Corporations – Coates – Fall 2005
I. Introduction: Theory of the Law of Enterprise Organization (Chapter 1)
a. Corporations is about:
i. Private (not public) law of governance and organization (not finance). 

ii. How law facilitates creation, governance, and financing of large organizations of people.  Three ways:
1. Political shelter (limit from political interference) – comes from constitutional law

a. Corporate law is statutory so more susceptible to politics than agency law (which is common law), so plaintiffs sometimes fall back on agency law.  

2. Creates “forms” and default rules for governance (internal) and liability (external)

a. So standard, businesspeople needn’t spend lots of effort learning law

3. Subsidizing a court system to resolve business disputes (vast majority of court users)

a. No juries in DE equity courts. 
4. Our book authors believe protecting SHs = common good (they don’t think distribution is a concern of corporate law).  Coates is more skeptical about this functional story, but there it is.  

b. Efficiency:  

i. Same reason for default contract rules: Create the forms and people can use them cheaply.
ii. Corporate law facilitates creation of wealth through collective economic action.

iii. Corporate form dominant worldwide b/c of economies of scale. 

iv. Pareto efficiency: makes someone better and no-one worse

v. Kaldor-Hicks efficiency: net improvement in social welfare – someone can be worse off if someone else’s gain is big enough to offset it.  That’s what this book uses and makes efficiency MUCH easier to show.

c. Interior and Exterior perspectives on law: internal logic of doctrine/authority v. practical question of whether these create a good society.
i. Fairness and efficiency – authors assert that fairness to SHs will create K-H efficiency.

d. Modern Theory of the Firm

i. Adam Smith: firms facilitate specialization and huge efficiency gains

1. Predicted big firms wd have trouble monitoring managers (incentives) & wdn’t be much-used.

ii. In 1937 Coase noted that firms are used b/c they avoid transactions costs – raising question of how much activity it’s efficient to concentrate in a firm (where are the efficient boundaries).
1. Coates frames Coase’s question as: Why couldn’t you specialize across markets? 

2. Transactions costs (internal and regulatory) and maybe complementary skills will determine boundaries.
iii. Nobody studied internal functions of firms till 70s – rather focused on their external effects on markets (monopolies etc.) – didn’t ask why they existed.

iv. Now, huge scholarship focuses on theories of transactions costs and agency costs (the downside).

v. Jensen and Meckling: 
1. an agency cost is any cost of a self-interested agent exercising discretion over principle’s property (and self-interest not aligning with P’s interest).  

2. Firms are a cluster of P/A contracts and have lots of agency costs.  
3. Managers will always have more to lose than owners if ownership scattered and won’t take enough risks (at the margins, their incentives will never align and they won’t maximize value).

4. Costs, then, are: Monitoring, bonding, residual (costs you can’t avoid through first two). 

5. Conflicts: Owner/manager; Maj owner/min owner; Firm/3d parties (esp. creditors). 
vi. Willamson: bounded rationality.  Firms need to minimize 1) opportunism and 2) time problems (contracting).

vii. The larger the firm, the more uncertainty/complexity, the more it needs forms and defaults. 

viii. So, corp law shd facilitate creation of firms (b/c they’re efficient); must minimize agency probs to do so.  
ix. Next question (after “why have firms”) is “why co-ownership.”  Answer: to pool capital.  

e. Why DE is so imp’t in corporate law:

i. Suits about corporations’ internal affairs are very often in DE b/c 60% of the Fortune 500 are incorporated there.  (Internal = SHs and board, as opposed to torts, Ks, creditors, etc.)

1. Creditors may have to sue where they contracted, though. 

ii. State itself very dependent on corporations and corporate bar – 20% of taxes are companies’ franchise fees.  Small population (can make its courts more efficient). 

1. Legislature very compliant to corporate lobbying; judges less so.

iii. 70% of Chancery cases are corporate.  25% of Supreme Ct cases are. 

1. Chancellors sit in equity – they’re supposed to do justice.

2. In close cases chancellors tend to side w/mgt (Supreme court can be more political).
3. Judges VERY educated about corporate law.  

iv. So, other states tend to follow DE on governance matters.  
II. Agency and Partnership

a. Agency (Chapter 2)
i. Note: this is a branch of law, NOT the economic term “agency costs.”  Totally diff’t and more specific.
ii. Formation:  RSA § 1 says agency is a fiduciary rel’ship resulting from consent btwn P and A that A will act on P’s behalf and subject to P’s control.  
1. Types: special v. general; disclosed v. partially disclosed (3 knows you’re an A but doesn’t know P’s ID) v. undisclosed (doesn’t know you’re an A).  

2. 3 elements: Control, Consent, acting on P’s behalf.   To sue agent, need to show control and liability.
iii. Termination:  P can revoke or A renounce at any time (no slavery!).  K won’t specifically enforce agency.
1. Parties bear burden of notifying public about termination – so co’s take away your cards when u leave.

2. P will be bound if they should have reasonably predicted/prevented A’s behavior.  Not bound if fraud.

iv. Parties can make an agreement that sets up agency w/out meaning to.
1. Jensen Farms Co. v. Cargill, Minn. 1981 – Cargill (world’s biggest company) contracted w/Warren (grain elevator).  W got financing in return for buying rights on their grain – supply relationship.  
a. Farmers to whom W owes $ for their grain sue C saying W was acting as its agent (W is bankrupt).  NOT necessary that P’s have been under impression that they were working w/C.

b. Court holds W to have been C’s agent – key was finding control.  

i. Willing to treat C not just as another creditor (like P’s) because of totality of circumstances – finding agency rel’ship will be fact-bound.
1. DIDN’T matter that W had contracted to be C’s agent for something specific – courts won’t find general just b/c of specific.
2. C had right to look at books and veto on W taking more debt – both standard.

3. People were getting checks straight from C

4. Combo of supplier and debtor rel’ships – normally not combined

5. C said W needed “paternal guidance” – silly doc that mattered a lot!

6. Coates suspects there were more facts than we get.

ii. Note C could’ve gotten out by saying “we are P and we terminate!”

iii. Effect: lenders will be very conservative and stick to totally standard rel’ships.  Juries will get to apply this fuzzy factual analysis to decide whether a given K also created agency.

iv. Possible elements of control:

1. Right to, say, veto (negative control) ISN’T enough - need power to initiate action.

2. Control over info - good “marker” of control though not nec enough.

3. Control over cash is big.

4. High level of risk invested in possible ‘agent’ is big. C was more invested in W than W’s owners.  If people take risks, they’ll want control and probably have it.

