partner to “dissolve” the partnership with respect to one creditor only, this would make the partnership form under UPA even more fragile than it already is.
IV. The Corporate Form

a)                      Advantageous Features
      vs. 

Partnerships

	legal personality w/ indefinite life
	terminable at will of partner

	limited liability for investors
	potential personal liability for partners

	free transferability of shares
	non-transferability/illiquidity of equity

	centralized management/specialization
	cumbersome shared management

	management appointed by investors
	


i) Complementariness of corporate elements

(1) Segregation of assets (limited personal liability + entity with its own assets) ( 

(a) personal assets can be diversified to hedge against risk (
(i) risk-averse investors
 more likely to invest ( larger pool of capital
(particularly for risky ventures that have a positive net value).

(b) personal assets of other investors is irrelevant (
(i) increased transferability of ownership interest (share) ( 
1. development of large capital market ( larger pool of capital
2. increased incentive for managers to act efficiently
(ii) investors do not need to worry about other investors’ finances ( less cost to investigate the value of share ( larger pool of capital
(c) creditors can more easily determine financial situation ( cheaper borrowing costs

(2) Specialized management ( less monitoring costs for investors ( larger pool of capital.
b) Potential Problems

i) Agency Costs:  Investors are not managers, and the actual managers may have incentives not aligned with investors’ best interest.

ii) Collective Action Problem:  Investors, as rational actors, do not have much incentive to invest time in monitoring their relatively small investment in an individual corporation.

c) Potential Solutions

i) Voting out bad directors (assumes to some extent an efficient capital market)
ii) Selling shares

iii) Enforcing fiduciary responsibilities, as identified by the courts.
(1) E.g., duty to abide by formalities of board meetings.  See, e.g., Fogel v. Energy Systems, Inc. TA \l "Fogel v. Energy Systems, Inc." \s "Fogel" \c 1 , p107 (decision to fire CEO not upheld b/c he was not present at the meeting); Jennings v. Pittsburgh Mercantile Co. TA \l "Jennings v. Pittsburgh Mercantile Co." \s "Jennings v. Pittsburgh Mercantile Co." \c 1 , p110 (holding that VP did not have apparent authority to authorize a sale/leaseback of assets, even though he had general authority).

d) Creating a corporation 
i) Draft articles of incorporation (aka “charter”) –includes capital structure, board of directors, voting requirements, and potentially other terms.

(1) (Changes will require Board proposal and shareholder approval.)
ii) Elect Board of Directors and adopt bylaws (operating rules, per DGCL § 109(b))
(1) Changes can be made by shareholders; also by the Board, if such power was conferred by the charter (DGCL §109).
iii) Some corporations may have Shareholder Agreements, which typically restrict transferability of shares, payment of dividends, and officer employment.

iv) Board appoints officers.

e) Functioning of a Corporation

i) DGCL §141 provides broad power to the Board, whereby the Board controls management personnel, strategy, and compensation.

ii) What happens if a conflict occurs between the broad power of §141 and the bylaws (power granted by §109)?

iii) Shareholders can exercise power by 

(1) voting (e.g. voting “no” as a vote of no confidence in a CEO), 
(2) selling shares (tender offer), 
(3) or suing (for breach of fiduciary duty).
iv) Broad managerial power:  Managers are not necessarily agents to shareholders and can apply their own sense of good judgment, even if it goes against a majority of shareholders (in this case, because a super-majority vote was required to force the Board to sell all the assets).  Automatic Self-Cleansing Filter Syndicate Co., Ltd. v. Cunninghame TA \l "Automatic Self-Cleansing Filter Syndicate Co., Ltd. v. Cunninghame" \s "Automatic Self-Cleansing Filter Syndicate Co., Ltd. v. Cunninghame" \c 1 , p103.

(1) Facts:  A majority of shareholders voted in favor of selling assets, although the necessary ¾ majority was not obtained.  Nevertheless, the majority shareholder (plaintiff) sought to order the Board to proceed with the sale.  The order was denied.  Affirmed.

(2) Notes:

(a) How do we know who the principal is in a corporation?  Is a majority or super-majority of the shareholders a principal?

(b) Another case:  Time and Warner had signed a merger agreement.  The shareholders clearly preferred an offer by Paramount to buy Time, but the Directors preferred the Time-Warner deal.  A court held that the Board’s role is not under an obligation to defer to the “town-hall meeting” of shareholders.
(c) DGCL § 271(b) allows a Board to abandon a sale or lease w/o further shareholder approval.
V. Debt, Equity, and Economic Value (p115)
a) Financing a corporation – Securities
i) Debt (bonds and loans)
(1) Advantage to investors – Less risk than equity investment due to

(a) definite periodic payments,
(b) priority payment over equity investors if corporation is in default,
(c) and, sometimes, restrictive covenants.

(2) Advantage to the corporation

(a) Interest payments are a tax-deductible cost of business—effectively halving the cost of interest payments due to the government’s “subsidy” of debt financing.

(3) Corporation’s responsibilities:

(a) Make determined interest payments.

(i) (which are tax deductible as a cost of business– i.e., gov’t subsidy of debt financing).
(b) Repay face value at maturity.
(c) Abide by any restrictive covenants—e.g. maintain a certain income/debt ratio.  If default on covenant ( lender can potentially accelerate loan repayment.

(d) If default ( lender can force the corporation into bankruptcy, which CEOs typically want to avoid to keep their job.
(4) Cost of debt = interest rate for new debt

(5) Recorded as “stated capital” (along w/ equity) + “capital surplus” (surplus over par value)

ii) Equity

(1) Common stock

(a) residual cash flow rights

(b) residual control rights

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

(d) unlike debt, no maturity and no right to periodic return (dividends)

(2) preferred stock

(a) preference against common stock rights

(b) claim to residual before common stock

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

(d) dividend only paid when the Board declares it

(e) typically only vote if dividend is in default (not current) or as a class for certain transactions.

(3) Cost of equity = expected return, based upon capital asset pricing model (CAPM), which correlates increased risk to increased cost.

(4) Recorded as “stated capital” (w/ debt) + accumulated retained earnings (or earned surplus)

iii) Convertible debt (debt that turns into equity)
iv) Warrants to buy stock

b) Valuation of Capital

i) Value = Expected Return discounted to Present Value, accounting for a Risk Premium
ii) Expected Return Value

(1) Weighted average of the value of the investments

(2) E.g., if ROI is 10% likely to be $5 and 90% likely to be $1, EV = 10%($5) + 90%($1) = $.05 + $.90 = $0.95.

(3) For equity/stock, the expected return depends upon expected dividends and expected capital appreciation.

iii) Time value of money
(1) Present value = FV/(1+discount rate)

(a) PV – inversely related to d.r.:  higher discount rate (i.e., interest rate) ( lower PV
(2) Net Present Value = PV of investment – PV of return on investment

iv) Risk 
(1) Risk Premium – compensation for the intrinsic unpleasantness of unexpected returns

(2) Systematic risk

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

(b) Part of the system – cannot be avoided by diversification
(3) Idiosyncratic risk

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

(b) Can limit this by diversifying your portfolio – some high risk and some low risk

(4) BETA represents the degree of systematic, nondiversifiable risk of a particular investment in proportion to the systematic risk of a diversified portfolio.
(a) More volatile stock price ( higher BETA.

v) Crude method of estimating equity cost:  1.08% * before-tax cost of debt.

c) Efficient Capital Market Hypothesis (ECMH)
i) The market price for a share represents the aggregate best estimates of the best-informed traders about a company’s value, based upon a judgment of management’s performance and a likelihood of future cash flow.
(1) Strong form:  All information will be assimilated into the market price.

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

(3) Weak form:  Historical market prices are not a guide to the future prices.

d) Discounted Cash Flow method of evaluating a company
i) Generally used by courts to determine value 

ii) Evaluates a company by projecting its value over time.  Method:
(1) Estimate all future cash flows (typically 5 years out)

(a) EBIT:  net gross income + taxes + interest (or revenue – expenses) or EBITDA
(2)  Discount cash flows by an individualized discount rate
(a) determined by a weighted-average cost of capital (WACC) based upon debt/equity costs.

iii) Established by Weinberger (below) as the default mechanism for valuing a firm’s assets.
e) Optimal capital structure

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

(1) Modigliani Hypothesis claims that the debt/equity ratio does not affect the total market value of a firm (in an efficient capital market with no tax distortions)
(2) Now economists think it does matter because of bankruptcy transactions costs, debt is tax deductible, and influence on agency behavior 

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

iii) Board prefers equity b/c it 

iv) Shareholders prefer a lower debt/equity ratio to avoid possibility of bankruptcy and loss of investment.

f) Capital Account structure (p136)

i) Stated capital (initial value of capital) – determined by “par value” (face value) of share.  

(1) [Historically, a share could not be sold for less than its par value, since doing so would be defrauding creditors.  Sophisticated creditors looked beyond the par value, though, and most shares don’t have a par value anymore.]
ii) Capital surplus – increase in value after issuance of stock
iii) Accumulated retained earnings (aka “earned surplus”) – amounts that a profitable corporation has earned but not distributed to shareholders.
iv) “Revaluation Surplus”

(1) Under Delaware law (DGCL §154, Supp p186), directors can revalue assets, which results in an excess that can be used to pay dividends.

(2) Due to the risk of manipulation, directors are held personally-liable (under DGCL §174, Supp p195) for paying out dividends that should not have been paid out based upon over-evaluation of surplus.  Creditors can also “take back” the money that was inappropriately paid out.
VI. Creditor Protection

a) Background

i) Necessary because debtors may misrepresent their incomes or assets or their ability to pay can change after money has been lent.

ii) Requires special rules most likely b/c the corporate feature of limited liability “greatly exacerbates the traditional problems of debtor-creditor relationship

b) Forms of protection
i) Contract terms – disclosure requirements, covenants (e.g. early warning mechanisms), and security terms (e.g. securing debt with personal liability)—(expensive for small businesses)
ii) Default rules (e.g. law of fraud)

iii) Equitable remedies (e.g., piercing the corporate veil, equitable subordination)

iv) SEC-mandated disclosures required for public corporations
v) Dividend limitations (provided by some state laws, e.g., DGCL § 170-“nimble dividend” test)
(1) protect against funneling of cash away from stated capital (initial investment).
(2) generally prevent paying dividends out of stated capital; rather, they must be paid out of capital surplus, earned surplus, or reevaluation surplus.
(3) cannot pay dividends that would result in insolvency or that would violate the Uniform Fraudulent Transfer Act (see below).

vi) Minimum capitalization (This essentially does not exist in the U.S.  It would really just provide protection at the beginning of an incorporation, anyway.  This is addressed through full disclosure requirements.)

vii) Insurance for creditors
viii) Liability for violations of standard-based duties
(1) Director Liability (p141)

(a) If a company is in the “cone of insolvency,” directors should consider the effect on the corporation as a whole (and not just to the holders of equity or any particular interested party) regarding business decisions. Credit Lyonnais Bank Nederland v. Pathe Comms. Corp. TA \l "Credit Lyonnais Bank Nederland v. Pathe Comms. Corp." \s "Credit Lyonnais Bank Nederland v. Pathe Comms. Corp." \c 1 , (Del. Ch. 1991), p141-42 n10.
(b) Although creditors cannot assert a direct claim but must assert a derivative claim.  N. Am. Catholic Educational Programming Fdtn., Inc. v. Gheewalla TA \l "N. Am. Catholic Educational Programming Fdtn., Inc. v. Gheewalla" \s "N. Am. Catholic Educational Programming Fdtn., Inc. v. Gheewalla" \c 1 , (Del. 2007), p143.
(2) Fraudulent Conveyance restriction 

(a) most important remedy—invalidates fraudulent transfers
(b) defined in Uniform Fraudulent Conveyance/Transfer Act (p143 & Supp p393)
(i) insolvency = debts > assets at fair valuation  or not paying debts

(assets excludes property transferred in violation of the Act)

(c) Fraudulent Transfer re: Present or Future Creditors =

(1) Transfer w/ intent to hinder, delay, or defraud creditor or
(2) Inadequate consideration 
+ (i) transferor left w/unreasonably small capital (or insolvent) or
+ (ii) transferor intended to or should have believed (i) would occur.  UFTA § 4.
(d) Fraudulent Transfer re: Present Creditors only =

(i) Transfer w/ inadequate consideration + transferor was insolvent or became insolvent from the transfer or
(ii) Transfer made to insider for an antecedent debt + transferor was insolvent + insider had reasonable cause to believe debtor was insolvent.  UFTA § 5. 

(e) Notes:

(i) For a sale of assets, creditors will claim the transferor received below market value, but debtor will claim it was a forced sale (to receive cash to pay debts), so received less than market.
(ii) If it’s an arms-length sale (not to an insider) and below market price, transferor has a stronger argument.
(3) Equitable subordination (p145)
(a) “[C]laims of controlling shareholders will be deferred or subordinated to outside creditors where a corporation in bankruptcy has not been adequately or honestly capitalized, or has been managed to the prejudice of creditors, or where to do otherwise would be unfair to creditors.”  Costello v. Fazio TA \l "Costello v. Fazio" \s "Costello v. Fazio" \c 1 , p145:
(i) Facts:  Fazio and two others had a partnership which they had contributed capital to.  When business was waning, they decided to incorporate, and exchanged most of their capital for loans.  The corporation entered bankruptcy, and the trustee challenged the capital/loan transaction.  The bankruptcy referee found that the transaction was in good faith.
(ii) Holding:  Although the directors had become secured creditors, their status was subordinated to the same as unsecured creditors b/c the directors had taken advantage of their fiduciary position and unfairly withdrew capital in exchange for loans.  

(iii) Notes:  
1. “Undercapatilization” is a murky concept.  It depends upon the business cycle.  If the law does not require minimum capitalization and creditors can insist on disclosure, how is it unfair for a company to have minimal capital?  Perhaps it is in consideration of creditors who are either unsophisticated or should not be expected to investigate capital on a small deal.
2. P was not a creditor at the time of the reorganization.  Apparently, P was misinformed.
(4) Piercing the corporate veil

(a) Two-prong test to pierce veil: 

(i) unity of interest and ownership between entities (lack of formalities) + 

(ii) fiction of separate corporate existence would sanction a fraud XE "Fraud"  or promote injustice (which requires something less than fraud but something more than just an unsatisfied judgment).  See Sea-Land Services, Inc. v. The Pepper Source TA \l "Sea-Land Services, Inc. v. The Pepper Source" \s "Sea-Land Services, Inc. v. The Pepper Source" \c 1 , p152:

1. Facts:  Mr. Marchese owned many corporations but did not hold annual mtgs, etc.  One of the companies, The Pepper Source, defaulted on a payment to Sea-Land.  Sea-Land sought to pierce PS’ veil to get to Marchese and then to “reverse pierce” the veil to reach assets of Marchese’s other “companies.”
2. Holding:  No formality to the corporations ( first prong is met; remand to determine if second prong is met.
3. Notes: 
a. On remand, the 2nd prong was found to be met due to Marchese’s assurances that the debt would be paid and due evidence of Marchese’s tax fraud.
b. “Reverse piercing” is unfair to creditors of the other companies.  A fairer solution:  Judgment in this case can be attached to Marchese’s stock in the other companies, leading to liquidation of the other companies, which would provide for proper prioritization of claims.
c. If evidence of fraud, P can sue for fraud.
(iii) Possibly a third prong for sophisticated parties, such as lenders:  should creditor have known of under-capitalization? ( assumption of risk, piercing not allowed.  See Kinney Shoe Corp. v. Polan TA \l "Kinney Shoe Corp. v. Polan" \s "Kinney Shoe Corp. v. Polan" \c 1 , p157 (allowed piercing for unpaid rent b/c third prong is permissible, if it even applies for non-lenders, and the lessee failed the first two prongs).
(b) Tort cases
(i) Same two-prong test, even though it seems more unjust since tort victims don’t typically choose their injurer and cannot ex ante contract for protections.  See Walkovszky v. Carlton, p161 (unsuccessful suit to pierce cab corporation veil).