5. High level of capital (esp if more than A itself).

6. Multiple roles are more indicative of control than a single role.

7. Actual dictation and obedience of what to do.  

v. Liability: Contract
1. Nogales Service Center v. Atlantic Richfield Co., AZ 1980 – Terpenning (O) met w/Joe who claimed to bind ARCO to 3 promises if T built a truckstop/hotel @ his service station: 1) to ‘keep him competitive,’ 2) to lend him $, 3) diesel discount.  They don’t, T sues, ARCO says Joe wasn’t authorized. 
a. T mistakenly allowed a trial instruction that ARCO cd be bound only through apparent authority – inherent power was the proper way to bind ARCO here.
b. But T wins anyway – strong equity in this area.   
c. Fair b/c T doesn’t know about ARCO and ARCO knows it can be bound by what Joe says – so it should monitor him.  

d. If we didn’t allow A’s to bind P’s, using agents would become impossible!
i. People have to be able to rely on agents or business would collapse.  

ii. This reliance must be reasonable – because we also want 3Ps to investigate/monitor, esp in cases where what A is promising seems unusual.  
e. Types of Authority
i. Actual:  What a reasonable A would think P gave A (from P’s conduct); includes incidental authority and ratification.  
1. Simply: what they explicitly gave (w/twist of reasonable interp).   
2. Be clear that actual authority can be implied and this is diff’t than apparent: idea is board “winked” and is trying to wiggle out – they are more implicated in implied.  
ii. Apparent: What a reasonable 3d party would think P gave A (from P’s conduct) – equitable
1. Applies even if P explicitly limited A but 3P doesn’t know.

2. A liable to P for not obeying
3. A’s can’t just create it – P’s conduct must be implicated – be careful not to unwittingly let s/o look like your agent (by not taking away their card, say)
4. Title can create apparent authority – bd calls s/o “pres,” people can assume he has certain powers.  This is about appearances you create.  Notice/what’s ordinary.
5. VERY hard to have for cos b/c the “P” doesn’t act/exist! 

6. Key difference is: specific appearance you create (letterhead - apparent) versus general knowledge about what this type of agent does (inherent). 
iii. Inherent power: Not conferred but imposed by law (NOT from P’s conduct).  
1. Ex: A makes contract outside her bounds.  3P doesn’t know there’s a P.  P is held to the K b/c she could hold 3P to the K.

2. Coates: this is equitable/reliance-based, too (actual and reasonable).
3. If agent intended to help P, that might help P get bound. 
4. See this as shifting the risk of renegade agents to the corp.  

5. A liable to P for not obeying.

iv. Another formulation: notice of what’s normal is assumed if in “ordinary course” so A can’t bind P by acting abnormally (but can by acting normally).  If outside ordinary course (i.e., unusual restriction on authority), A can sometimes bind P if reliance is caused.    
v. Ex on p. 60 (re: p-ship): One partner signs K for alterations to a bldg.  This is probably NOT in the normal course.  So no actual authority absent unanimous agreement.  No apparent authority if people wouldn’t THINK a partner wd have such power (if extraordinary – you’re “on notice” that he may not have it).  Inherent only if someone really relied.  
vi. Liability: Tort 

1. Humble Oil & Refining Co. v. Martin, TX 1949 – Schneider runs Humble franchise where tort takes place (woman leaves parking brake off, car hits kids).  H sued as P for ee’s negligence in not stopping car.
a. If this were general A rel’ship (employee/servant) P liability wd be automatic.  But it’s specific (independent contractor).
i. Servitude distinction: whether relationship is at-will; servant won’t bear risk, physical contr.
b. Did H have control?  Again, a K saying S control employees won’t help – de facto, not de jure.  Control must be found in rel’ship as a whole, not this incident.
i. H provided the oil, financing (at lots of risk), the premises, uniforms, ads, etc.  

ii. S hired and scheduled employees.  But de facto if there were a dispute, H wd win.
iii. Paid utilities

iv. Had a “catch-all” clause that S had to do anything else they said. 
c. RSA says you have to be an employer or have right (formal) to control or actual control. Humble loses – had actual control and right to control – companies realize that if they write away right to control, courts won’t actually hold them liable based on actual control.
i. Especially not “potential actual” control (won’t be in K now anyway).     
2. Hoover v. Sun Oil Co., DE 1965 – Car explodes @ station b/c of employee negligence.  Sun sued as P.

a. Main diff frm Humble:  Lease terminable yearly.  (But Schneider cd terminate too); absence of certain K rights H had in that case.

b. Sun wins!  Huge victory.  Finds this as matter of law, so won’t even go to the jury now.
c. Court seems to say that actual control isn’t enough if you don’t have right to control – shift.
i. So now, companies just avoid control rights in Ks and they won’t be found to be Ps. 

ii. K overrides tort, essentially!

iii. In tort, the kind of control we’re talking about is physical – Sun Ked out of any physical control over the place and its ees (?).  

d. Why diff’t outcomes? Humble in TX (anti-company), Sun in DE (pro-company).  

e. Normatively, balance as always is btwn letting P’s recover and crippling liability for co.s

f. Focus on control is in line w/negligence, not strict liability.  If SL is good, this doctrine not.
vii. Fiduciary Duties of Agents (Governance of P/A relationship)
1. Types:

a. care (act in good faith, be informed)

b. loyalty (act solely – RSA 387 – to advance P’s interests – most important)

c. obedience (to documents and P’s commands - may fall under loyalty)

2. Inherent in P/A relationship – can be modified by K but exist outside K and can’t be Ked away entirely. 
3. RSA provisions:

a. 389/90: can’t “act as adverse party” w/out P’s consent
i. Ex: Real estate agent can buy your house if 1) she reveals all info to you 2) she is still capable of giving you her independent judgment (or hires someone else to do so!)
ii. As disincentivized from ever acting adversely, b/c even if they are carefully to reveal all, court can find they lost impartiality or that deal was unfair – and price is prima facie ev.
b. 388: must account for profits arising from the rel’ship – must give them to P
4. Tarnwoski v. Reesop, Minn. 1952 – Hired agent to look into buying jukeboxes.  A said: found one, all working and new, profits were good.  This wasn’t true.  Agent a) hadn’t investigated fully and said he did due diligence failure plus affirmative lie, and b) took some $ from the seller w/out telling P (bribe).  

a. P is made whole by seller, sues A for costs (atty’s fees) and for the bribe.  P wins.
i. Why not unjust enrichment?  B/c agency so important.  Huge disincentives on As to cheat.
ii. Why no efficient breach?  B/c that theory only works w/perfect info, and b/c this is an equity line that econ hasn’t touched yet.  