(ii) Policy for limited liability, per Easterbrook and Fischel (p166n5):  If veils were routinely pierced in such cases, “true” single-cab fleets would have lower costs than large fleets, which creates a perverse incentive since larger firms are more apt to have more insurance coverage.  TA \l "Walkovszky v. Carlton" \s "Walkovszky v. Carlton" \c 1 
(iii) For notes on successor liability for tort claims, see p167.

(iv) Other solutions to address torts (p168):

1. direct regulation

2. insurance requirements

3. Prioritize tort claims above creditors, which would incentivize corporations to take adequate safety measures to prevent torts.

VII. Shareholder Suits
a) Class-Action Lawsuits
i) Overcome free-rider problem by allowing multiple parties to pool their claims and pay a relatively large attorney fee.
ii) Less common than derivative suits for shareholders

iii) Risks of Class Action

(1) Lead plaintiff’s interests may be in opposition to or not representative of most of the shareholders’ interests.

(2) Strike suits just intended for settlement (b/c lawyers are the actors most incentivized to act)

iv) Prerequisites (FRCP 23):  

(a) One or more members of a class may sue or be sued as representative parties on behalf of all members only if:

(1) the class is so numerous that joinder of all members is impracticable,

(2) there are questions of law or fact common to the class,

(3) the claims or defenses of the representative parties are typical of the claims or defenses of the class; and

(4) the representative parties will fairly and adequately protect the interests of the class.

(b) A class action may be maintained if Rule 23(a) is satisfied and if:

(1) prosecuting separate actions by or against individual class members would create a risk of:

(A) inconsistent or varying adjudications with respect to individual class members that would establish incompatible standards of conduct for the party opposing the class; or

(B) adjudications with respect to individual class members that, as a practical matter, would be dispositive of the interests of the other members not parties to the individual adjudications [(due to res judicata)] or would substantially impair or impede their ability to protect their interests [“true” class action—e.g., trust and beneficiary case];

(2) the party opposing the class has acted or refused to act on grounds that apply generally to the class, so that final injunctive relief or corresponding declaratory relief is appropriate respecting the class as a whole; or 

(3) the court finds that the questions of law or fact common to the members of the class predominate over any questions affecting only individual members, and that a class action is superior to other available methods for the fair and efficient adjudication of the controversy.  Matters pertinent to such findings....

[* Innovation of this rule:  class actions plaintiffs don’t share all the elements of the claim, but they share a very important feature—e.g., although different facts for car wreck victims, they all have in common a question of common design flaw.  After passage of this rule in the 60s, class actions exploded.  Judges reacted positively b/c the suits allow for small claims to get heard.  After a couple decades, though, judges recognized more of the problematic aspects of these suits.]
b) Derivative Lawsuits
i) Distinguishable from class action which is a claim based on shareholder property rights – rather than a claim on behalf of the company
ii) Attempts to solve the collective action problem by offering attorney’s fees as an incentive for individual shareholders to monitor and enforce the agency relationship with managers/directors.  
(1) However, other agency costs are generated by the structure of derivative suits.  E.g.:
(a) Ps’ attys may initiate “strike suits” – suits w/o merit that are designed simply to extract a settlement by exploiting the nuisance value of litigation and the personal fear of liability on the part of directors.
(i) Courts use the particularity requirement to “smoke out” possibly abusive cases when the claim is not self-dealing b/c non-self-dealing claims (e.g., the directors were dominated, the directors were not careful, etc.) are easy to make.  The “merit-based judgment” that results from this requirement is counter to the usual “notice” pleading requirements.
(b) Corporate defendants may be too eager to settle to avoid the costs of litigation, such as the inconvenience of depositions and the risk of personal liability.
(i) Ps’ attys and corporate Ds may both desire a settlement that releases the directors from personal liability if the directors are still in control of the company.
(c) Perverse incentives generated by atty fee structures
(i) Attorney’s fees
1. default American rule – Unless altered by statute, each side pays its own fees (enables more lawsuits than the English rule).
2. Common fund – equitable innovation that grants the lead plaintiff a portion of the overall reward beyond his individual share (counteracts the risk of bringing a suit and losing w/o obtaining any reward).
a. Common fund rule (old rule, p369):  Was successful litigation maintained for the preservation of a common fund and in the interest of a number of persons who were entitled to the fund?  If so, attys fees may be paid out of the fund.  Fletcher.
b. Substantial benefit rule (new rule, p369):  In the absence of a common fund, did the corporation receive “substantial benefits” from a successful derivative lawsuit?  If so, the plaintiffs’ atty may be awarded fees against the corporation.  Fletcher.
c. Case: Fletcher v. A.J. Industries, Inc. TA \l "Fletcher v. A.J. Industries, Inc." \s "Fletcher" \c 1 , p367:
i. Facts:  Suit was settled w/o financial reward—several claims were deferred for arbitration, and the board was changed in composition.
ii. Issue/Holding:  In the absence of a common fund, did the company receive a “substantial benefit” such that attorneys’ fees should be paid?  Yes.
iii. Notes:  When a settlement is reached w/ non-monetary solutions (a so-called “therapeutic settlement”), the court has to determine if it was beneficial or not.
3. Calculation of fees:
a. Usual hourly rates 
but this would disincentivize high-risk cases. 
b. Contingency fee (whereby attorney only gets paid if he wins but gets a larger percentage, ~25-30%, of the recovery) 
but this might incentivize premature settlement.  Also, courts don’t necessarily honor the contingency arrangements, particularly since a windfall can result (ironically, the largest cases tend to be the easiest ones).
c. Lindy/Lodestare rule:  based upon hours worked and usual hourly rate, adjusted based upon difficulty and risk of case
but this rule discourages early settlement (reduced hours).
d. Auctioning of claim by bid 
but not very successful b/c not preferred by companies; 
also, Ps’ attys can game this system by bidding low but negotiating a settlement with a higher fee;
e. Auctioning by terms (von Walker);
f. Delaware approach looks at all factors, including achievement of case, complexity/difficulty of case, time/effort expended
(d) The Private Securities Litigation Reform Act (PSLRA) of 1995 sought to address some of these problems.  Features:
(i) particularized pleading requirements;
(ii) changes in substantive law;
(iii)  “most adequate plaintiff” rule to encourage more sh control over litigation
iii) Elements of Derivative Suits
(1) Accomplishes the work of two suits
(a) Claim against the party who injured the company
(b) Claim against the directors
 for failing to do their duty and sue for the wrong
(i) Recovery goes to the corporation to protect the creditors
(ii) Shareholders sue because the company is controlled by the people responsible for the wrong
(2) Standing requirements, per FRCP 23.1:  
(a) 1. Was P a shareholder at the time of the complained-of transaction- (b)(2) [contemporaneous ownership rule]?  
(b) 2. Does P remain fairly and adequately representative of the interests of the shareholders—e.g., is P still a sh (continuous ownership rule) w/ no conflicts- (a) (unless there has been a merger – Del. eliminates claim when there is a merger)?
(c) 3. Demand requirement:
(i) Did P make a demand, per FRCP 23.1(b)(3)(A), for Board to take action and give the Board an opportunity to decide whether to take action or not, after which the Board failed to take action [“wrongful refusal of demand”]?
(ii) Or, did does P have a reasonable excuse for not making a demand- (b)(3)(B) [“demand futility”]–e.g., b/c board was responsible for the wrong or could not make a disinterested decision, see Levine, below?

(d) Note: Per Rales, the Board at issue re: independence and due care is the Board in place at the time of the denial or lack of demand.  It could be a different Board than the one who authorized the transaction in dispute.
iv) Policy:  
(1) Business judgment rule (BJR), p375:  Generally, courts will defer to Board decisions regarding business judgments—e.g., whether or to not to pursue action—upon the presumption that Boards exercise due care.
(a) However, if the Board could not have made a disinterested decision (due to a conflict) or did not exercise due care, the BJR may be rebutted.  
(b) What if the Board has since changed (removing the conflict)?  See Zapata, below.
v) Case:  Levine v. Smith TA \l "Levine v. Smith" \s "Levine" \c 1  (Del. 1991), p376:
(1) Aronson-Levine rule:  In order to succeed upon a claim of demand futility, P must 
(a) rebut with well-pleaded facts the threshold presumptions of director disinterest or independence (e.g., by showing that a majority of the directors had a personal financial interest in the transaction not shared by the stockholders or by showing the Board is dominated or greatly influenced by an officer or director who is a proponent of the transaction), or
(b) plead “particularized facts sufficient to create a reasonable doubt that the challenged transaction was the product of a valid exercise of business judgment” (thus, nullifying the application of the business judgment rule –e.g., due to bad faith or gross negligence).  
(2) Facts:  After disagreements between GM’s Board and GM’s largest shareholder, Ross Perot, GM bought Perot’s stock for $743M.  Other shs sued, arguing that the transaction resulted in an improper premium price.
(3) Holding:  Plaintiff’s pleadings failed to meet either prong of the test above.
(4) Notes:
(a) Unclear whether the pleadings established a claim.  Paying a premium to quell a dispute could be a legitimate business judgment, unless the BoD was doing it to avoid others finding out about their incompetence or poor decisions.
(b) Entrenchment cases are difficult b/c the Board’s motivation is ambiguous and could have been good or bad.
vi) Case:  Rales v. Blasband TA \l "Rales v. Blasband" \s "Rales" \c 1 , (Del. 1993), p381:
(1) Facts:  Blasband owned stock in Easco Tools.  When Danaher bought out Easco, Blasband’s shares became Danaher shares.  The Rales brothers controlled and partially-owned both companies.  In 1988, Easco, as a wholly-owned subsidiary of Danaher, offered corporate bonds.  The prospectus stated that the proceeds in government bonds, but the company actually invested in “junk bonds” through Drexel.  P alleged that the Rales brothers invested in Drexel due to their personal relationship with Michael Milken, not out of sound business judgment.
(2) Notes:
(a) Double-derivative suit:  A suit brought against a parent company for actions taken by a subsidiary (theory: sh was injured by subsidiary’s act, which caused injury to parent and, thereby, sh).  
(b) Corrects the flaw in Aronson approach b/c the important decision is the one by the Board in power when the suit is filed.
vii) Universal Demand Rule- ALI Principles of Corporate Governance § 7.03 (Supp p382) and RMBCA § 7.42 (Supp p284)
(1) Shareholder must make a demand and allow the Board to make a decision (ALI allows a very narrow excuse exception)
(2) Then shareholder can sue if the Board does not allow the suit, and the court will decide whether the Board’s judgment should prevail.
(3) Pros and Cons:  This provides courts more information but generates costs.
viii) Universal Non-Demand Rule (Delaware - Spiegel v. Buntrock TA \l "Spiegel v. Buntrock" \s "Spiegel" \c 1 , Del. (1990), p380)
(1) If P made a demand, court presumes that P conceded Board was independent and disinterested.  Thus, P can only succeed under prong (2) of the Aronson-Levine test if the Board denies the demand (which is usually the case).
(2) As a result, Ps don’t usually make presuit demands b/c they want to preserve their right to argue both prongs alternatively.
(3) If the Board has changed since the suit was initiated, is it now capable of exercising its business judgment over the action (due to the removal of conflict)?
(4) Pros and Cons:  Costs are reduced, but courts have less information; if courts can generally gauge a case w/o needing the information, it may not matter much.
ix) Special Litigation Committees (p388)
(1) A special committee of directors who do not have a conflict to investigate the wrong can receive authority from the Board, pursuant to DGCL §141(c), to exercise authority normally reserved for the Board.
(2) Policy considerations:
(a) If a board can do away with the suit by a per se rule of having a special committee, this is open to abuse.
(b) Special committees can generate many costs due the usual reports and courts may be skeptical of them anyway (see In re Oracle, p395).  As a result, SLCs have fallen out of favor.
(3) Judicial Business Judgment approach -- Zapata Corp v Maldonado, TA \l "Zapata Corp v Maldonado" \s "Zapata" \c 1  (Del. 1981), p389
(a) “The corporation should have the burden of proving independence, good faith[,] and a reasonable investigation.” [Allen: Their hearts were in the right place, and their minds were functioning properly.]
(b) Then the court has discretion to apply its own independent business judgment (to protect against abuse, even “subconscious abuse”)
(i) Costs to consider (p389 n.18, p393, & p404):  costs of litigation & indemnification, lost time of key personnel, damage from publicity, (damage to employee morale, adverse effects on relations with suppliers and customers, etc.)
(ii) See Joy v. North TA \l "Joy v. North" \s "Joy v. North" \c 1 , (2d Cir. 1982) (Cardamone, J., dissenting in part), p405, for a critique of judges being required to exercise business judgment.  See Carlton Investments (p409 & below) for Allen’s skeptical view of judicial judgment.
(4) Committee Deference (BJR) Approach -- Auerbach v. Bennett TA \l "Auerbach v. Bennett" \s "Auerbach" \c 1 , (N.Y. 1979), p388
(a) Court considers the independence of the committee and whether the investigation was reasonable
(b) If both are true, then the decision of the special committee stands (no room for court’s judgment)
(5) Independence approach -- Michigan’s laws focus upon ensuring the independence of “Independent Directors.”  Once that is assured, the P has the burden of proving lack of good faith decision or unreasonable investigation by a court-appointed panel or a committee of independent directors.  See Michigan Compiled Law §§ 450.1107 & 495, pp406-07.
x) Are Derivative Suits Beneficial to Shareholders?
(1) Benefits:
(a) Direct benefits:  

(i) monetary compensation to the corporation and shs;

(ii) change in mgt.

(b) Indirect benefits:

(i) deterrent value

(2) Costs:

(a) Direct costs:

(i) legal costs to defend case

(ii) insurance payments are kicked back to the corporation

(b) Indirect costs:

(i) expectation of ex ante compensation for directors and officers due to potential of personal liability

(ii) D&O premiums to compensate for d&o compensation.

c) Settlement
i) Most suits are settled once the complaint is allowed.
ii) Both parties have incentives to settle rather than expose themselves to the risk of trial
(1) Ps’ attys risk losing at trial and receiving no payment
(2) Ds concerned about indemnification, risk of personal liability, and insurance rates increasing if payment is made.
iii) SLC for settlement-Carlton Investments v. TLC Beatrice Int’l Holdings TA \l "Carlton Investments v. TLC Beatrice Int’l Holdings" \s "Carlton Investments" \c 1 , (Del. Ch. 1997), p409:
(1) [Allen]:  Applied Zapata approach.  Very deferential re: Judicial Judgment.
(2) After a year of litigation and investigation by a SLC, the defendant proposed a settlement to the court.  The plaintiff didn’t want to settle, but the defendant wanted to notify the other shareholders and try to get the court to approve the settlement
(3) Shareholders often object to attorney’s fees – they get notice of it in the settlement
VIII. Fiduciary Duties of Directors – Duty of Care
a) The basic duties are:

i) Duty of Obedience (to creation documents)

ii) Duty of Care (or reasonable attention)
iii) Duty of Loyalty – duty to exercise authority in good faith attempt to advance the corporation’s purposes.
b) Who is held to these duties?

i) Board

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

c) Duty of Care
i) Common law rules:
(1) If (i) no financial interest + (ii) fully informed + (iii) good faith ( presumption of care (BJR, per Gagliardi, see below).

(2) Or if (i) disinterested + (ii) liability waiver + (iii) good faith ( No liability/dismiss case, Malpiede v. Townson (p259), although equitable order (e.g., injunction) may be issued.
(3) If the act is knowingly illegal in itself ( BJR does not apply, regardless of due care.  Miller v. AT&T TA \l "Miller v. AT&T" \s "Miller v. AT&T" \c 1 , (3d Cir. 1974), p291:

(a) Facts:  The Democratic National Committee owed $1.5M to AT&T for services provided during the 1968 DN Convention.  P shareholders alleged that this failure to collect involved a breach of the “directors’ duty to exercise diligence in handling the affairs of the corporation.”

(b) Notes:

(i) The company probably didn’t seek payment for the DNC’s debt as a form of seeking goodwill on the part of the politicians.

(ii) The elements of the alleged crime involve “attempt to affect the outcome of the election,” so the claim really probably not be successful.

(iii) This case took place just before Cort v. Ash, which required explicit Congressional authority to find a right to a private cause of action (“private AGs”).  Prior to this Rehnquist court decisions, though, private causes of action were more readily implied.
(iv) See also Metro Communications Corp. BVI v. Advanced Mobilecomm Technologies, Inc. TA \l "Metro Communications Corp. BVI v. Advanced Mobilecomm Technologies, Inc." \s "Metro Communications Corp. BVI v. Advanced Mobilecomm Technologies, Inc." \c 1 , (Del. Ch. 2004), p293n51.
(4) Factors to consider re: “duly informed”
(a) Amount of money involved (the consequences of getting it wrong)

(b) Complexity of the transaction

(c) Timing:  the significance of acting immediately vs delaying

(d) Options/alternatives available

(e) Information known and needed and the cost of getting information

(f) And the novelty of the decision

(5) Example of not fully informed ( BJR does not apply.  Smith v. Van Gorkom (Mrs. Pritzker case) TA \l "Smith v. Van Gorkom" \s "Van Gorkom" \c 1 , (Del. 1985), p255, 533

(a) Facts:  Long-time CEO Jerome Van Gorkom wanted to retire and sell his company, TransUnion.  He met financier Pritzker, who offered a price.  However, the CFO and others wanted to buy the company via a leveraged buyout.  Since the company had been operating under a net operating loss, which could be used as a tax setoff, Pritzker could benefit because he had other companies that had profits that could be offset.  Van Gorkom knew that, for this reason, Pritzker could outbid the CFO et al.  He presented the merger to the board, who approved it.  Plaintiffs claimed a breach of duty of care.  Ds offered the BJR b/c Van Gorkom was not specially interested in the deal (he would get his 4% share of the ownership).

(b) Holding:  The Board was grossly negligent (ill-informed) and could not claim the BJR privilege.

(c) Notes:  

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

(ii) First Del. case to hold directors liable for breach of care for a business decision.  Allen believes this was a response to changes in merges and acquisitions.
(iii) Response was enactment of 102(b)7, allowing waiver of liability (see below).
ii) Oversight/Monitoring Liability
(1) Background:

(a) If failure to monitor proximately causes injury ( breach of duty of care.  Francis v. Un. Jersey Bank TA \l "Francis v. Un. Jersey Bank" \s "Francis v. Un. Jersey Bank" \c 1 , p262.

(i) Facts:  Re-insurance brokerage firm owned by a family (only board members were family members).  Father died and left it to the sons who began taking too much money out of the transactions.  Trustee sued the mother, Mrs. Pritchard, for not paying attention to the sons’ illegal actions and stopping the actions.  She claimed that she was old, didn’t understand the business, and was depressed/drunk.

(ii) Holding:  Liable b/c a director must (i) acquire a rudimentary understanding of a business + (ii) remain informed (e.g., by attending meetings and asking questions) + (iii) maintain familiarity with financial status of the corporation by regularly reviewing financial statements + (iv) object to known illegality and try to convince others or step down.
(iii) Notes:  Jurisdictional split as to whether this standard only applies to sophisticated directors.
(b) Response:  “Red flag” rule – “[D]irectors are entitled to rely on the honesty and integrity of their subordinates until something occurs to put them on [notice] that something is wrong.”  Graham v. Allis-Chalmers Mfg. Co. TA \l "Graham v. Allis-Chalmers Mfg. Co." \s "Graham v. Allis-Chalmers Mfg. Co." \c 1 , (Del. 1963), p268

(i) Facts:  P claimed that non-director employees colluded to fix prices in violation of anti-trust law, and the Board allowed this to happen due to insufficient monitoring.

(ii) Holding:  The Board acted appropriately.

(iii) Notes:

1. In the present day, outside (rather than internal) investigators would be used.

2. This “red flag” rule swings the pendulum of incentives in an extreme direction whereby a director is actually disincentived from monitoring the activities of the corporation (“If I go by the factory, I may see red flags, so I’ll just go to the dinner meetings.”)
(2) Common Law Rules:

(a) (For criminal and fraudulent acts committed by employees), directors are liable for inadequate oversight when “(a) the directors utterly failed to implement any reporting or information system or controls; or (b) having implemented such a system or controls, consciously failed to monitor or oversee its operations thus disabling themselves from being informed of risks or problems requiring their attention.”  Stone v. Ritter, TA \l "Stone v. Ritter" \s "Stone v. Ritter" \c 1  (Del. 2006), p285 (clarifying the Caremark standard).

(i) Directors are liable for damages that arise from a failure to properly monitor or oversee employee misconduct or violations of law.  In re Caremark Int’l Inc. Derivative Litigation TA \l "In re Caremark Int’l Inc. Derivative Litigation" \s "Caremark" \c 1 , (Del. Ch. 1996), p278:

1. Facts:  Gov’t fined Caremark for violating Anti-Referral Payments Law (ARPL) by utilizing a system of kickbacks whereby doctors received referral fees illegally.  Ps alleged breach of duty (to monitor).  Ds claimed the Allis-Chalmers rule (see below) that directors have no affirmative duty unless red flags are raised.  Ps and Ds sought court approval for a settlement.

2. Holding:  Because Caremark had an appropriate monitoring system in place ( not liable.
3. Notes:  High liability standard—lack of good faith established by “a sustained or systematic failure of the board to exercise oversight.”
(b) For business risks allowed in good faith ( No oversight liability.  In re Citigroup Inc. Shareholder Derivative Litigation TA \l "In re Citigroup Inc. Shareholder Derivative Litigation" \s "Citigroup" \c 1 , (Del. Ch. 2009), p285:

(i) Facts:  P shareholders claimed that directors took on too much risk and should have been put on notice by the problems in the financial markets.

(ii) Holding:  No suit b/c no pleading of bad faith.

(iii) Reasoning:  “[A]bsent an allegation of interestedness or disloyalty to the corporation, the business judgment rule prevents a judge or jury from second guessing director decisions if they were the product of a rational process and the directors availed themselves of all material and reasonably available information.”

(iv) Notes:  Banks package loans together and sell interests in the package, thus securitizing the loans.  Interests are divided into relatively low- to high-risk, whereby A-trench investors get priority payment.
(c) Differentiating criminal/fraudulent acts vs. business risks:

(i) Per Allen, if an act is more probable than not to be a violation of law ( liability for intent to violate.
(3) Federal Statutory Obligations 

(a) Sarbanes-Oxley Act § 404 requires CEO and CFO of firms regulated under the SEA of 1934 to certify weaknesses in reporting. (p284).

(b) Auditor must certify the reporting systems as well

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

(d) Various environmental and other statutes impose civil and criminal liability upon directors and officers.

(e) Defense:  Oversight mechanisms can reduce the penalty, based upon the Federal Organizational Sentencing Guidelines.  (pp277-78).

(f) Example:  A director may be liable for falsely reporting financial information, in violation of the SEA and SEC Rules, particularly if he has notice of potential violations.  In the Matter of Michael Marchese TA \l "In the Matter of Michael Marchese" \s "In the Matter of Michael Marchese" \c 1 , p272:

(i) Facts:  Marchese was an outside director of Chancellor.  He was an acquaintance with the controlling shareholder, Adley, whom Marchese generally relied upon.  Auditors informed Adley and Marchese of an improperly reported acquisition date for MRB, a used truck company.  Marchese approved dismissal of the auditors, and Adley provided false documents to the subsequent auditors.  The new auditors approved Adley’s acquisition date, and Marchese made no inquiry into why they had made a different decision than the previous auditors.  He also signed a misleading From 10-KSB.  Upon the end of his term, Marchese did not seek re-election to Chancellor’s board, and he expressed concern re: financial statements to SEC a couple months after leaving the board.

(g) Outcome:  Held in violation of various SEA provisions and SEC regulations.
d) Protections to Directors/Officers

i) Policy:  
Directors are protected so that they have incentives to take risk for the company.  Otherwise, they would receive only a small fraction of the gains from a risky decision (since most directors do not own a large portion of stock in large companies due to inability to afford it or to desire for diversification) but bear the full costs of personal liability; thus, they would be deterred from taking rational risks.

ii) Business Judgment Rule
(1) Irrebutable presumption that when directors/officers act (i) without financial interest (ii) in a duly-informed way and (iii) in good faith ( no liability.
(2) Policy justifications:  

(a) Because an agent who has met (i)-(iii) should not be liable, this rule converts a question of fact (reasonable decision) to a question of law.  
(i) Still not dependable, though.
(b) Turns the question “did D abide by his duty of care” into the question of whether (i)-(iii) was met.

(3) Allows the court to dismiss bad claims at an early stage of the suit
(4) Gagliardi v. Trifoods Int’l Inc. TA \l "Gagliardi v. Trifoods Int’l Inc." \s "Gagliardi" \c 1 , (Del Ch. 1996), p241

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

(b) He brought a claim of mismanagement

(c) Dismissed under the business judgment rule (if courts are always second guessing the directors then they will be very cautious and it will work against shareholders in general)
(5) Kamin v. Am. Express Co. TA \l "Kamin v. Am. Express Co." \s "Kamin v. Am. Express Co." \c 1 , (NY 1976), p250

(a) Facts: Shareholder claimed that the dividends given out by the directors was a waste
 of corporate assets – he thought that they should use the stock being issued out to the shareholders for another purpose.  The directors believed that it would be better for the company to give out the stock than to report a loss 

(b) Holding:  Court allows the directors’ decision to stand

(c) Reasoning:  Per the BJR, where there is a rational process and no conflicting interests, a company’s substantive decision (no matter how stupid) will not be second-guessed by the courts.
iii) Indemnification
(1) Companies indemnify their officers to the full extent possible under the law for reasonable expense incurred in defense of claims and suits.
(2) Example of law enabling indemnity clauses:  DGCL § 145(a) grants corporations the power to indemnify former/present directors “if the person acted in good faith and in a manner the person reasonably believed to be in or not opposed to the best interests of the corporation, and, with respect to any criminal action or proceeding, had no reasonable cause to believe the person's conduct was unlawful.”

(b) ... “except that no indemnification shall be made in respect of any claim, issue or matter as to which such person shall have been adjudged to be liable to the corporation”
(3) DGCL § 145(c) mandates indemnification for expenses (including attorney fees) when the defendant is “successful on the merits” (i.e., not convicted, per Waltuch.)
(4) Waltuch v. Conticommodity Servs., Inc. TA \l "Waltuch v. Conticommodity Servs., Inc." \s "Waltuch v. Conticommodity Servs., Inc." \c 1 , (2d Cir. 1996), p243
(a) He was a silver trader who lost a lot of money and was sued – he sought indemnification for the $2.2M in lawyer’s fees after he settled a suit.  In one of the suits he paid a fine (implying that he did not act in good faith).
(b) Under one section of the law there was a good faith requirement for indemnification. But another section allows indemnification for any claim that concluded with vindication (and vindication can be defined as anything that is not a judgment of liability)

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

(5) Thompson DOJ Memo – was an attempt to pressure companies not to indemnify, but the courts held that it interferes with right to contract
iv) D&O Liability Insurance
(a) By statute–e.g., DGCL § 145(f) & RMBCA § 8.57—corporations are authorized to pay premia on business liability insurance for directors and officers.

(b) Policy:  provides deep pockets to pay costs

(c) Advantages over increased compensation and individual liability coverage (p249):

(i) May be cheaper due to central bargaining agent

(ii) Uniformity eliminates negative signaling that could occur by differential coverage

(iii) Tax write-off as deductible expense

(iv) D&Os might under-invest b/c don’t internalize the cost to shareholders

(v) Disguises additional compensation.
(d) Limited post Enron re: fraudulent inducement and bankruptcy (p249)
v) Charter Waiver of Liability for Directors – authorized by DGCL § 102(b)7

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

(c) Directors protected unless there is deliberate indifference

vi) Reasonable reliance upon experts.  DGCL § 141(e).

IX. Fiduciary Duties – Duty of Loyalty
a) Generally

i) Duty is to shareholders’ long-term welfare.  See, e.g., Dodge v. Ford Motor Co. TA \l "Dodge v. Ford Motor Co." \s "Dodge v. Ford Motor Co." \c 1 , p297 (Note:  The owner explicitly said he was making a donation for the public rather than for his shareholders).

(1) (except duty may be to creditors when the company is near insolvency or is bankrupt, per Credit Lyonnais Bank Nederland)
(2) As long as directors have a reasonable explanation for how a donation connects to a company’s well-being, courts will generally not find it to be a violation.  See, e.g., A.P. Smith Mfg. Co. v. Barlow TA \l "A.P. Smith Mfg. Co. v. Barlow" \s "A.P. Smith Mfg. Co. v. Barlow" \c 1 , p299.
ii) Some states have enacted “Constituency Statutes” which allow Boards to consider other constituencies (e.g., creditors, employees), but the RMBCA does not include such a provision.  See p302 for more info.
iii) Equitable Remedy:  Economic benefits go to the shareholders.

b) Self-Dealing Transactions
i) Self-dealing transaction = person involved in setting the terms of the transaction and effectuating the transaction while on both sides.
ii) Rule:
(1) If P proves self-dealing transaction:
(2) D must prove full disclosure and entire fairness (i.e., fair process and fair price)?  If so ( O.k.  If not ( transaction is voidable.  See Cookies Food Products v. Lakes Warehouse,  TA \l "Cookies Food Products v. Lakes Warehouse" \s "Cookies" \c 1 (Iowa 1988) p315 (finding majority shareholder did not violate his fiduciary duty regarding self-dealing marketing, sale, and compensation agreements).
iii) Disclosure Requirements
(1) Lack of disclosure = unfair ( voidable.  State ex rel. Hayes Oyster Co. v. Keypoint Oyster Co. TA \l "State ex rel. Hayes Oyster Co. v. Keypoint Oyster Co." \s "State ex rel. Hayes Oyster Co. v. Keypoint Oyster Co." \c 1 , (Wash. 1964), p304:

(a) Facts:  Hayes, the CEO, suggests that Coast sell oyster beds to Keypoint to help resolve a cashflow problem.  Before the shareholders voted to approve the transaction, Hayes joined with Engman in investing in Keypoint.  After Hayes left Coast, the new management sued on a theory that Hayes did not disclose his interest in the deal.