5. In Re Gleeson, Ill. 1954 – Gleeson died, left Colbrook as trustee of her farm for Gleeson’s kids.  C had been a joint tenant and renews that lease after becoming trustee.  Didn’t do anything wrong (was in fact very conscientious and asked the beneficiaries), still liable. 
a. Strong per se rule that trustees can’t deal w/selves.  The interest is the violation.  “No inquiry.”

b. Gleeson’s incompetent daughter prob had atty w/duty to sue – even tho nobody wanted to!

c. Why no “per se” rule of no dealings w/agents (390 instead)?  B/c P’s can act w/full info whereas beneficiaries are often minors or incompetent.  

d. Good ex of how efficiency (ie, of not wasting time inquiring and of having strong deterrence) only work across a system and not necessarily in given cases.  

e. Can’t K out of this rule.  

b. Partnership (Chapter 3) 
i. Intro and rationale
1. Reasons for co-ownership:

a. Biggest probably is capital (wealth constraints).  
i. Why not borrow? May be cheaper to co-own – avoid the fixed cost of interest.  People are willing to share in downside if they share in full upside.  You may also be limited by your credit.

b. Another, older answer - division of labor (Smith)
c. Gives partners better incentives – co-ownership means harder work.  

d. Overcomes valuation problems (you don’t know how much someone’s services will be worth).

2. Meinhard v. Salmon, NY 1928 – Salmon gets a lease to run a hotel for Gerry and goes to Meinhard for financing (20 year venture).  G comes to S just before end of first lease and offers new deal.  S takes it for himself and doesn’t tell M.  Cardozo: S, as a managing partner, had a duty to give M that info.  As remedy, gives M the deal he wanted (same one they had before) – M gets 1/2 profits from the new venture!  Why?
a. Most famous business case ever. 

b. The famous punctilio sentence appears here first: the punctilio of an honor the most sensitive.  
c. While S was negotiating this they WERE still partners – he still had a duty (even tho deal itself began when their p-ship was up). 

d. Opportunities that come to the p-ship must be shared (note analog in duty of directors not to take corporate opportunities).  M could have competed.
e. What rule would M and S have contracted for ex ante?  Possibilities: 

i. S must tell M
ii. S can choose not to tell, but will face a penalty

iii. Cardozo’s answer – must tell and must continue p-ship if partner wants.

iv. Neither gets first dibs – must go to market

v. Noncompetition – neither can take deal till p-ship ends?

vi. M gets right of first refusal if S needs a co-venturer

f. BUT:  we don’t WANT what they would have contracted for.  Maxing benefits in each case will invite gaming the system.  We want airtight rules that people treat e/o well.  

g. Prior rule was that S had to share renewals but nothing else.  Might see this as extending renewal rule to deals that are similar or arise from same rel’ships.  
h. Why would this over-punishment of S be good?  As in agency, S was managing partner and similar to A – almost M’s investment – we want Ms to rely on Ss promoting their interests.  Info-sharing imakes p-ship work.  Bottom line: minimizes p-ship disputes and strengthens the form.  
i. Judges can give fast and loose remedies in this area – even more deterrence from not sharing.

ii. Formation

1. Vohland v. Sweet, Ind. 1982 - Vohland Sr. brings on Sweet to operate his nursery.  S does physical stuff and V (followed by V Jr.) the finances.  S is promised 20% of the profits of the business after expenses.  Business dissolves. Who will get inventory?  Turns on whether V is partner rather than Ee/servant.
a. RUPA 202 (maj rule): People acting like partners, are (not very formal).

i. V and S filed taxes as though S was on commission (NOT a P) – doesn’t matter!
ii. “You can blunder into a partnership.”  It’s a status, not a Ked-for thing. 
1. But you CAN K out of it.  As in Sun.  
iii. 202 makes profit-sharing a presumption of p-ship – so burden on V here. 

b. If S shared in revenues post expenses, he’s not sharing risk & isn’t a P – interests not aligned.
i. Risk can = control (Cargill).  S wins.
c. Coates: if partner finding were against S (V ran up debts and wants S liable), ct would likely have found other way, b/c S wasn’t part of finances and V/creditor likely wdn’t think to sue him.  

2. 3 most important rules of partnership: 

a. RUPA 306: Partners all individally liable (jointly, severally, etc) for debts of p-ship.  

b. RUPA 301: All are agents and can bind each other (hence all fiduciaries).
c. RUPA 401(j): Acts outside ordinary course must be unanimous; in ordinary course, by majority (gives them all control).  (“Black Ball Rule.”)
i. This means majority can restrain – prima facie, all Ps can bind each other.  
3. Prof. Brudney’s problem:
a. Note that a co-venturer who has a salary and shares profits but not losses might or might not be a partner – control would affect the decision.
b. Intent to share profits is required to form a p-ship though you don’t have to think “partners.”  All partners, not just one, have to consent to this sharing for new person to become a partner.
c. Note that you can have “nested” partnerships (one person can partner separately w/2 other people w/out making these liable for each other). 
d. Interest and wages don’t count as profit-sharing (ees and creditors aren’t partners w/out more).
iii. 3d Parties
1. Munn v. Scalera, Conn. 1980 – Munns hired bros/partners to build house, bros dissolved p-ship, Ms agreed Bob could keep building the house (over Pete).  B doesn’t pay a sub, sub threatens to sue Ms, they pay, they want to hold Pete liable for repayment (B’s bankrupt).

a. Pete is not liable b/c the K was modified after he left (this applies even though modification was positive for p-ship creditors).  Control rationale limits liability.  
b. Otherwise he would be – you don’t get out through dissolution. 
c. RUPA 703(d) – not liable if obligation materially altered
2. In Re Comark, CA 1985 - Creditors lent money both to indiv partners and p-ship.  Newman, an indiv creditor, goes after all indiv partners.  Creditors of p-ship are mad.  Court enjoins N’s collection action.  
a. Old “jingle rule”: P-ship creditors get first shot at p-ship assets; indiv creditors at indiv assets.

b. New RUPA rule: P-ship creditors can go after indiv. assets on equal terms!  
c. Why the change? 

i. Lobbying

ii. Makes p-ship assets more valuable – more credit if they can get you personally.