(b) Notes:

(i) Delaware law requires shareholder votes only for a sale of all or substantially all (a “big hunk”) of the assets of a company.

(ii) If Hayes can prove the deal was fair, why should we rescind?  Shouldn’t “no harm, no foul” apply?  For one, the judicial determination of fair price is debatable.  Secondly, shareholders or directors are entitled to make a judgment about whether or not to approve a transaction based upon full information, regardless of whether or not it is fair.
(2) What is full disclosure of all material facts?

(a) Must disclose highest price willing to pay?  Some cases say yes, others no.  (p308).

(3) Some federal regulations have independent disclosure requirements.
(a) When the board makes a recommendation re: merger or tender offer to shareholders, the board must disclose a “fair summary” of the substantive work performed by the investment bankers upon whose advice the board made its recommendation.  Pure Resources (below), p509.

iv) Entire Fairness

= fair process and fair price.  Weinberger v. UOP, Inc. TA \l "Weinberger v. UOP, Inc." \s "Weinberger" \c 1 , p486:

(a) Facts:  Involved a cash-out merger of minority shareholders.  They sought a rescission of the merger based upon the absence of entire fairness in the transaction.

(b) Disposition:  Remanded to apply entire fairness test.

(c) Reasoning:

(i) The representative of the shareholders of UOP (CEO Crawford) was influenced greatly by Signal, not really an independent voice for the UOP shs.

(ii) Signal rushed the merger for its own reasons, to the apparent detriment of UOP.
v) Controlling Shareholders

(1) Rule:  Controllers owe the same duties to other shareholders as directors (despite the conflicting policy interest of allowing shareholders to vote their own interests).

(2) Controlling?  Based upon a practical test:

(a) < 50% but exercises control (factual question; e.g., widely-dispersed minority) ( controlling shareholder

(b) > 50% (unless charter specifies higher for board election) ( controlling shareholder

(c) Parent-sub relationship = controller-controllee

(3) Merger via Two-step tender offer ( burden shifts to D to prove entire fairness (even if both steps were negotiated at arms-length).  Cede v. Technicolor TA \l "Cede v. Technicolor" \s "Cede v. Technicolor" \c 1 , p259.

Facts:  Perelman acquired Technicolor via a two-step merger.  P shareholder had dissented from the merger and petitioned for an appraisal remedy.  D contended that the transaction was at arms-length b/c negotiated at the same time as the decision to become a controller.
(4) Fair Process:  Special Independent Committees
(a) Established in accordance with Weinberger “footnote 7” to establish a fair process
(b) Consist of independent directors

(i) Test of independence:  Considering all factors (relationships, financial entanglements, etc.), is each member able to make an objective judgment (good faith, well-informed)?

(c) For tender offer or other merger, if ratification by majority of minority shs or truly independent Committee ( burden shifts to P to prove unfair price.  Kahn v. Lynch Communications Systems, Inc. TA \l "Kahn v. Lynch Communications Systems, Inc." \s "Kahn v. Lynch" \c 1 , (Del. 1994) p497.

(i) Facts:  Alcatel owned a controlling bloc of Lynch’s stock.  Lynch’s CEO did not like being managed by the controlling shareholder, so he planned a merger.  The shareholder rejected.  Then Alcatel proposed a cash merger with its own subsidiary.  Lynch appointed an independent committee.  After Lynch rejected two offers, Alcatel threatened a tender offer at a lower price if the second offer was not accepted.  Shareholders sued after Lynch accepted.  Alcatel defended that the process and price were fair.  

(ii) Outcome:  The court questioned the point of the process if the defendant still has to prove entire fairness—so, it shifted the burden to the plaintiff to prove unfair price if defendant proves fair process.
(iii) Note:  Contrary to the Delaware Supreme Court in Kahn v. Lynch, the Delaware Chancery Court may apply BJR deference to an independent committee’s decision, at least when a large shareholder is not determined to be a controlling shareholder.  See, e.g., In re Western Nt’l Corp. Shareholders Litigation (p503).
(d) Parent-Sub Context
(i) Coercive process ( voidable.
1. Example:  CEO w/ 10% stock wanted to convert class A shares into class A (1 vote/share) and class B (10 votes/share, which would only be retained by him).  Included a “sweetener deal” for shareholders—a one-time $0.50/share dividend; since most shs hold for less than a year, this was arguably a coercive action.  In the proxy statement, the CEO stated that, if the conversion was not granted, he may not bring M&A transactions to the corporation.  For this reason, the transaction was found to be coercive and unfair in regard to process.
(ii) All shareholders treated equally ( no self-dealing.  Sinclair Oil Corp. v. Levien TA \l "Sinclair Oil Corp. v. Levien" \s "Sinclair Oil Corp. v. Levien" \c 1 , (Del. 1971), p310

1. Facts:  Levien was a subsidiary owned almost entirely by Sinclair and it was paying out large dividends to shareholders rather than exploring other expansion prospects.  Minority shareholders sued to claim that Levien should have been investing n expansion.

2. Holding:  No self-dealing b/c all shareholders benefited equally.  BJR unless waste.

3. Notes:

a. Arco vs. McMillan seems to have overturned Sinclair.  In Arco, the parent company (Arco) owned a large portion of Lyondell chemical company.  Arco wanted to sell its stock in Lyondell.  Rather than just selling its portion for a premium, it offered to Lyondell’s board that the whole company (all the shares) be sold.  Arco found a buyer, and Lyondell’s board blessed the deal.  Lyondell’s shs voted in favor.  A sh argued that the deal was unfair and that the parent company had to demonstrate its fairness.  Del. Ch. dismissed, similarly to Sinclair, because all shs were treated equally.  Del. reversed.  On remand, the case was settled.
(5) Fair Price

(a) Per Weinberger, is a buyer required to disclose the highest price it is willing to pay and to pay that price?  No.  Kahn v. Tremont (p493n1).

(b) A buyer is required to disclose the information upon which it relied in determining its price.  Weinberger.

(c) Because price is so difficult to ascertain, courts place much emphasis on fair process.

(d) For a simple tender offer (not merger) by a controller, if non-coercive ( only remedy is appraisal.  In re Pure Resources, Inc., Shareholders Litigation TA \l "In re Pure Resources, Inc., Shareholders Litigation" \s "Pure Resources" \c 1  TA \s "In Re Pure Resources, Inc., Shareholders Litigation" , (Del. 2002), p504:

(i) Facts: Pure owned 65% of Unocal, directors some, public rest; Pure made tender offer on public; inherent coercion: don’t know what controlling shareholder will do w/company & when.  Thinly traded security (30% on market), will be even more thin after deal.

(ii) Holding: no obligation to put poison pill in place; preliminary injunction granted on disclosure claim
(iii) Procedural steps to say that even if it’s not a fair price, it’s still a fair transaction:
1. Complete disclosure – w/o that, it’s an independent violation (Securities Act §14 TA \s "1934: §14" )
2. Majority of the minority agreement
3. Promise to consummate short-form merger (§253 TA \s "§253" ) on same terms
4. No retributive threats; if coercive, then you’ll follow Kahn v. Lynch
(iv) Policy:  Increased activism of institutional investors and greater information flows available to them facilitate fairer process.
vi) Background Information

(1) Trust rule (p303):  No dealing between the trustee and the trust, unless allowed by the creation document.

(2) Trust-beneficiary rule (p303):  A trustee can contract with the trust beneficiary, but the trustee must demonstrate that 

(a) beneficiary is competent, (b) the beneficiary received full disclosure, and (c) the transaction was fair.

(3) Although directors exercise authority over property owned by others, they are not exactly trustees due to the commercial enterprise of business.  Nevertheless, corporate law looked to trust law to develop rules.  

(4) Safe Harbor Statutes 

(a) Interpreted to codify the trust-beneficiary rule—i.e., requiring full disclosure, ratification, and fairness.  Thus, director or shareholder ratification alone generally does not prevent the court from evaluating fairness.  See Cookies (above).
(b) Example:  DGCL § 144 – Self-dealing transactions allowed if 

(i) approved by a majority of fully-informed, disinterested board members, 

(ii) approved by a majority of fully-informed shareholders [(per Allen, courts will likely require a majority of disinterested shareholders)],

(iii) or was a fair transaction.

(c) RMBCA § 8.62.

(i) § 8.61 – Transaction not subject to equitable relief unless conflicting interest.  If conflict ( not voidable if a disinterested board approved per 8.62, shareholders approved per 8.63, or it is established to have been fair.
(ii) § 8.62 – non-coercive director approval ( ratification allowed.  This section establishes the committee process and generally prohibits interested directors from participating in relevant votes re: a transaction.

(iii)  § 8.63 – describes the conditions for shareholder ratification.

(iv) Policy: an attempt to set up conditions that make a transaction reasonable such that it will not be subject to the fairness review
c) Corporate Opportunity Doctrine

i) Is it a corporate opportunity?

(1) Old test:  Expectancy – is there an economic or legal expectancy in the enterprise?
(2) Current test:  Line of Business – is it the same business?
(a) Factors, per Guft v. Loft (349):

(i) How did the matter come to the attention of the officer, director, or employee?

(ii) How close is the activity to the “core economic activities” of the business?

(iii) Was corporate information used in recognizing or exploiting the opportunity?
(3) Some courts use a “fairness” test. 
ii) When can a fiduciary take a corporate opportunity?

(1) Fiduciary fully discloses information about the opportunity + Board decides in good faith not to take advantage of it.  Fiduciary bears the burden of proving.  See ALI: Principals of Corporate Governance § 5.05.
(a) If defective disclosure, may be cured. §5.05(d).

(b) Competition may be allowed if fair (i.e., the foreseeable harm is outweighed by the expected benefit).  § 5.06.

(2) Even if fiduciary does not disclose, if the company is unable to (e.g., due to bankruptcy).  See Broz v. Cellular Info. Systems, Inc. (p350).

(3) When authorized by DGCL § 122(17) waiver.
iii) Remedy
(1) Discretionary

(2) Often disgorgement of profit (but opportunist does not lose the investment)

d) Director and Officer Compensation

i) Agency Problems

(1) Director Agency Problems

(a) Empire-building desire (to grow the company “too large”)

(i) to justify higher compensation

(ii) to keep the company viable through diversity (Historically, this occurred prior to the rise of influential institutional investors; Some economists argue that investors can diversify more efficiently by investing in multiple companies.)

(b) Slacking

(c) Excessive pay - partially to account for the uncertain future of their positions.

(d) Note:  These are not legal wrongs (or unlikely to be proven to be), so judicial remedies offer few protections against these potential motivations.

(2) Shareholder Collective Action Problem – “rational apathy”

ii) Solutions
(1) Align officers’ interests with shareholders’ interests (“pay-for-performance”)
(a) Stock grants 

(i) Typically “restricted stock” to limit a managers’ ability to sell the stock 

(ii) Better alignment than options which induce risky behavior.  The longer a stock lasts, the more likely it will be “in the money,” but if a stock value drops, an option holder has not lost any cash (only an expectancy value).
(b) Stock options
(i) right to sell (“put”) or buy (“purchase”) a share of stock at a set strike price after a certain period of time.
(ii) This creates an incentive to increase the value of a stock so that the value of one’s options are greater than the strike price.  Options typically require a person to remain with a company.
(iii) If options are granted rather than stock, it is primarily because stock is taxed but options are not.
(2) Federal intervention

(a) SEC Disclosure rules – “shaming” provisions

(i) But could this have provided useful information to other executives?

(b) The Sarbanes-Oxley § 304 “clawback” provision requires reimbursement for performance-based pay if the financials related to the performance are restated due to misconduct.

(c) “Say-on-Pay” proposals (see below).

iii) Remaining Problems

(1) Every form of incentive pay is susceptible to gaming—goals can never be perfectly tied to value.  

(a) E.g., back-dating of stock options—incentive:  if a mgr has inside information that a stock value will increase, it is a good time to grant options b/c they will increase in value immediately; when mgrs did not have such information, though, they could back-date.  A board could give an option at below-market value, but this would incur tax and disclosure obligations.  If the justification for an option is to incentivize increasing value, it makes no sense to give an option with immediate value.
(2) Other factors affect stock price, such as Fed cutting the interest rate.  
(a) One solution:  tie compensation to relative performance of stock (compared to similarly-situation companies)— called “indexed options.”  But this is not seen very much b/c they are taxed immediately, unlike general options.
(3) Other managers have even less control over stock price than the CEO.  For one, most production w/in a company is team production (which leads to collective action problems such as free riding)
(a) GE model: cash salary, operating bonus, + long-term incentives (usually restricted stock)—all tied to operating goals other than stock price.  

(i) But if manager pay is disconnected from stock price, institutional investors complain when stock goes down but pay does not.

(4) The CEO sits on the Board

(a) Former model:  CEOs participated in board conversations but would not be in the room for decisions.  

(i) Problem: Board interlocks—i.e., other firms’ CEOs often sat on boards (e.g., Dick Grasso of NYSE).

(b) Current model:  Required independence, compensation consultant (formerly hired by the CFO, incentivizing the consultant to present favorable information)

(5) Main issue:  “Say-on-pay”—should shareholders have a voice, even if just advisory?

(a) Generally, they know little about a company’s affairs—so their judgment would not be adequately informed or nuanced.  

(b) Microsoft voluntarily adopted an advisory vote every 3 years.  What is likely to occur if the SEC mandates an annual Say-on-pay vote?  Look to TARP companies, which have been mandated for about a year; all packages have been approved.  But institutional investors take a few years to effect change.

(c) Consider also that, if the institutional investors themselves suffer from 
agency problems, this may not be a good solution.

(6) Perceived excesses in compensation

(a) Level – too high

(i) How do you measure?  

(ii) The public does not seem generally upset by the pay of Warren Buffet, Hedge Fund CEOs, or athletes/entertainers.  With public companies, the perception is that the process is not adequate.

1. Performance of athletes is more observable, and their compensation negotiation is clearly arms length.

(iii) Gabaix & Landier study (p331):  Assume that the value of CEO skill is a function of the scale of a company.  If this is true, the results of correlating market-capitalization with CEO pay indicate an efficient market.

(b) Form – does not sufficiently punish failure (e.g., golden parachutes)
(c) Process – insufficiently disinterested

(7) Judicial Review Problems:

(a) Institutional competence:  Judges are not situated well to judge excessiveness.

(b) Two possible standards:

(i) Waste standard – unreasonable consideration.  BJR applies to assess waste if care and loyalty (independence).  See Lewis v. Vogelstein TA \l "Lewis v. Vogelstein" \s "Lewis v. Vogelstein" \c 1  (p332) (BJR applied b/c shareholders ratified the decision of an interested board and waste was not apparent).

(ii) Intentional Dereliction/Bad Faith
1. Example: In re The Walt Disney Co. Derivative Litigation TA \l "In re The Walt Disney Co. Derivative Litigation" \s "In re The Walt Disney Co. Derivative Litigation" \c 1 , (Del. Ch 2005), p341:
a. Facts: Michael Ovitz received a $140MM severance payment after being fired just a little more than a year after becoming Disney’s President.  Shareholders sued on the theory of breach of care for approving the compensation package and waste for the severance payment.  The complaint was allowed b/c Ps alleged that the board had consciously and intentionally disregarded its duties.

b. Holding:  Board was negligent but did not act in bad faith, so not liable under BJR.

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

(i) NYSE requires members of compensation committees to be independent.

(ii) Standard procedure is to get the shareholders to ratify this with full disclosure.
X.  Shareholder Voting
a) The Role Of Shareholder Voting

i) Sources of shareholder power: Right to vote, sell, and sue.

(1) Right to vote is the primary protection for equity investors; People would not invest without such authority.

ii) With dispersed shareholders, collective action problem; although today, increasingly active institutional shareholders exhibit more voting power.

(1) Shs have most incentive to desire long-term value ( makes sense to give them control

(a) (A corporation cannot vote its treasury shares b/c misaligned incentives

(2) Works less well when a company is insolvent.

(3) Re: cash out merger – equity investors may not have correct incentives (counteracted by the Fraudulent Conveyance Act)

iii) What shareholders vote on:

(1) Electing the Board of Directors (DGCL § 211(b))

(a) By default the entire board, although most large companies have staggered XE "Staggered board of directors"  boards
(i) DGCL § 141 TA \l "§141" \s "§141" \c 2 (a): basic grant of power to Board

(ii) § 141 TA \s "§141" (d): allows for staggered XE "Staggered board of directors"  Board – 3 classes (1/3 each election)

1. Must be in the charter or voted on by the shareholders

2. Staggering makes changes in corporate control more difficult

(2) Removing Board Members (§ 141(k))

(a) Board can be removed with or without cause, except if provided for in charter
(i) Common-law: could only remove for cause (poor judgment doesn’t count; generally must relate to self-dealing or a crime relating to dishonesty)
(ii) Currently:  Can remove w/o cause by shareholder consent (written vote)

1. Director gets notice & opportunity to be heard. Campbell v. Loew’s, p173.
a. This rule makes important the rule for calling a special mtg or the consent provision § 228 (allows shareholders to vote or act on any matter they could have voted on at a mtg through a consent solicitation)
2. For staggered board, can only remove “for cause,” which entails due process, but the exact process is unclear.

(iii) Board has no power to remove a fellow director – only shareholders.  So, a bylaw that authorizes Board to remove may only be authorized by shareholders.
(iv) Courts can remove directors as an equitable remedy.

(3) Charter Amendments

(a) §242 TA \l "§242" \s "§242" \c 2 (b): General rule: shareholders vote on charter amendments

(i) Narrow interpretation under DE law (per Harford v. Dickey Company, 1943)

(ii) §242 TA \s "§242" (b)(2): shareholders can vote as a class in 3 ways:

1. Increase or decrease # of authorized shares of the class

2. Increase or decrease par value of the share of the class

3. Alter or change powers, preferences or special rights

(4) Bylaws - § 109 (even if directors can amend, authority remains with shareholders)
(a) Limited, by concept of managerial autonomy, to procedural, rather than substantive, aspects of the business

(5) Mergers - § 251

(6) Sale of substantially all assets - § 271

(7) Dissolution - § 275 XE "Annual meeting" 
b) Voting Process

i) Board initiates – except election of directors and bylaws
ii) All shares vote

(1) At least annually (§ 211(b))

(2) Default is one share, one vote 
(a) This can be modified to no votes or multiple votes. (§§ 151, 212)
(b) Arguably, an agency problem is created by altering the proportion of voting power/control and incentive to maximize long-term wealth.

(i) Economists argue that if we see this in the world, it must be efficient.  Legal scholars tend to criticize as stealing.

(ii) Many owner-founded/entreprenurial companies tend to have dual-class voting stock.  Per Allen, investors know they are investing in a person or particular group of people.  The people in control want to maintain control but not invest as much money into the company (due to diversification or lack of cash when a company has grown quickly).

1. The problem is age, decay, and death.  A legacy may be created, but the entrepreneurial genius may not transmit.  As a result, charters often provide that transfer of high-vote stock from the “genius” converts the stock to regular stock.
(3) Class voting

(a) Can have dual class voting structure – e.g., A stock has 1 vote/sh, B stock has 10

(i) Most common stock is voting stock – rarely find common stock that is not voting stock
(ii) Preferred generally doesn't vote, but must be stated in charter (if silent, they do get to vote).

1. However, preferred has a right to a dividend and
2. a priority of payment in liquidation
(b) Class voting is required when capital structure will be altered 
(i) by charter amendment (§ 242(b))
(ii) or mergers (when required by charter)
(c) See MBCA 10.04 & 11.04 (more protective than state law)
(d) As a general rule, dual-class voting rights should be avoided because they are inefficient since they create agency costs.
(4) Cumulative voting - § 214 Each shareholder get one vote per open seat and can allocate them in any way (could put all their votes on one seat to take some control)

(a) Increases the likelihood that smaller, non-majority shareholders can have some representation on the Board
(b) Each share can vote the number of their shares multiplied by the number of candidates

(c) Using a formula, minority shareholders can determine how many votes to place for one candidate to ensure at least the one candidate gets elected.

(d) Relatively insignificant b/c usually only with smaller companies.

(e) Not that effective, particularly since it can be counter-acted by decreasing the size of the board.

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

(a) Shareholders can force a meeting if there is not one within 13 months

(b) §222 TA \l "§222" \s "§222" \c 2 : how to give notice of meeting XE "Annual meeting" 
(c) Quorum of votes necessary at a mtg (§ 216)

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

(6) To win a vote
(a) Plurality of votes cast at a meeting with a quorum for director elections.

(i) This is similar to presidential elections, since more than 2 candidates is possible, making a majority vote uncertain.

(ii) “Just Vote No” – inexpensive method of expressing displeasure (e.g., Eisner still elected despite 43% Nays)

(iii) Shareholders attempted to require majority votes, counteracted by “holdover” rule in DGCL
(iv) Majority of outstanding shares required for major events (e.g., amendment to certificate of incorporation, merger, sale, dissolution, etc.)
(7) Special Mtgs

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

(b) Realistically, called by the Board when there is a merger agreement
(c) (relatively unimportant in light of shareholder consents)

(8) Consent Solicitations
(a) Shareholders can file written consents rather than calling a special mtg. § 213b
(b) Was an attempt to be a cost-savings measure for small company, but is now used in hostile takeovers
(9) Notice and Quorum required

(a) By default, a quorum is not less than 1/3 of each class entitled to vote

(10) Proxy Voting
(a) How voting is really done.  Used to get a quorum to the mtgs.
(b) State sets rules about sending proxies (DGCL §212 TA \s "§212" ); what you can say is federal law (§14 TA \l "1934: §14" \s "1934: §14" \c 2  of 1934 SEA)
(i) §212 TA \s "§212"  (b): basics
(ii) §212 TA \s "§212"  (c): formalities (§212 TA \s "§212"  (c)(2) – telegram, etc. (email) are valid as proxies
(iii) §212 TA \s "§212"  (e): agencies can be made irrevocable if not just fiduciary but also property interest
(iv) §219 TA \s "§219"  gives shareholder list – you get a computer list plus “pink sheets” (who traded that day) and a NOBO list [Non-Objecting Beneficial Owners (ultimate owners of equity)]
(v) Judge reviews under §226 TA \l "§226" \s "§226" \c 2 
(c) Proxy solicitation

(i) If a shareholder wants to get something on the agenda, or make a change the shareholder needs to solicit votes through proxy (Fed law governs who can solicit proxies)

1. Must file lengthy forms to solicit proxies (14(a)1) – makes filing expensive

2. SEC made changes to make it more possible to communicate as long as not soliciting proxy to vote in 1992

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

(ii) Can try to get own proxy statement into the company’s proxy solicitation (SEC 14a‑8) 

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

(iv) May exclude shareholder proposals in limited circumstances (14a-8(i) (Supp p440)

1. If it would put the company into conflict with state law

2. Election contests

3. Absence of authority to do what the shareholder wants

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

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

(d) Proxy solicitation firm: each side hires to contact individuals and encourage them to vote their way.  The Institutional Shareholder Service (ISS), p171n6, often determines the outcome on proxy votes.
(e) Shareholders can vote any time before the meeting XE "Annual meeting"  and can also revoke– later-dated proxy takes precedence over earlier-dated one
(f) Proxy Contests:  Consider incentives to overturn current management

(i) Current management must be very bad for a voter to take a chance on a new, unproven director.

(ii) Tender offers provide a clear cash incentive that provides more security to voters; thus, it is a more effective technique to gain control of a corporation.

1. Stampede effect:  Even if a shareholder does not like a premium, he may fear a tender offerer gaining control (“with us or against us” concern).

(g) Short-slate proxy contest

(i) Goal of achieving only partial board control

(h) Reimbursement for Proxy Expenses

(i) Important to overcome a collective action problem.

(ii) For incumbents:  win or lose ( reimbursed for reasonable expenses re: issues of principle or policy (non-election)
(iii) For contestants:  only if they win ( may be reimbursed for reasonable and bona fide expenses, upon shareholder approval.  See  TA \l "Rosenfeld v. Fairchild Engine & Airplane Corp." \s "Rosenfeld v. Fairchild Engine & Airplane Corp." \c 1 Rosenfeld v. Fairchild Engine & Airplane Corp. TA \s "Rosenfeld v. Fairchild Engine & Airplane Corp." , (N.Y. 1955), p179.
1. Facts:  Old board reimbursed for proxy fight; new board reimbursed itself and put to shareholder vote – overwhelmingly approved (16 to 1); P argues waste XE "Waste" 
2. Court: expenditures were reasonable, in good faith and shareholder approved; no problem
3. Policy:  

a. This is like awarding attorney’s fees – it shares the cost of a successful fight across all those who benefited.  If shareholders did not ratify reimbursement, it would create ill will with the management they just elected in.

b. Why not reimburse losing contestants?  Would create too great an incentive to contest if you reimbursed for all proxy contests, but maybe they could pay for the percentage of votes that the person received in the vote (Kahan’s pro rata proposal requiring good faith or a minimum percentage; Pfizer and Healthsouth have adopted such bylaws).
(i) Fiduciary Duties in a Voting Contest
(i) Power to vote shares in the corporate treasury

1. §160 TA \l "§160" \s "§160" \c 2 (c): shares belonging to the corporation can’t vote and don’t count for quorum XE "Quorum" .

2. §161 TA \l "§161" \s "§161" \c 2 (a): buying in stock authorized; after being bought, it can be cancelled or held in the treasury (treasury stock doesn’t vote)
(ii) Managers must allow for fair voting process. Schnell v. Chris-Craft Indust., Inc. TA \l "Schnell v. Chris-Craft Indust., Inc." \s "Schnell v. Chris-Craft Indust., Inc." \c 1 , (Del. 1971), p 598:

1. Facts:  Management wanted to move their meeting up so that the proxy contest people will not have time to get their materials out (due to delay in getting SEC approval).  They had the legal power to do it according to the by-laws and statute.  But it could be enjoined as a result of the fiduciary duty (an equitable obligation)
2. Court:  Mgt. cannot advance the mtg because it is done with the intent of “obstructing the legitimate efforts of dissident stockholders.
(iii) Managers cannot interfere with the shareholders’ franchise (right to vote), even if acting in good faith, unless the management has a compelling justification.  Blasius Indus., Inc v. Atlas Corp. TA \l "Blasius Indus., Inc v. Atlas Corp." \s "Blasius" \c 1 , (Del. Ch. 1988), p599:
1. Facts:  Blasius (the Rails brothers), a minority shareholder of Atlas, met with Atlas’ board and expressed its intent to restructure Atlas and sell its assets, resulting in a large dividend.  When the board rejected the proposal, Blasius threatened to propose a consent solicitation to increase the board size and fill the board with Blasius’ nominees.  The board preemptively passed a bylaw that increased the board by two members, and the board appointed two of its candidates onto the board.  Because the charter limited the maximum board size to 15, Blasius would only be able to add 6 board members and could not gain control.
2. Allen:  The court could view the board as acting badly, but they seemed to be making a good faith, business judgment based upon the belief that Blasius’ plan was too risky.
(iv) Controlling shareholders have a fiduciary duty (which may conflict with their right to vote in their own self-interest) when they exercise control.
(v) Management Controlling the Vote

1. Treasury stock (stock that has been bought back and is held by the company itself) cannot be voted.  DGCL § 160(c) (Supp. p 190).

2. A subsidiary controlled by the company cannot vote its shares in the parent company.

3. These shares are also not counted for the quorum

4. A corporation may not control the voting of its own directors.  Speiser v. Baker TA \l "Speiser v. Baker" \s "Speiser v. Baker" \c 1 , (Del. Ch. 1987), p186

a. Facts:  Fight over control of a corporation.  There was a subsidiary controlled by the two directors of the larger company.  

b. Did the structure violate either 160c or a general prohibition against manipulating structures to interfere with the vote?

c. Yes, this was a manipulation of the public shareholders right to vote – no justification/public benefit
d. Notes:
i. Other ways to interfere with voting:  issuing high-vote stock to friendly hands (counterargument:  the person still has the legal right to vote unencumbered by mgt—a fact issue as to whether mgt and new investor has an arrangement that the court would see as controlling or heavily influencing the vote)

ii. At what limit does the unclear rule of Speiser break down?  If the corporation only owns 20% of a subsidiary?  Or is any use of a corporation’s capital to directly or indirectly control voting wrong?  Nothing about Speiser or Blasius makes these cases inevitable.

(vi) Defensive Actions:  See Hilton Hotels Corp. v. ITT Corp. TA \l "Hilton Hotels Corp. v. ITT Corp." \s "Hilton Hotels Corp. v. ITT Corp." \c 1 , p604:
1. Facts: ITT stock price was low (badly managed); Hilton attempted tender offer XE "Tender offer" ; Hilton needed to control board to remove ITT poison pill; ITT put off meeting XE "Annual meeting"  and split into 3 subsidiary corporations to put in staggered XE "Staggered board of directors"  board.

2. Court: violates Duty of Loyalty XE “Fiduciary duty:Duty of loyalty”  by disenfranchising shareholders (usually used in self-dealing transactions)
(j) Other policy issues

(i) Consider the agency problem of investors—the flipside of the manager agency problem:  

1. Who are the financing agents?  

2. On average, the market has no long-term investors.  So, how appropriate is it to give them so much power?
(11) Vote-buying

(a) Background:  Principles of human dignity hold that every individual’s vote should be counted equally.  Thus, someone should not be able to directly buy others’ votes.  It amounts to corruption and distorts the exercise of a voter’s franchise on the merits.  But in the corporate governance context, holding stock is based upon economic interest, not dignitarian interests.  Individuals are allowed to allocate other forms of property, so they should be able to allocate their right to vote stock.
(b) Rule:  Separation of voting and dividend rights is not per se illegal anymore, unless done to defraud or disenfranchise other stockholders.  Schreiber v. Carney TA \l "Schreiber v. Carney" \s "Schreiber v. Carney" \c 1 , (Del. Ch. 1982), p 193

(i) Facts:  Texas Int’l Airlines (TIA) wanted to merge with Texas Air, but Jet, a 35% shareholder, would lose its warrants to buy TIA stock if the merger occurred.  Jet could not afford the tax consequences of exercising these warrants prior to the merger.  In order to induce Jet to vote for the merger, TIA loaned Jet the $$ it would lose.  Then Jet voted in favor of the merger, which was approved.