d. Note corporations avoid this b/c SHs (owners) are almost never personally liable.  
iv. Governance/Authority
1. Nabisco v. Stroud, NC 1959 – Stroud and Freeman partner to sell groceries.  Stroud told 3d party (Nabisco) he wouldn’t pay for bread Freeman bought.  Doesn’t matter – black ball rule applies.  

a. One half of a two-person partnership isn’t a majority, and F’s acts were within the scope of the p-ship (no limits on his powers when they entered into it).  

b. W/our majority vote, partners are liable for things co-partners do in the ordinary course even if 3P knows one doesn’t want to be.  Outside normal course, though, F couldn’t bind S unless a 3P relied and equity (a la inherent authority) kicked in.
i. Even with majority vote, if 3P not on notice, P-ship bound (apparent/inherent)

ii. See 2003 exam answers p. 2-3.  

c. So similar to ARCO case, S suffers unfairness b/c people need to be able to rely on p-ship as one entity to make the form valuable.  

d. However, if F’s purchase had been extraordinary, 3Ps not entitled to rely if S says “stop.”  If S doesn’t, though – takes the benefit – then he is bound (a la inherent authority).  

v. Termination (Dissolution and Disassociation)

1. UPA § 29 (relevant b/c many p-ships formed under it and still subject to it)
a. Dissolution:  Significant change in p-ship rel’ship – death or leaving of a partner
b. Winding Up:  Liquidation process of a p-ship
c. Termination: End of liquidation – p-ship gone as legal entity
2. RUPA §§ 601 and 801:

a. Same, but only called dissolution if result is liquidation; if remaining Ps go on, disassociation
3. Consequences of dissolution/disassociation (one leaving):

a. For a term: if someone leaves, broken contract – damages etc.

b. Not for a term: To figure out his share, court will force a sale if they don’t agree.

i. So departing P can force windup, BUT as long as remaining Ps can outbid him at a sale, likely nobody else will want the p-ship as much as they do, and so generally, they can define his share - he has to take what they give him unless laughable.  

ii. So windup process not great if p-ship hard to value and departer way less wealthy than all others (a la law firms).

4. UPA § 38:

a. Each partner has right to his part of the value of the business in cash – this means a sale will always be necessary – unless they K to the contrary.  

b. Courts have read a strict requirement of sale (instead of dividing up of assets) into this, because:

i. Dividing makes creditors nervous (wd give them 3 entities to pursue to collect)

ii. Dividing up doesn’t let market test real value of business (just going on book value)

iii. If you sell, likely one P will buy, but it’s possible a 3d party could put bigger value on p-ship and buy it – value-creating.  
c. Right to liquidate at termination: RUPA § 807.  Not required to accept in-kind: § 402.
5. Adams v. Jarvis, Wis. 1964 – Adams left a p-ship; K said dissolution couldn’t start till after end of 30 days notice.  He argues this is slavery and K not binding (wants out of other clause that doesn’t give you your full share – just net).  He gets what K says, NOT what he’d get if he forced a winding-up. 
6. Dreifuerst v. Dreifuerst, Wis. 1979 – Brothers partnered, owned and ran family mills.  They wanted to dissolve and split assets (rather than selling for cash) and court wouldn’t let them. 
a. So, you can’t let all P’s have a role anymore – someone will get cashed out (and 3d party might even buy).  Sad in “family farm” situations. 

7. Page v. Page, CA 1961 – “Boss Page” wants to dissolve and “Money Page” wants to find that the p-ship was for a term (“till we pay back creditors”), because if a sale is forced, “Money” will could buy the business but none of the knowledge or connections.  “Money” loses b/c the “at will” default is strong (statute says you can force wind-up when you want) so should really be Ked about to avoid.  
a. Traynor says new owner (prob Boss b/c it’s not worth much to Money w/out him) will have a fiduciary duty not to profit overmuch from dissolution (eg, not to dissolve in un-fiduciary way).

i. But trial court’s cop-out (implying a term) is a clearer rule – more certain.  

b. Coates: nobody can value the company right but Boss, hence Traynor’s solution of extended co-ownership and attendant fiduciary duty through/a little past winding-up.  

c. Cf Meinhard (extension of duties w/out intent, etc.)

d. So: Fiduciary duties must always be contracted around if you DON’T want to risk their attachment even beyond what you think of as the time frame of p-ship.  

vi. Accounting

1. Balance Sheet (or “statement of profit and loss”): Snapshot

a. Assets, Liabilities, and whatever the diff is = equity (or “capital”) of Ps/SHs.

i. Assets: Cash, accounts receivable (debt you hold is an asset), inventory

ii. Liabilities:  Accounts payable, notes payable (loans), mortgage, etc.

b. So, they balance b/c capital/equity is just defined that way.  Handy.  

c. Capital/equity is book value – does NOT equal market value!  

2. Income Statement: Costs and Benefits over time

a. Transactions: Sales, costs and expenses, profit. 

b. Can be done on a cash basis (deduct when spent) or accrual basis (deduct 12 mos of ads over 12 mos).  (Accrual for things someone owes you can be misleading – may not pay.)

c. Will also include a capital accounts section.  This will explain what profits P’s took out and what they left in as capital.  

i. Note P’s get taxed on their share of profit whether they leave it in or take it out.  

ii. Profit = income.  What you “draw” can be LESS than your income (and often is). 
vii. Limited Liability Modifications

1. Types (bridge from p-ship to corp):
a. Limited Partnership (LP)

i. You can add partners whose personal assets aren’t reachable by business creditors, but you still must have at least 1 general partner.
ii. GP is supposed to be the one doing most hands-on management; LPs who do this could get liability extended to them.

iii. Who would be an LP if you risked GP liability OR could choose to have no control (bad choices)?  You apparently hope GP has incentive to make $$ for everyone (self included). 

iv. Opposite of permanent entity – default is “at-will” which gives GP incentives to terminate before profits/bid deals a la Page.  

b. Limited Liability Partnership (LLP)

i. Limits liability for P-ship contracts w/no GP required.
ii. Also, often limits liability for others’ torts.
iii. To protect doctors, lawyers, etc. who can’t be LLC’s b/c of ethical rules.  
iv. Many statutes have minimum capitalization req’t to make up for lower liability. 

c. Limited Liability Corporation (LLC)

i. Combines limited liability of a corporation w/no double taxation as corps have (company taxed and SH taxed again on dividends).

ii. Limits ALL liabilities (absent veil-peircing) – K and tort.  