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

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

(iv) Look at it first under fairness standard

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

(vi) Notes:  The Del. Ch. Ct. found no improper behavior in Portnoy v. Cyro-Cell Int’l, Inc. when the board brought Filipowski on in return for F’s vote for the remainder of the board members
(12) Empty Voting

(a) Definition:  voting by a person having legal title w/o economic incentive

(i) Note:  Cede & Co. (“CDINCO”) is the nominee name (name by which the security is registered) for The Depository Trust Company, a large clearing house that holds shares in its name for banks, brokers and institutions in order to expedite the sale and transfer of stock

(b) More common with short-selling
 by hedge funds and b/c of sales of shares after the record date (which are now set closer to the meeting date to counteract gaming)
(c) See blurb on Icahn and Mylan, p198.  Perry owned 10% of King and had a stake in both sides.  Demonstrates how derivatives have eroded the connection between residual economic rights and voting/control rights.

(i) Mandated disclosure of relevant derivatives now required to partially address this problem (SEA § 13).  Delaware courts are likely to discredit votes that are tainted by this problem.

c) Information Rights

i) Limited by state corporation law statutes, which don’t require disclosure (b/c the market essentially makes it mandatory by requiring a risk premium or not buying stock in the first place).

ii) §219 TA \l "§219" \s "§219" \c 2 : two kinds of information that shareholder can request:

(1) Stock list XE "Information Requests:Stock list" 
(a) Management usually doesn’t want to give stock list XE "Information Requests:Stock list"  b/c it’s usually used in takeover bid

(b) If request denied, can bring an action in Del.; courts are sympathetic and quick

(c) General Time Corp. v. Talley Industries, Inc. TA \l "General Time Corp. v. Talley Industries, Inc." \s "General Time Corp. v. Talley Industries, Inc." \c 1 ; Del. 1968; only have to have a proper purpose to get list (communicating to stockholders); secondary purpose doesn’t matter

(d) Burden on D to prove lack of proper purpose (if contested)

(2) Books and records XE "Information Requests:Books and records" 
(a) Shareholder can ask for this when something is fishy – thinks something is wrong and wants to investigate the business of the company

(b) Burden on P to show a proper purpose
iii) Federal regulation of proxies; 1934 Act: disclosure in regulatory filings, regulates proxy solicitation

(1) §10 (b) TA \l "1934: §10" \s "1934: §10" \c 2 : fraud XE "Fraud"  with sale of stock; reason for most shareholder suits

(2) §14 (Rule 14) TA \s "1934: §14" : Originally interpreted to require disclosure of many activities, even meetings between shareholders.  This had the effect of discouraging shareholders from sharing information among one another. 1992 amendments reduce scope of ‘solicitation’

(a) § 14a-2(b)(1) attempts to address this by excepting from proxy requirements solicitations by a person who does not seek the power to act as a proxy.

(b) Shareholder Proposals/Access to the Proxy—§ 14a-8 (“townhall provision”) seeks to balance the interest of making proxies concise and intelligible with the interest of counteracting shareholder apathy.  (p213).
(i) § 14a-8(i) Question 9 provides bases for which a company can exclude proposals.

(ii) § 14a-8(i)(8) allows for exclusion based upon “relat[ing] to an election.”  This was limited by AFSCME v. AIG (p219 & p220), which was in turn reversed by an amendment to § (i)(8).

(c) R14 TA \s "1934: §14" a-1(1)(2)(iv): institutional shareholder discussions

(d) R14 TA \s "1934: §14" a-3: what you have to furnish

(e) R14 TA \s "1934: §14" a-4: proxy requirements

(f) R14 TA \s "1934: §14" a-6: SEC and fining

(g) R14 TA \s "1934: §14" a-7: stock list XE "Information Requests:Stock list"  (equivalent to DE §219 TA \s "§219" )

(h) R14 TA \s "1934: §14" a-9: antifraud rule (false/misleading statements)

(i) Private right of action under R10b-5 and R14a if: intended class; thing statute meant to protect against; nothing saying you can’t

(ii) Elements of R14(a)-9 (similar to fraud XE "Fraud" ): Materiality XE "Materiality" , Culpability, Causation XE "Causation"  and Reliance XE "Reliance" , Remedies XE "Remedies"  (nominal fee for ( - encourages class-action) [228]

(iii) High mark in 60s under Warren court; Court pulled back in 70s: Court v. Ash  TA \l "Court v. Ash" \s "Court v. Ash" \c 1 (narrowed), Blue Chip Stamp  TA \l "Blue Chip Stamp" \s "Blue Chip Stamp" \c 1 (1st “no”), and  TA \l "Santa Fe Industries Inc. v. Green" \s "Santa Fe Industries Inc. v. Green" \c 1 Santa Fe v. Green (erode §14 TA \s "1934: §14"  and §10 TA \s "1934: §10" )

XI. Insider Trading
a) Theories of Insider Trading

i) Common Law – Fiduciary Responsibility Theory 

ii) SEC – Equal Access Theory 

b) Common Law 
i) Fraud (p615)

(1) Principle elements

(a) False statement (actions can be a communicative statement; at common law, made to a person) of
(b) Material fact with
(c) Intention to deceive and
(d) Reasonable reliance that
(e) Causes injury

(2) Omission = not illegal

(a) (caveat emptor – buyer beware; only protection was bargaining for a warranty)

ii) Trustee-beneficiary transaction ( obligation of full disclosure + fairness (adopted by SEC in Cady, Roberts)
(1) but in non-fiduciary situations ( no obligation

(2) Thus, no obligation to buyers on an impersonal market (no fiduciary duty).
iii) Insider Trading on special facts:  Face-to-face transaction + special facts known by director but not disclosed (  illegal.  Strong v. Reptide TA \l "Strong v. Reptide" \s "Strong v. Reptide" \c 1 , p616.

iv) Majority rule prior to 1934 (SEA):  Not face-to-face transaction ( no disclosure to buyer required.  See, e.g., Goodwin v. Agassiz TA \l "Goodwin v. Agassiz" \s "Goodwin v. Agassiz" \c 1 , p616.
(1) Facts:  Aggasiz was the CEO of a mining company and he had material about the value of minerals on land owned by the company.  He removed the exploratory equipment from the property. He bought shares on the open market.  Shareholder who sold the shares to him sued for having sold at a lower price.

(2) Court:  There was no face to face dealing and the seller was not making a decision in reliance on anything the director said or didn’t say.  No duty to the shareholders re full disclosure (only a duty to the corporation as an entity)
(3) Notes:  Brophy v. Cities Serv. Co. TA \l "Brophy v. Cities Serv. Co." \s "Brophy v. Cities Serv. Co." \c 1 , (Del. Ch. 1949), p621n8, relying upon RST Agency §8.02, held that any profit made by an agent that was not agreed to or disclosed becomes the profit of the principal.  While NY adopted this rationale, most courts did not.  See, e.g., Freeman v. Decio TA \l "Freeman v. Decio" \s "Freeman v. Decio" \c 1 , (7th Cir. 1978).  Presumably, the court relied upon the existence of Rule 10b-5 and didn’t see the need for a state court remedy in addition.  The state court remedy would be to return the ill-gotten gains.  10b-5 has a more complicated remedy.
v) 10b-5 Actions: Disclose or abstain.  SEC v. Tex. Gulf Sulphur Co. TA \l "SEC v. Tex. Gulf Sulphur Co." \s "SEC v. Tex. Gulf Sulphur Co." \c 1 , (2d Cir. 1969), p633:
(1) Facts:  Texas Gulf thought they found metal ore in a mine beginning in April.  Stock price at that point was 17.  They don’t make any disclosure because they aren’t sure and they also want to acquire land in the area.  The officers who had this information also got stock in this period.  The market begins to figure out that they found something and they issue a press release in an effort to quell rumors (Apr 12).

(2) Issue:  Was 10b-5 violated?

(3) Reasoning:

(a) Disclose or abstain.  Matter of Cady, Roberts & Co. (1961) (an SEC ruling that adopted the minority common law rule as the controlling rule)

(4) Notes:

(a) SEC enforcement action, not action for damages.  So, no issue of reliance and resulting damages.

(b) In SEC disclosure matters, making “technically correct” but cleverly misleading statements are problematic; “no comment” is better.

(c) This case led to the growth of 10b-5 actions, overwhelming state law fiduciary actions.  Sante Fe v. Green (p639) pulled back 10b-5’s reach, and Cort v. Ash limited private rights of action by requiring evidence of congressional intent.
(d) The Supreme Court has not decided whether “disclose or abstain” is the current rule.

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

vi) If insider (having a fiduciary obligation) ( disclose or abstain (Cady, Roberts); but if not insider and no relationship to sellers + insider information ( no duty to disclose or abstain.  Chiarella v. United States TA \l "Chiarella v. United States" \s "Chiarella v. United States" \c 1 , U.S. (1980), p649
(a) Facts: Chiarella worked in a financial printing business.  He bought stock based on information that was secret.  He was charged with a criminal violation of 10b-5 for insider trading.

(b) D’s Argument:  He had no duty to disclose b/c he was not in a relationship with the sellers of the stocks.

(c) Notes:

(i) Logical and traditional

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

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

(i) Duty to the print owner and his client

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

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

vii) Tippee receives info from insider who violates fiduciary duty (i.e., expects to receive a personal gain) ( liability.  If analyst receives nonpublic info through proper investigation ( no 10b-5 liability.  Dirks v. SEC TA \l "Dirks v. SEC" \s "Dirks v. SEC" \c 1 , U.S. (1983), p653
(1) Facts:  Dirks was an industry specialist in insurance and he received information that there was fraud going on in a given company.  He decides to investigate the claim and tries to publicize the information he gets in the WSJ.  He also tells his clients to sell.  The SEC investigates and charges Dirks with violating 10b-5 for giving non-public information to his clients.

(2) Holding:  Dirks did not violate a duty so he is not guilty of a violation
viii) Misappropriation theory

(1) Misappropriation is a general tort

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

(3) The dissent from Chiarella becomes the majority (essentially reversing Chiarella).

(4) If a duty of confidentiality is violated ( that violation becomes a basis for liability.  (If the trader discloses intent to trade based upon info ( no liability.)  United States v. O’Hagan TA \l "United States v. O’Hagan" \s "United States v. O’Hagan" \c 1 , U.S. (1997), p661

(a) Facts:  Lawyer gets information from a client of the firm about an acquisition and buys stock in the company.  SEC brought a claim against him.

(b) P’s argument:  No fiduciary obligation to the people who sold him the stock (Chiarella).

(c) Notes:

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

(ii) For Allen, this case represents the type of “doctrinal contortions” that are made to use a preferred policy perspective.

(iii) Still need a duty.  Hypo:  Employee of Citibank views the press release for the earnings statement that will go out tomorrow.  Can you buy stock before the release is made?  Under the SEC view, no.  What if the company says that you can (in lieu of a raise)?  SEC will still prosecute.  What if Citigroup is going to have surprising earnings, and you buy Chase shares, knowing that its market price will increase upon expectation of good earnings from Chase later in the week (b/c banks tend to trade in tandem)?  The SEC will likely prosecute.  Argument:  Citigroup provides the employee access to the information for the employee’s task related to his job, not to profit in the stock market.

(iv) Principle (see TGS):  Have to allow reasonable time for market to absorb information, not just dissemination.
c) Federal Regulation

i) SEA § 10b-5 (p629) – anti-fraud provision
(1) Covers misrepresentation, false statements

(2) Initially understood to apply when a Board tells shareholders how to vote or react to a tender offer

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

(4) Implied a private right of action under 10b-5.  Kardon v. Nt’l Gypsum Co., p620 (until Cort v. Ash limited implied rights).

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

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

(7) Expanded by Malone v. Brincat, p626, to require full disclosure of all material facts.

(a) If not full disclosure ( injunction + liability (if not waived, per § 107(b)).
ii) SEA § 16 (p626)


-Only statute by which Congress has addressed insider trading

-Strict rule:  covered person (insider) + trade on short terms ( any profit goes to company.

-Policy: Preventing people from making short-term gains will eliminate most of the problems of inside trading.

-Issues:  

Who is a covered person?  

(broad)  

How to determ
ine profit?  

(in the way that results in the largest amount;  if a buy, go back 6 months and forward 6 months).  

The most difficult question relates to involuntary transactions—e.g., a cash-out merger converts the regional VP’s stock that he bought six months ago; should this type of activity fall under § 16(b)?  

(Supreme Court has adopted a case-by-case approach.)

Bottom line:  Congress decided upon this technique, rather than the 10b-5 approach.

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

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

(a) You make no money if you profit from short term trading, regardless of intent.
(b) This assumes that the inside information you have will be in the market within 6 months

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

(3) Each person covered under the act must file an SEC form periodically to show these transactions as well as derivatives (which could create the same financial benefits)
d) DAMAGES FOR INSIDER TRADING ACTIONS

(1) Traditional fraud remedies in equity court:  recission

(2) 10b-5- misstatement (comparable to common law fraud) and omission when a duty exists (O’Hagan)

(3) Omissions cases

(a) Restitution principle

(b) Policy conflict between compensation and deterring illegal activity.  The SEC has created a norm against insider trading by using deterrent-level damages, even though the victim did not rely upon the expected profits.

(c) Fraud-on-the-market theory:  Elklind v. Liggett & Myers, Inc. (p672) (and Basic v. Levinson?) explores why other remedies would be impossible even though it’s not technically a fraud (b/c no reliance).

(d) Congress subsequently passed 15 USC § 78t-1, which caps damages at the gain realized.  It also allows “contemporaneous traders” to receive a portion of the disgorgement, but “contemporaneous” is not defined.

(e) Because of the many questions (e.g., causation), these cases usually settle, especially given that the SEC can threaten jail time

(4) False statement cases (e.g., false financial statements)

(a) Settled upon unclear principles

(b) Class actions result including all stockholders who claimed to have relied on the info.

(c) Assuming the scienter element is satisfied and the case will be settled.  No guidance upon what principle will determine the damages.

(d) Problems:  

(i) All members of the class will be people who bought and held.  

(ii) Also, the court would need to know much about their specifics (e.g., were they hedge funds that were simultaneously shorting or hedging through derivatives?) to determine damages.  Also, Dura Pharms. says that damage can’t be assumed just by proving causation

(5) Class actions have pushed upon the limitations of the court system, which originates from a 19th Century model of individual adjudication but is used now to settle larger, systemic issues.

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

(1) Rule Fair Disclosure (FD) (page 463 of the supp) and p659
(a) Before this rule, companies built relationships with specific analysts and gave benefits to some analysts – there was selective disclosure of information (which didn’t necessarily violate a fiduciary duty).  The SEC holds to the equal access view, though.
(b) The rule requires that 

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

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

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

(1) Added in the 60s – an anti-fraud section for tender offers in response to limited court action.
(2) Once a tender offer starts, any person who has non-public information about the deal from either party to the deal and shares it violates the rule

(3) The rule is strict – no duty analysis here (equal access theory)
iv) Elements of 10b TA \s "1934: §10" -5 XE "10b-5 Liability"  claim (private remedy):

(1) Elements of  10b5 

(a) Standing XE "Standing" : ( has to be buyer or seller (( does not)

(b) Duty XE "Fiduciary duty" : In omission case, breach of duty to disclose or duty of confidence

(c) Materiality XE "Materiality" : fact question

(d) Scienter XE "Scienter" : guilty knowledge or intent to defraud; failure to disclose information or lies/deception is enough, even if not guilty knowledge

(e) Reasonable reliance XE "Reliance" : slight difference b/w misstatements and omissions

(i) Omissions: reliance XE "Reliance"  presumed where there is a duty to disclose and matter is material [Affiliated Youth Citizens v. United States TA \l "Affiliated Youth Citizens v. United States" \s "Affiliated Youth Citizens v. United States" \c 1 ; U.S. 1976]

(ii) Misstatements: 2 theories:

1. Some authorities ask ( to prove reliance XE "Reliance"  (easy to prove unless ( can come forward w/evidence that ( didn’t rely)

2. Fraud XE "Fraud"  on the market theory: reliance XE "Reliance"  on market price alone establishes reliance XE "Reliance"  (market relies on lie and you rely on market, so you’re relying on lie even if you never heard it)

(f) Causation XE "Causation" : 2 aspects; need to be able to show both:

(i) Transaction causation XE "Causation"  – lie had something to do with me going into this transaction; he told me it was good, and I bought; I relied on it and it caused me to act

(ii) Loss causation XE "Causation"  – damage suffered had to do with fact that it was a lie (not an external factor, such as market crash); probably affirmative defense, but perhaps element of claim

(2) Elaborated Elements

(a) Fraud or false statement

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

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

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

2. Court limited implied cause of action under 10b5

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

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

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

a. they were class actions rather than individual actions

b. belief that fed courts would be more generous

4. This case stopped the federalization of the fiduciary duties

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

(c) Materiality 

(i) Basic Inc. v. Levinson, U.S. (1988), p672

1. Facts:  Basic denied that it was engaged in merger negotiations (to avoid the distraction of rumors).  Someone who sold stock during the period of denial sued, alleging that he would not have sold.

2. Reasoning:

a. Some courts have used an “agreement-in-principle” approach.

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

4. Notes:

a. Following Basic, companies now say “No comment” or issue press releases when appropriate.  Also, companies stop buying or selling their own stock b/c such events would require disclosure to the buyer/seller.

b. Certain events require 8k filings, which require disclosure to the market.

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

(d) Reasonable Reliance 

(i) Efficient capital market hypothesis (ECMH) – assumes that information that is available is incorporated into the price – 

(ii) Fraud on the market – A person doesn’t have to prove that he knew information directly and relied on it –presumption that he relied indirectly (can be rebutted by defendant upon showing that P did not rely)

(e) Loss Causation (both elements must apply)

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

(ii) Loss causation – P has to prove that misstatement or omission caused the loss.  Dura Pharms. Inc. v. Broudo, U.S. (2005), p685 (no finding of connection b/w market price change and misstatement).

(3) Remedy

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

(b) You disgorge the loss – discourages insider trading
XII. Mergers and Acquisitions

· Techniques for acquiring another business

· Statutory merger = legal transaction with the legal effect of combining two firms into one.

· Shs of each firm receive stock in the surviving firm.

· Creditors of both firms become creditors of the surviving corporation.

· Must be approved by a “majority of the outstanding stock of the corporation entitled to vote thereon.”  DGCL § 251(c).

· but sh approval is required for the acquiring company only if a relatively significant deal (to counteract the expense of a sh vote).  § 251(f).

· If a shareholder dissents, he is eligible for an appraisal remedy.

· Any type of consideration is allowed.

· Historically, only a stock-for-stock merger was possible (switching the investment decision from the former corporation to the surviving corporation, upon unanimous vote of shareholders).

· Hold-out problem led to less than 100% vote; has continued to lessen to majority (51%).

· Cash-out merger changes the conceptual dynamic of a merger—from changing an investment to forcing the termination of an investment.  Most problematic in merger benefiting a controlling shareholder (e.g., parent-subsidiary, Weinberger).
· Weakness:  Liabilities, particularly environmental and tort liabilities, may be unknown and the corporation’s liability shield will be forfeited by a statutory merger.  Purchasing assets avoids this.

· Purchasing all “or substantially all” of the target’s assets.  DGCL § 271.

· What is “all or substantially all” – Katz v. Bregman, (Del. Ch. 1981), p453.  Like Revlon, an important transaction was occurring that seemed to be at an unfair price.  A company wants to sell off divisions.  A bidding contest ensued for one division, but the division was not being sold to the highest bidder.  No apparent breach of loyalty, though, so BJR.  So, the court has to use a different avenue to achieve justice.

· Is shareholder approval required?  Depends upon magnitude of sale + qualitative effect on the corporation.  Is the transaction out of the ordinary course and does it substantially affect the existence and purpose of the corporation?  Thorpe v. CERBCO, (Del. 1996), p456.

· Weaknesses:

· awkward and time-consuming (b/c involves identifying all assets)  

· After the cash purchase of its assets, the target company will typically liquidate, leaving no solvent corporation for an injured person to recover damages from.  Thus, “successor liability” developed to hold the acquiring company liable.  § 271 attempted to solve this, but the solution entails a laborious process, including retitling all assets.

· Tender Offer:  Purchasing greater than 51% of the target’s shares

· Benefits:  
· Target continues to exist and have its limited liability.

· does not require a shareholder vote b/c not a corporate event (absent a poison pill); it is an event between private individuals.

· Problem:  
· Requires a private negotiation with a controlling sh or a tender offer to public shs (regulated by SEA § 14), which is administratively costly and results in a block of public minority shareholders.

· The buyer does not acquire all of the target, which leads to costs and lack of complete control.  The delay in gaining all control can lead to a bidding war.
· Regulated by legislation SEC – 14(D) and 14(E) (Supp pg 433)

· Offer for more than 5% of securities must:

· Disclosure of all material information (sources of financing, plans) (Schedule 14D)

· Timing – must extend for 20 days so market can absorb the information (Williams Act of 1968)

· All-holders best price rule – must be offered to all holders of a particular class of stock

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

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

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

· Two-step merger

· 1) Tender offer + 2) Merger

· Benefits:  quickest method of acquiring another firm, does not require Board approval (by default) (p463)

· Weaknesses:  Implicates fiduciary duties of controller.  Weinberger (?).
· May be coercive (the people left after the first tier have their hands forced – concern with what they will get if they wait)

· DE 203 – trying to prevent hostile takeovers and break-up takeovers by creating a moratorium on transactions within a company for three years after it is acquired unless you have Board permission to acquire

· Triangular merger.
· Acquirer creates Acquisition Subsidiary (A) to merge with the target.

· Forward—subsidiary survives; reverse-target survives (thus, avoiding default for a merger and sometimes leaving senior securities outstanding)

· Benefit:  Addresses the loss of liability shield

· “De facto merger” (p479)
· Where fiduciary duty is not at issue, courts may not look through form to substance.

· Ex:  No recognition of appraisal right for “de facto” merger.  Hariton v. ARCO Electronics, Inc., (Del. 1963), p481:

· Reasoning:  Delaware doctrine of independent legal significance:  Compliance with one section of Delaware law cannot be attacked for non-compliance of another section that does not formally apply.  In this case, the formal elements were not satisfied.
· Pennsylvania went the other way, but corporate lawyers requested and received legislative reversal (thus, accepting the formalistic rule to provide for clarity).  As institutional investors increase their influence, the doctrine of de facto merger may reemerge.

·  Shareholder Votes on Mergers (p450)

· The Business Judgment Rule represents an efficient delegation of general business decisions (b/c shareholders don’t have time and money to educate themselves about all business decisions.

· Some mergers require shareholder votes, though, b/c the charter can be altered.

· DGCL §§ 251(b) and 251(f) govern voting rights in statutory mergers.

· DE 251 

· Majority of the outstanding stock entitled to vote (according to the corporate charter) provides the decision rule 

· You can also terminate or amend after the shareholder vote if conditions change

· Can’t amend the consideration or injure any class of stock

· Does not require class votes unless laid out in company’s charter

· Merger with no vote (251f) – small company acquisition exception

· Does not amend the certificate of incorporation

· No shares are being changed

· Going to issue stock of less than 20%

· DE 253 – short form merger when you own a large portion of the company

· Once a controlling shareholder who owns 90% can just do it with no vote

· Stock is converted and then if people want to have an appraisal they have that remedy

· The charter will specify when preferred stock will vote.  Class voting requirements (see RMBCA § 10.04, DGCL § 242(b)(2)) protect preferred stocks’ interest, since they would be outnumbered otherwise.

· RMBCA § 11.04 addresses class voting requirements for mergers.

· generally requires class votes to protect the classes from changes to their rights under the merger

· Delaware addresses the issue of preferred class voting rights in charters.
· Benefits of a merger

· Efficiencies/savings due to economies of scale, economies of scope (e.g., distributing hot sauce along with auto parts at little additional cost).

· Tax set-offs (see Unocal)

· Replacing under-performing managers (through a “hostile” takeover usually, or even through a friendly takeover using a pay-off such as a “golden parachute” or options that vest upon signing a merger agreement).

· Monopolization/increased market or pricing power (countered by antitrust laws)

· “Squeezing out” minority shareholders at an unfair price (See Weinberger)

· Process

· 1) Management, not board, involvement.

· 2) Board becomes more deeply involved, per Delaware law.

· 3) Confidentiality and stand-still agreement (i.e., purchaser’s agreement not to buy the target’s stock during negotiations except for counter-offers)

· 4) General agreement on fundamentals—  price, structure, and personnel

· 5) Lawyers and auditors develop the structure of the agreement:

· A) Specify type of transaction, including type of consideration

· B) Representations and warranties (establish the integrity of financial statements and legal claim to property while forcing the target to provide information)

· filed financial statements were true and correct when filed;

· no material adverse changes (MAC) since the last filing date, except as listed;

· representation that the company is duly-organized, etc.

· assets are free of lien, except as listed

· C) Covenants (promises)

· Affirmative—e.g., target will act in good faith to close the deal; CEO will remain in charge of target until the close of the merger (which could be over a year in a highly-regulated industry)

· Negative—e.g., Target will not change capital structure w/o Acquirer’s consent

· D) Closing conditions

· E.g., All of target’s warranties were true when made and remain true;  No MAC has occurred (and is continuing in its effect)

· E) Termination conditions

· E.g., Seller’s obligation to close if conditions to close have been satisfied.

· May include termination fee if Buyer does not close even though all conditions have been met.

· F) Indemnification (for private deals only, since enforcing a remedy among many public shareholders is impractical)

· Purpose:  to deter competing bids.  See Revlon.

· Potential problems

· Overpayment (usually due to competition)

· Clash of cultures
· Empire building:  casestudy— Citigroup bought Solomon Investors and Traveler’s Insurance.  The economies of scale argument (e.g., consumers can buy life insurance with their banker) was made, but the deal probably had more to do with the CEO’s ego

**********
i) Appraisal Actions and the Entire Fairness Doctrine 

(1) DGCL § 262 – If you did not vote for the merger you get an appraisal right (since 100% approval is no longer needed for a merger)

(a) Must dissent

(b) File an appraisal action

(c) If you don’t join the appraisal then you accept the merger

(d) “Market out” exception - §262(b)(2) – for large, publicly-traded corporations, appraisal is not available (b/c the person can just sell their shares for cash).

(2) Statutory evaluation standard - 262h (pg 229 of the supp) – court appraises the shares to determine their fair value exclusive of value coming from the merger (taking into account all relevant factors) 

(3) Fairness actions are brought on behalf of all of the shareholders (like a class action) whereas the appraisal actions are only for those who dissent (fewer people – less scary to a company)

(4) This tool exists as a political quid pro quo for moving away from the unanimity rule in the mid nineteenth century – gives people a voice in their property even though it no longer gives everyone a holdup opportunity

(a) But now that the market has high liquidity stock can be sold (262b)

(b) And when it is a cash merger you’re not stuck with stock you don’t want

(5) Most important in parent-subsidiary cases where the value of the original stock may be distorted – classic conflict transaction (but do you need both fairness and appraisal remedies?)

(6) Control Premiums

(a) Market rule: Absent looting of corporate assets, conversion of a corporate opportunity, or fraud or other acts of bad faith, a controlling shareholder is free to sell, and a purchaser is free to buy, that controlling interest at a premium price.  Zetlin v. Hanson Holdings, Inc. TA \l "Zetlin v. Hanson Holdings, Inc." \s "Zetlin v. Hanson Holdings, Inc." \c 1 , (N.Y. 1979), p416.

(b) Minority rule-Premium sharing:  

(i) Judges are reluctant to find that cases are purely private and fall under the Zetlin rule.  See, e.g., Perlman v. Feldmann, (2d Cir. 1955), p417 (a controller was not allowed to obtain a premium that resulted from a steel shortage b/c the control premium was a corporate asset since it affected the direction of the company’s product; concern – presumably, the new controller would end the Feldmann plan, thus hurting the company).  It’s not clear why the new controller’s fiduciary duty would not be sufficient to protect minority shareholders.

(ii) Rule:  special pricing situation, premia siphoned for oneself ( constitutes abuse which prevents application of Zetlin rule.  
(iii) Notes:  If  looting – e.g., a company whose only assets are liquid securities at $90/share, a 30% controller who sells control at $150/share.  If no self-dealing, looks like Zetlin.  But if the buyer loots the company (e.g., pays himself an unreasonably high salary) and the liquidation value decreases from $100 to $1/share.  Assume looter is judgment proof or absconded.  Should the minority have a claim against the seller?  

(iv) Harris v. Carter established a negligence rule.  In this case, the high price for a company that only had liquid securities as an asset would have alerted a reasonable person.

(c) Sale of Office (p428):  Essex involves control transfer by a 6% shareholder who agreed to resign from the board and vote for buyer’s candidates upon transfer.  This type of deal is more legitimate for a 51% shareholder, who has a fiduciary duty.  Courts are more likely to consider a sale of office as an abuse when the control bloc is small.

ii) Federal regulation of tender offers

(1) Proxy fights are a difficult method of gaining control b/c shareholders have to buy your story and trust you.  In the 1960s, the tender offer became a more prominent method of gaining control, apparently resulting from relative high liquidity in the credit markets.

(2) Paying a premium creates a stampede effect whereby minority shareholders want to get in early on the deal so as not to miss out on the premium.  Front-end loaded tender offers increase the stampede effect.

(3) Directors reacted by seeking legislation ( Williams Act to protect management’s role as a bargaining agent for shareholders.