iii. LPs used to be most common, now LLCs prob are (simpler forms than LP, no GP needed, LL stays even if you exercise control a la a GP)  

iv. Can make this basically identical to a regular corp thru more-expensive contracting – often cheaper to use Corp defaults/forms

d. Note: IRS used to investigate that you have the characteristics LL entities are supposed to – now you just check the box on tax forms; they don’t investigate.  

e. Another note: LL goes both ways – company isn’t liable for personal debts! Just as imp’t.  
2. Delaney v. Fidelity Lease Ltd, TX 1975 – Sham corp formed to own an LP (partners and SHs same guys) – thus getting limited liability but without tax probs of being a corp (this is pre LLC).  Court says LP who did duties/had level of control of GP cd be considered a GP (disregards the corporation fiction). 
a. You can’t contract out of control – generally this will be de facto not de jure – though remember from Sun that in reality courts will be influenced by formality.  
b. Does this apply to SHs of corps?  Many don’t try to manage for fear of losing LL.  

c. But Texas legislature responded by changing law to let them keep LL!  
III. The Corporate Form

a. Why the Corporate Form? (Chapter 4)
i. Benefits (flip side of problems w/p-ship) (very complementary):
1. Legal personality with indefinite life (the one thing LL entities don’t get you)
a. Note that unlike a p-ship, can’t be created orally – need the docs (charter).  Cheap/fast though.

b. Most cos leave most stuff out of charter and do it in the bylaws which can be changed.  
2. Transferability of shares

3. Limited liability
4. Centralized management (foreshadowing: this is also a problem – agency costs/incentives!)  
Types:
5. Close Corporation:  few SHs, don’t need to raise equity, may restrict transferability, not publicly traded
6. Public Corporation:  Many SHs, traded, incorporated to raise equity
a. Controlled: Someone has enough shares to control board.  
b. Coates: The rules make most sense for big, public corps – more likely to be Ked out of for closely held (b/c the rules aren’t as useful in that context – the close control undermines them).  

ii. Binding docs, in order: 

1. Statute

2. Charter

3. Bylaws

4. Agreements (rare, can be elsewhere in hierarchy– SH Agreements, Voting Agreements, Mgt Agreements)

5. Resolutions

6. (stuff agents do, maybe)

iii. Automatic Self-Cleansing (UK 1906) – 55% SH sued b/c he couldn’t override board resolution for sale of assets (charter said it took a 75% vote to do so).  Court says, though.  
1. Rule is so set that we use this old case – don’t even mention it in newer cases.
2. In the U.S., even the 75% override probably not legal – would be too much infringement on board – the exceptions to its power are limited.
iv. DGCL  §141(a) – The Board Wins  

1. SHs just don’t make management decisions!  What they can do is elect the board itself, of course.  

2. Your charter needn’t even say board has power to manage and SHs can’t override.  It just does.

3. When in doubt on the exam, remember this.  This is why we have control fights to appoint the board.  
4. Why be on a board? Jets, prestige, networking, small fee per year.

5. DGCL § 142: Board appoints/delegates to officers (second most imp’t rule) and they do the real work.
v. Who can bind the corporation?
1. Jennings v. Pittsburgh Mercantile Co., PA 1964 – Egmore, VP/Treasurer, represents to Jennings (broker) that if Jennings finds buyer for their property, board will approve it.  It doesn’t and J sues for his commission.  Court says E couldn’t bind the company – no apparent authority.
a. Why?  Because this was unusual.

b. No inherent power either (court doesn’t discuss it) for same reason – unusual, not repeated.  

i. IP v. AA in this context: Confusing even to courts b/c both rely on custom/usualness.

c. Title can’t always give rise to apparent auth’y, or inherent power, b/c this wd gut bd authority.

d. Who should have to monitor E?  The board, or the customer?  I’d say customer (this outcome).  

e. If J wanted to win, he should have said E’s retention of agents to search for him was routine. 

2. Menard v. Dage-MTI, Ind. 2000 – Sterling is board member of Dage (closely held) and runs it w/out much input from other BMs.  Menard offers to buy land.  Board tells Sterling not to take offers on its behalf and M is told the same, but then S signs K saying he does have such auth’y.  Court binds Dage based on inherent power. 
a. Why diff’t than Jennings?  

i. He was more powerful – president, not VP (officer as well as BM) [status of indiv]
ii. Written K said he had auth’y, not just oral promise [you can bind corp better by lying big?!]
iii. Court says this was a usual transaction [ordinary/extraordinary]

iv. Court says M relied and had no notice (fudged, he did).  [facts bearing on expectations of 3P]
v. Approach is similar; facts come out differently.

b. Dissent – lawyers can’t rely on fuzziness like this.  Clear rule of bd control is better.  

i. Coates agrees w/dissent – preserve bd role; they deliberate better than officers (which supports usual/extraordinary distinction) and “legal personality” is key to value of corps.  
ii. But maj. is good law. 

b. Debt/Equity/Economic Value (Chapter 5)
i. Capital Structure
1. Debt v. Equity: the 2 types of Capital

a. Equity: Ownership sold on the market (stocks – type of security).
i. “Soft” contract protection – dividends not guaranteed

ii. Equity shares control – voting rights!  
1. Coates: Nobody has ever sued successfully for payment of dividends!

2. Why do boards pay?  To get more SHs, and b/c it doesn’t hurt to pay if $s there?  

iii. “Preferred stock” – give up voting (usually) in return for liquidation/dividend priority over common stock (and right to add board members if not given dividends for x years!).  Still can’t sue, can just block dividends to common stock.  
iv. Equity may be “leveraged” (itself financed with debt). 

1. This means both the downside and upside to you are bigger – because your actual investment is smaller.

2. BUT with bankruptcy and limited liability, your downside might actually be small!

3. So leveraging makes equity too willing to take risks – disastrous for lenders (banks). 
4. How do banks cope? By undoing LL by contract or just hoping most people won’t do this.  (LL is still the default b/c it’s SO valuable to companies).  

b. Debt: Borrowed from a bank (a loan) or on the market (a bond or note – also securities).

i. “Hard” K protection (created by K) – can sue for your interest or your principle once due 
ii. Debt has a maturity date (most common characteristic) – it will “come due”

iii. Debt has priority over equity in bankruptcy. 

iv. Interest is deductible – dividends are not (incentive to make equity look like debt!)
2. Corporate Capital Structure – Hierarchy of Capital (from handout)

a. Senior Secured Loan (Debt) – first priority to its collateral; shared priority to unsecured assets
b. Senior Notes (Debt) – shared priority to unsecured assets (if any)
c. Subordinated Notes (Debt) – after other creditors (can demand more interest)
d. Cumulative Preferred Stock (Equity) – no vote, but dividend and liquid pref over other stock
i. Once you pay a dividend, you have to pay it for all the quarters you skipped before CS.
e. Non-Cumulative Preferred Stock (Equity) – pfd only in liquid; cap on dividends (Coates: crap!)
i. You have to pay before CS each quarter – not much protection. 
f. Junior Cumulative Preferred Stock (Equity) – pfd over CS for dividend and liquid but after cum.
g. Common Stock (Equity) – dead last!
h. Subsidiaries exist to further “layer” creditors – allow lending to sub w/out worrying about all the existing creditors of the parent.   