(4) Securities & Exchange Act (SEA)

(a) § 13(d)

(i) Have to file certain info if make a tender offer (more for exchange offers—i.e. sale and purchase of securities)

1. If acquire 5% or greater ( have to specify if desire control (13(d) filer) or not (13(g) filer).

(ii) Stay open for 20 days (no withdrawal right after 20 days)

(iii) Pro ration rule – limits the stampede effect by requiring a buyer to acquire the same percentage from all sellers

(iv) equal treatment rule – same consideration for all sellers

(5) Is the offer a tender offer?  Brascan factors (Brascan Ltd. v. Edper Equities Ltd., SDNY 1979, p435, concerned a solicitation that was not wide enough to be considered a “de facto” tender offer)

(a) active and widespread solicitation

(b) to buy significant portion of shares

(c) at a premium to market (b/c not a market transaction)

(d) on fixed terms (not separately negotiable with multiple private parties),

(e) open for a limited time,

(f) subjecting offerees to pressure

(g) closing at a certain time

(h) identical terms

(i) Example;  MCA, under Lou Wasserman, had become a Hollywood behemoth.  Wasserman’s stock had a very low tax basis.  A Japanese conglomerate approached Wasserman about acquiring MCA.  Wasserman said he didn’t want a control premium in cash b/c his taxable event would be very significant, but shares would not be subject to capital gains if held until his death.  Wasserman negotiated consideration of convertible preferred stock, and Matsushita proposed a tender offer + cash-out merger with a contract to exchange the preferred shares for Wasserman’s MCA stock once the tender offer finalizes.  Plaintiffs argued that this agreement violated the “all holders” rule of SEA § 13(d)(10).  The 9th Cir agreed, despite D’s argument that the exchange of Wasserman’s stock was not part of the tender offer.  This case killed tender offers for about ten years, even though the lawyers attempted to argue that Wasserman’s consideration was equivalent to what the other shareholders received (i.e., different type but same value).  The 7th Cir decided a similar case in the opposite manner.

(j) The SEC could have clarified the rule and adopted the viewpoint adopted by the 7th Cir. that a tender offer begins and ends when the offer begins and ends, not when it is negotiated.

(k) After ten years, the SEC (begrudgingly) passed an exception that provided an environment where tender offers could resume, and they did resume.

(6) § 13(e) was a reaction to corporations “going private” (buying out public shareholders who had recently purchased through an IPO).  It requires issuers acquiring their own stock to disclose certain information.  Not much teeth, no requirement of fair price.
(7) The Williams Act reduced the risk of a “Saturday Night Special,” whereby a shareholder could become a controller within a relatively short period of time.  But not much else.  
(8) Managers sought state regulation to impede hostile takeovers—e.g., DGCL § 203 (takeover statute): for 3 years following securing control bloc, cannot transact w/o minority sh approval, unless obtain 85% or more of stock in one transaction..  These were generally ineffective or not accepted in important jurisdictions.  Unocal introduced a revolutionary idea and laid the conceptual foundation for the poison pill, which became the effective remedy to hostile takeovers.

iii) DEFENSIVE TACTICS

(1) Types

(a) Self-tender (corporation buying its own stock), selling attractive assets, buying unattractive assets (e.g., buy an auto business, which will raise antitrust concerns or competition concerns for an auto business buyer), seeking a “white Knight” (a “friendly” buyer), or seeking a “white squire” (a friendly buyer of less-than 20% of stock—although voting isn’t guaranteed, since note 160(c) prohibits management contract for votes).

(b) Poison Pill

(i) Creates a device to stop hostile takeovers attempted via tender offers by essentially forcing a tender offeror to negotiate with the board

1. Flip-in poison pill— distributes a right (e.g., a warrant to buy preferred stock) to all shs at an unrealistic (“out-of-the-money”) price, granting a legal feature to the shs (e.g., if any party acquires a certain % of stock w/o prior board permission, the warrant will convert into a right to buy a particular number of authorized-but-previously-unissued shares at a bargain price, while the triggering party cannot do so—thus, diluting the would-be controller’s share.)

2. Flip-over pill: shareholders are given a warrant to buy  preferred stock in the acquiring company

a. based on the theory that the directors will have to respect this warrant in making deals with others and will refrain from allowing hostile takeovers

b. Never been triggered

(ii) Validated in Moran v. Household Int’l, Inc. TA \l "Moran v. Household Int’l, Inc." \s "Moran v. Household Int’l, Inc." \c 1 , (Del. 1985), p525

1. Facts:  Household board approved a shareholder rights plan (“poison pill”), per DGCL §§ 151 and 157, that gave shs a right, upon a triggering event of a takeout, to buy out the takeover’s shares at a discount upon a subsequent merger.  Moran, a director of Household, sought to make a leveraged buyout of Household.  Moran argued that the board should not be able to create a sham security (one that is not designed to raise capital but rather to alter the control structure of the corporation) w/o shareholder approval.

2. Reasoning:  Household did not adopt its Rights Plan as a defensive mechanism in response to a particular threat, but as a preventative mechanism in good faith.

3. Notes:

a. The Board was not considering a cash-out merger or a liquidation plan.  So, it could focus upon the long-term interest of shareholders, not short-term share price.  Otherwise, the board cannot approve a lower price.

b. No fiduciary duty to employees, although they have contract rights.
(iii) Subject to BJR.  Initial burden of proportionality upon Board, per Unocal.

(iv) Effectively stopped front-end loaded tender offers.

(v) Gives the Board a new power – to negotiate in tender offers

(vi) Particularly effective when combined with a staggered Board because the buyer cannot immediately take Board control

(c) Looking at motive:  A corporation may deal selectively in its own stock, except when entrenchment is the primary purpose of the purchase.  Cheff v. Mathes TA \l "Cheff v. Mathes" \s "Cheff v. Mathes" \c 1 , (Del. 1964), p517 (furnace company had independent agents.  Marmot bought a significant percentage of stock and sat on the board.  He recommended a different sales technique, but the controlling family disagreed.  In order to shut him up, the family directed the company to buy back Marmot’s shares at a premium price.  Shs sued, arguing that the premium was paid for entrenchment purposes and amounted to waste; otherwise, the company could have paid market price for any shares on the market.  The court held that the board had a business reason, not just entrenchment, as its purpose.)

(2) Rules:  
(a) Ordinarily, a corporation may only deal in a class of stock in a non-discriminatory manner.  However, if the use of discrimination is a defensive tactic that is not for entrenchment purposes and that is reasonable in relation to the threat ( BJR applies.  Unocal Corp. v. Mesa Petroleum Co.[T. Boone Pickens] TA \l "Unocal Corp. v. Mesa Petroleum Co.[T. Boone Pickens]" \s "Unocal" \c 1 , (Del. 1985), p515:

(i) Facts:  Mesa, 13% owner of Unocal stock, made a two-tier “front-loaded” cash tender offer at $54/share.  The second phase would include an exchange of so-called “junk bonds” (below-investment grade bonds).  The Unocal board sought to defend against this takeover by making a self-tender at $72, conditioned upon exclusion of Mesa and a requirement that Mesa’s offer closes.  If shs don’t tender to Mesa, they’ll get $72/sh (destroying the economics of his offer), or nobody will get $72/sh but Mesa won’t get control either.  So, institutional investors demanded that the board remove the Mesa closing condition.  Mesa then sought to invalidate the exclusion condition.  The Del. Ch. said that the company could not discriminate against shareholders in the same class.  The Del. Supreme Court disagreed, holding that a company could use discrimination to fulfill its obligation to protect shareholders.

(ii) Notes:  

1. Only applied twice against management, reversed by Del. Supreme Court.

2. Coercion and low price were the threats.

3. This case demonstrates the influence of powerful institutional investors (who were able to get the board to act a certain way).
(b) If sale is inevitable ( Board must seek to get the best price.  Revlon v. MacAndrews & Forbes Holdings, Inc. TA \l "Revlon v. MacAndrews & Forbes Holdings, Inc." \s "Revlon v. MacAndrews & Forbes Holdings, Inc." \c 1 , (Del. 1986), p541.

(i) Facts:  In response to a takeover bid by Ron Perelman, Revlon’s board adopted a flip-in poison pill and repurchased a 20% of Revlon’s stock with unsecured debt (the Notes) at a premium price.  The Notes included a covenant that barred Revlon from selling or encumbering its assets w/o the approval of independent directors.  After Perelman raised his offer price, the board sought a white Knight in Forstmann Little & Co.  Forstmann requested a removal of the restrictive covenant in the Notes, since it precluded Forstmann from financing the transaction.  Upon removal of the covenant, the value of the Notes decreased, and the holders sued the board.

(ii) In earlier days, a decision to sell the company to one guy and not another by a disinterested board would be subject to the BJR.

(iii) Legacy of Revlon:

1. What is the Revlon duty?  
a. The board must try in good faith to get the highest price.
b. To hold an auction?  

i. No.  Market check mechanism is sufficient.  

ii. Like an auction, this serves to inform directors, 

iii. but it doesn’t have the side effects of putting a company on the auction block (e.g., personnel’s concern of ongoing livelihood, no other bidders).

c. A target cannot lock-up a deal with unreasonable termination fees or other defensives devices.

2. What triggers Revlon duty?

a. An auction

b. friendly cash merger outbid (as in Revlon)

c. friendly stock-for-stock merger?

i. The shareholders presumably know the market price of a company’s securities and have a general view about what will happen with the market.  Directors, though, have private information and know more about a company, giving them special insight into potential synergies and the potential stock price of a merged company.  Thus, courts should defer to informed directors acting in good faith for stock-for-stock transactions.  See Paramount v. Time.  (Since the proposed stock-for-stock merger between Time and Warner did not involve an inevitable change in control, the board did not have a duty to obtain the best cash price.)

d. Mixed consideration?  (if sale inevitable)
e. What about non-merger transactions, such as sale of all assets?
i. On the one hand—the doctrine of independent legal significance would argue that similar approaches may be formally different.
ii. But this mostly applies to statutory issues, not common law issues.
3. If Revlon applies, what deal protections can be put into an initial deal?

a. Initially understood to be “none.”

b. Now understood to be reasonable, in part b/c boards should be actively engaged, not passive.

c. Revlon struck down an asset lock-up provision which gave the potential buyer the right to purchase Revlon’s most valuable assets at a discount if another company bought Revlon.

d. No shop provision?

i. Benefit to intended buyer, who has to wait for meetings, proxy solicitation, and shareholder approval before purchase and would be hurt by other bidders.

ii. But a “no shop” provision can prevent a market check b/c the board will not be able to obtain the needed information.

iii. Compromise: add a “fiduciary out” clause re: no shop and agreement to recommend the merger to shs (e.g., “If at any time my fiduciary obligation requires me to evaluate another offer, actions taken in good faith adherence with the duty will not be held to violate this agreement.”)

e. Termination fee

i. To reimburse for transaction costs and lost opportunity costs

ii. To encourages active bidding, so helpful to targets

iii. To pay for premium that results from bidder’s offer

iv. ** If termination fee is too high, this could be viewed as a coercive and impermissible condition.

f. Deal protections in arms-length transactions could reasonably receive business judgment review, which typically happens.  However, if the motive appears to be favoring the initial bidder and impeding alternative bids, review is more skeptical.

(iv) After Revlon, what triggers Unocal review of defensive measures?

1. A deal that does not originate as a defensive measure (e.g., purchase of assets, but then a buyer seeks to condition its offer upon cessation of the asset purchase)?

a. No, board has no obligation to facilitate a takeover.
b. However, if the transaction is changed after the emergence of a takeover offer, as in Paramount v. Time, this may be viewed as a defensive measure that must satisfy Unocal.
2. Example:  Going from dispersed control to controlling shareholder = change-in-control ( Revlon applies.  Paramount Comm’ns, Inc. v. QVC Network, Inc. TA \l "Paramount Comm’ns, Inc. v. QVC Network, Inc." \s "Paramount Comm’ns, Inc. v. QVC Network, Inc." \c 1 , p554.
a. Original merger terms for Viacom to purchase Paramount:  

b. Economic:  1/10 A share, 9/10 B share, and $9.10 cash (worth about $69/share).

c. Non-economic:  

i. remove poison pill (duh, don’t prevent the deal from happening),

ii. no-shop provision with a fiduciary out (created by good information that the alternative is adequately financed),

iii. termination fee-$100MM (~1.2%)

iv. stock lock-up for 20% of Paramount’s common stock at deal valuation, paid for with a questionable Note and with an option to receive a portion of the resulting premium in cash.
v. Nobody expected these lock-ups to be triggered b/c their purpose was to impede alternative bids.
d. QVC offered consideration valued at $80/share.
e. Viacom increased its consideration.
f. Paramount board negotiated a “new merger agreement” at the new price but with the same terms.
g. Court evaluated whether the directors were exercising reasonable business judgment in the interest of shareholders or something else?  The critical fact is that Paramount’s board could have bargained out some of the deal protections of the merger agreement.  Why did they not take advantage of the opportunity to negotiate a better deal?
h. Issue:  Was Revlon implicated?  D’s:  stock-for-stock merger.
i. Holding:  Change in control b/c going from dispersed control to controlling shareholder ( Revlon applies.  Paramount board did not comply with their Revlon duties by exercising their fiduciary out right to make a good faith effort to maximize shareholder value (in this case, by seriously investigating the QVC offer).
j. Reasoning:  After merger with Viacom, Paramount’s minority shareholders will no longer have the same voice in the company.
k. Notes:  When small economic differences in offers leaving room for reasonable judgment about valuation ( deferential approach.  See R.J. Nabisco case.
(v) After Paramount v. QVC?
1. What constitutes a change in control?
2. In a 50/50 cash/stock merger, does Revlon (>50% cash) or Paramount v. Time (<50% cash) apply?
(c) No affirmative duty to initiate auction if such inaction withstands the BJR.  Lyondell Chem. Co. v. Ryan TA \l "Lyondell Chem. Co. v. Ryan" \s "Lyondell Chem. Co. v. Ryan" \c 1 , (Del. 2009), p568 (seems to overturn Barkan, p545):
(i) Facts:  After being refused an offer to buy Lyondell, Blavatnik/Basell purchased a significant share of stock through a sister company and indicated a desire to merge.  Ultimately, Basell made an offer.  Board did not issue an auction or market test.  Shs sued via class action.
(ii) Notes:

1. The court stated that Revlon is not a new doctrinal issue—it involves duty of care and duty of loyalty.  §102(b)(7) waives the duty of care claim.  Since no conflict, the only duty of loyalty issue is bad faith, which is deliberate indifference or conscious disregard (a high standard not met in this case).

2. So, a cash merger did not invoke Revlon but something like BJR.  When no competing bidders( Revlon does not seem to apply.  No affirmative duty to seek a better deal.
(3) Hypo:  If Board gets to negotiate with the buyer because of a poison pill and then there is a tender offer followed by a merger, can a shareholder bring a fairness claim because it is a controlling shareholder merger?

(a) It was negotiated as an arms length transaction

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

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

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

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

Allen says this is all about good faith
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� Most investors are risk averse, per p124.


� The corporation is merely a nominal defendant, not an active one, and, in fact, will receive a benefit if the plaintiff prevails.


�“waste” = an exchange for no consideration into which no reasonable person would have entered.


� Short-selling:  Investor tells his broker he wants to short-sell GM; the broker borrows a GM share and sells it, in the hopes of buying an equal amount of shares at a lower price and profiting the spread/difference.
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