3. So why use equity, ever (if debt is cheaper – tax-deductible – and not subject to leveraging)? 
a. Credit ends somewhere!  Interest can become impossibly high if you have no capital (without some equity you’re too risky to get any debt b/c you have no incentive to be careful if none of the money’s yours! – so lenders like owners to have stake – so create owners who do).
b. Equity can’t make you go bankrupt (can’t come due) – managers have hi incentives to avoid bankruptcy, so they like to sell equity.
ii. Basic Concepts of Valuation
1. Present Value: discounting future income for loss of its use over the intervening time. 
a. FV = PV + r(PV) (for each year)
PV = FV/(1 + r) (for each year)
PV = FV/(1 + r)y (for many years)

b. Discount Rate (r):  Rate earned from “renting money out” for one year.
i. If DR = 10%, then FV (in a year) of $1 today is $1.10, and PV of $1.10 is $1.  

ii. Coates: DR is how much value of money will decrease over time.  Higher interest rates mean higher discount rates mean lower present values b/c you’d make more off the money if you had it in the interim – more opportunity costs lost.  NOT SAME AS INTEREST.
c. Interest Rate:  money a borrower pays to a lender to compensate for risk and time value loss.
i. Two kinds of interest rates: the one the Fed sets, and whatever the institution you’re dealing with is charging.  Related of course.  
ii. Interest will always be the value of using money in current economy PLUS more for risk.
d. Remember – PV is less than FV because getting money tomorrow is worse than getting it today!

2. Understanding Net Present Value
a. A valuation tool for possible investments: Compare present values of cash flowing in and out of a project, and if the # is positive, it’s a good investment (it will profit).

b. Positive-net-value projects will have a higher “rate of return” than the market would (?).  

c. Example: It is worth borrowing 10,000 at 8.5% interest to invest in a project whose discount rate is 8.5%?  (No, a wash!)  7%?  (No – the PV of the 10,000 to you would be 10,140 so you’d lose money by taking 10,000 instead) 10%? (Yes – the PV to you is 9,863 – that’s what you’d have to invest to get $10,850 in a year!)
i. So it will cost me 9,863 today to have 10,850 in a year – and I get $10,000 now – so I will make back more than 10,850.  

d. So a higher discount rate than the interest rate you’d pay makes the project worth the loan.
e. If you borrow from a bank at 3% and invest your money elsewhere at 4%, that’s good.

3. Risk

a. Risk is uncertainty – the “unknowns” in an investment.

i. Systemic risk – market-wide risks (war, market crash) – always present
b. Expected Value: The weighted (by probability) average of all possible outcomes of an investment.  
i. Coin flip for 10 or 20 dollars: $15 is the EV; $10 is the risk-free bid. 

c. Risk Premium: The extra amount that risk-averse investors demand for a higher-risk project.

i. All investors are in fact risk-averse (and risk aversion increases as wealth decreases).
ii. Hence, stocks trade at a little less than their expected value.

iii. RP affected by others (fads), by market-wide scares/attitudes/confidence, etc.
iv. A discount rate that accounts for risk is a risk-adjusted rate. 

v. RP is NOT compensation for known probability of failure (this is built into EV), but for the “unpleasantness” of uncertainty.  

d. Diversification:

i. Getting rid of risk by balancing investments so that if one contingency happens, one investment pays, and if the other happens, the other pays. 

ii. Or by having so many small investments that the uncertainties in each become insignificant.

iii. CEO’s can’t diversify – so they are always more risk-averse than SHs would want!  

iv. Systemic risks can’t be diversified, so even w/diversification, stock will never trade at EV. 
e. Discounted Cash Flow (DCF) valuation method (alternate to market price):

i. Take into account how risky a project/company is; how diversifiable the risk is; and how many investors will take it (how much $ total will bear on this – how wealthy an investor would have to be for the risk to not matter to them).  
ii. Estimate Future Expected Cash Flow (FECF) using all possible outcomes & their probabilities (hard!), then count this back with a discount rate that includes a risk premium which is based on how diversifiable these particular risks are.

iii. Used instead of market sometimes, b/c market doesn’t know things managers know about the future.  But problematic in litig b/c both sides can do it so differently. 
1. And because markets have “noise”

2. And because being a shareholder has special uncertainties beyond uncertainties about a project (you could get frozen out, not paid dividends, etc.)

3. And because most cos are closely held and have no market price!

iv. Efficient Capital Markets Hypothesis (ECMH) would have it that markets take all info into account and there’s no need for other valuation.  

iii. Estimating Cost of Capital

1. Cost of Debt – easy, because we know interest rates

a. Tax deductions will cut the “face” cost of debt by about ½.  
2. Cost of Equity – hard to estimate, b/c companies have only “soft” obligations to pay dividends
a. But the cost is there: if you upset expectations too much, you won’t be able to sell stock!

b. Balancing Debt and Equity: (above – section intro) 
c. Creditor Protections (Chapter 6) 
i. Background:
1. Limited liability can make a balance sheet deceptive to creditors.

a. Examples: A tort judgment could crop up (will be borne by creditors, not by co-owners personally).  Company could just do badly and go bankrupt.  Company could pay out huge divided and strip value from company. 

2. Helpful only to smaller creditors, usually.  Bigger ones protect by K.  Also end up acting as traps for unwary SHs and boards, b/c if they violate these protections, big penalties.  
3. Insolvency:

a. Liquidity insolvency: Can’t meet obligations as they come due.
b. Balance sheet insolvency: Liabilities greater than assets (no equity left). 

ii. Types of Protections:
1. Distribution constraints (pre-insolvency) (book has this under Capital Regulation)
a. Intro to Financial Statements

i. Assets and Liabilities, set equal by calling the difference the value of the firm’s equity

1. Assets are valued at historical cost and depreciated over time (cd be worth more)

2. All listed in current dollars

ii. Par Value 

1. Charter states # of shares authorized to be sold 
2. Par value is the arbitrary amount (also in charter) that each share is worth.  Only effect is how much equity shows up as on balance sheet. 

3. Rationale was to prevent bd from giving out free stock (to self/friends) that waters down value of rest of stock.
4. Easily “gotten around” through blank-check provisions – creating one huge share of pfd and distributing 1 millionth of it to ea holder – but bds are reluctant to do that b/c it looks sneaky
5. Stock usually sells for more than par – this diff (what company sold it for, not what market sells it for) goes into “capital surplus” on BS.
6. And whatever co. earns that it doesn’t dividend goes into “retained earnings.”

7. Only reason par value matters now – if bd pays dividends that “cut into” the “stated capital” (par value x stocks outstanding), they’re personally liable. 

b. Various Distribution Constraint-Statutes: Purpose is to stop firms from dividending out all value.

i. NYC:
1. Can’t go into stated capital – just capital surplus and retained earnings.

2. And can’t pay dividends that would leave you illiquid – so have to have enough to cover liabilities coming in (that is, balance sheet must still balance after dividend).
ii. DE (§ 170):
1. Like NY, but if you have no surplus this year, you can use profits from this and last year (profits aren’t on BS – separate piece of info).

2. Interpreted to allow firms alternative of relying on a DCF valuation.

iii. CA

1. Retained earnings only, unless your assets are 1.25 times your liabilities and current ones are equal (current = due in a year), in which case you can dip into capital surplus as long as that holds true.

iv. RMBCA

1. Can’t make you illiquid or make assets less than liabilities.
2. Can rely on DCF (or other valuation methods) to show this, though – not just BS.

v. DE and RMBCA are most imp’t, and with the DCF method, the only real constraint is what a banker is willing to say (but boards are cautious b/c of the personal liability).  DCF allows you to bank on intangibles – patents, goodwill, etc.  
2. Fiduciary duties to creditors (approaching insolvency)
a. Credit Lyonnais, DE 1991 – Judge gives a hypo on director liability during insolvency.  Upshot: If company has no assets other than expected tort judgment and there’s a settlement offer, creditors will be more in favor of accepting it then SHs will (more incentive to avoid insolvency and thus less to hold out for better trial result).  If there are 2 offers, one at socially right level, creditors would take even too-low offer; SHs would hold out for trial (as hypo is set up).  
i. Court creates rule that directors have a duty to a “community of interests” that makes up a company – not only to SHs as is usually the case – approaching insolvency. 
1. Big Q is when you are close enough to insolvency for this to kick in.  

ii. From social POV neither SHs nor creditors have right incentives – one too risk-averse, other not enough 
1. So court is really saying, maximize joint value to avoid credit costs going up.  

iii. Only really matters in situations where there’s a high-risk big payoff coming (that creates the divergent incentives) – but remember, high-risk companies use equity most.  

iv. Coates: A formal duty, very hard to enforce, rarely applicable, K much more important.
3. Fraudulent conveyance law (best protection) (at insolvency)
a. Applies to everyone, not just corporations (but functions here to protect creditors). 

b. Uniform Fraudulent Transfer Act:
i. § 4: Transfer is fraudulent to a present or future creditor if intended to defraud creditor or leaves too few assets (& co should’ve known this) and isn’t for reasonable equivalent value.
1. Reasonable equivalent value clause means, can’t void things like paying ees’ wages.

2. “too few” lets courts say what’s unreasonably few ex poste – will be stringent.  

ii. § 5: Transfer is fraudulent as to present creditor if transactions leads to insolvency and isn’t for reasonable equivalent value or if transfer is to insider w/subordinate debt who should know of insolvency.
1. Very unclear what they’re trying to make diff’t between present and future.  

iii. § 7: Remedies – essentially, voidance of the transfer.  
iv. Idea is, you can’t just transfer everything to your wife right before going bankrupt.  Can’t perpetrate an actual or constructive fraud on creditors.
v. Coates: This basically does everything the dividend restrictions do, only more elegantly.
vi. Applications: could Phillip Morris spin off its food business to avoid tort liability?  
1. Wd be hard to show co was unreasonable b/c upcoming judgments are uncertain.
4. Equitable subordination (post-insolvency)
a. Courts will change debt of insiders to equity so that other creditors come first, if the insider-creditor behaved wrongly or unfairly. 

b. Costello v. Fazio, 9th Cir. 1958 – Fazio and Ambrose convert their p-ship into a corp. and take out almost all the capital they’d put in (give themselves notes for it).  The corp, left undercapitalized, went bankrupt, but their notes were senior to those of all creditors since the change.  Those creditors sue and court subordinates F and A.
i. There’s no real test for ES – something fishy short of fraud.  

ii. Key reason here is they knew they were leaving it undercapitalized – reeks of deception.

1. Difference from new and stupidly undercapitalized business is, people were relying on their track record and trusted them as old business to be capitalized.

iii. Note that the biggest creditor had K protections – personal liability – and was paid.  Lesson on what big creditors do so they don’t need this doctrine: 
1. For small loans, they’ll check everyone’s credit but may not ask for extra protection
2. For bigger ones, they’ll ask for guarantees or collateral.

3. If collateral too limited, they’ll build in covenants – could be anything, but ex. would be requiring certain asset/liability or debt/equity ratio

a. Usually negative (positive rights for the creditor risk it becoming a principle and gaining liability through control – Cargill!)

4. Single most common protection: Acceleration of loan coming due if interest unpaid (or even, if OTHER creditors’ interest is unpaid or if they accelerate).

iv. Note: could have been framed as Credit Lyonnaise sitch where, approaching bankruptcy, they had fiduciary duties to creditors.  

v. Big caveat: Loans to insiders in transition times are not presumptively bad – oftentimes insiders are the only ones w/enough info to give the loan (so across-the-board ES would be bad for creditors b/c less cos wd be saved from bankruptcy by insiders!). 
5. Veil-piercing (post-insolvency)
a. Equitable doctrine allowing courts to revoke LL and hold SHs liable in K or tort.  
i. Courts don’t use the term – they’ll say “instrumentality,” “alter ego” (sounds like agency)

b. Sea-Land v. The Pepper Source (7th Cir 1991) – PS breached a K.  It was one of Marchese’s “pet corporations” – he was sole SH, used them like bank accounts, paid his alimony from them, observed NO corporate formalities.  P’s want to “reverse pierce” to other corps.  Court applies 2-prong Van Dorn test: 1) shared control/unity of interest; 2) wd promote injustice not to pierce.  Doesn’t find 2nd prong and remands for D.C. to find it (they do).  
i. “Promote injustice” – generally, near-fraud (assets almost gone) or near-deception.

ii. Court will veil WAY more in K cases than tort, b/c there’s more likely to be deception  
iii. The problem w/the “injustice” found already was that it was just non-payment of the loan – that can’t be the test or we’d VP all the time.  

1. And we can’t do that b/c structural subordination (hierarchy of credit) is so impt to debt markets.  

iv. Coates thinks 7th should’ve just found the injustice itself – they had the facts needed.  
c. Kinney Shoe Corp. v. Polan, 4th Cir. 1991 – Kinney leased a bldg to one of Polans’ corps.  Polan subleased to his 2nd (where the assets were) and then let the 1st one default.  Kinney wants to VP. Court finds unity of interest and injustice.  WV has 3d prong – creditor didn’t assume risk – and court chooses to ignore it.  They pierce. 

i. Coates – they fudged the second prong.  Not unjust because Kinney couldn’t lease to anyone else (cd only lease to Polan b/c he set it up this way) – knowledge going in means it was “worth it” to them to take this risk.  

ii. If Polan had good lawyers & observed corporate formalities nothing wd be wrong w/this!
d. Walkovsky v. Carlton, NY 1966 – W was hit by a cab, owned by one of 10 co.s (w/no assets in them) of which C was main SH (ea co owned 2 cabs).  Wants to VP to C and reverse VP to the other co.s.  Court said no, co.s weren’t being run for C’s personal benefit.
i. So even though the prongs are instrumentality and injustice, injustice read to mean culpability.  Personal benefit seems to conflate elements of both prongs.  
1. Court’s problem is more reaching C individually than commingling the co.s!

ii. Insurance arg’t – that legislature req’s cabs to carry $10,000 of insurance and so P doesn’t deserve anything more – is odd.  Should be a floor.  
iii. Note effect of VP usually being found for fraud (and thus K) – torts seem more like a wrong committed by an individual, whose assets are harder to pierce to than in K case!

iv. Usually, you can’t pierce to an SH for tort if they haven’t committed some wrong/injustice (so this is good law).  

v. Cabs are incorporated this way.  Medallions are worth 100 grand but protected by statute (Coates – why should secured creditors by protected over tort vics they way?)
vi. Policy Q of whether LL should be done away with for torts (Hansman and Krakmann article proposing pro-rata SH liability and veil-piercing).  
1. Internalization of tort costs, vics can’t contract out of LL, etc., versus… 
2. driving non-wealthy out of stock markets, problem that boards might not be incentivized to take more care by SH liability, costs of FINDING all SHs, etc. 

3. Coates: Effect would be one-time massive hit to stock prices, shift to debt, and creation of forms of “debt” which were really equity (effectively restoring LL).
4. Better sol’n: Put tort creditors ahead of normal creditors for co assets?  

5. Note: Even companies can avoid tort liability b/c SHs can dissolve it before tort vics sue.  But then they’re pro rata liable for amount they got in dissolution for 3 years.
e. In Re Owens Corning, 3d Cir 2005 – 3d circuit refuses to apply substantive consolidation to Owens Corning and subs for asbestos liability.  
i. SC differs from VP: you collapse the corp structure and pool all assets.  Also equity.
ii. Should be rare b/c hierarchy of credit shouldn’t be disturbed (wd drastically raise interest) – uncertainty, upset reliance, and contracting costs.

iii. 3C’s test is: Pre-bankruptcy, creditors that wd be hurt did not rely on corp separateness – everyone had to be disregarding it, or assets are so hopelessly commingled that everyone (really!) wd be hurt (cost $) in the separation effort.  
iv. SC was becoming more common; this pushed it back and reassured creditors. 
f. To sum-up the 2-prong test:

i. First prong: “instrumentaliy/unity of interest”
1. disregard of corporate formalities/commingling of assets, 
2. small # of SHs, 

3. active involvement of SHs in mgt.
ii. Second prong: “injustice/inequity”

1. quasi-fraud or constructive fraud such as a transfer that wd qualify
2. misrepresentation

3. undercapitalization (bad reason, b/c creditors know that going in)

iii. Maybe a third prong: No VP if plaintiff assumed the risk.  

g. Other rules: 

i. No veil-piercing for public co.s or against passive, dispersed SHs. 

ii. Tinkerbell doctrine – observe corporate forms and this won’t happen! 
6. Note: Some we don’t have that EU does.

a. Mandatory disclosure (public companies DO have to disclose to trade, but this is NOT a matter of state corp law) - but credit bureaus perform same function anyway.  
b. Minimum capital req’ts – the amounts are too arbitrary to get the incentives right.  People can still run co.s into the ground after putting a certain amount in.  
IV. Normal Governance

a. Voting (Chapter 7)
i. Rules governing SH and board powers:
1. Notes from agency law: 
a. Individual directors have no more power to bind the corp vis-à-vis 3Ps than individual SHs.  Board’s power is only when meeting as a group.  Reverse of p-ship (Nabisco).  
b. Officers have power to bind corp in ordinary course (delegated by Dirs) – they can sometimes bind it w/out delegation (apparent and inherent authority), but then are liable to corp.  

2. DGCL § 141(a): SHs elect directors who manage co.  Every corp must have a board.

a. “The board wins” – so to get control, what SHs really want to do is change the board. 

3. DGCL § 142: Board chooses officers and delegates whatever authority it wants to them.  

4. DGCL § 212(a): Every corp must have a class of voting stock; default is one share/one vote.

a. Easy to avoid voting rights – so why does common stock in fact always have the vote?  Must be valuable and impossible to sell without it.  

b. Note that creation of preferred stock requires “blank check authority” in charter.

i. Bd can do whatever it wants as to voting.  
ii. Make one “share” of pfd, then create an entity to own it and sell shares in that – effectively, you can now make as many shares as you want despite # limit and par value in charter.  
5. DGCL § 141(d): Board elected annually (unless classified – but at least part must be elected ea year).  

a. DGCL § 141(k): SHs can remove board with or without cause by vote.  Classified boards are only removable for cause.
i. 2/3 of public cos on NYSE have staggered boards (takeover protection). 

ii. Effectively, you’ll only get a staggered bd by putting it in charter b/c SHs will never approve it as a bylaw. 
iii. If you ALSO have cumulative voting (several votes per share and can concentrate them or split them – significant noncontrol SHs can get some seats), this really helps hang onto some power over several years.

b. Boards do have due process rights.

6. DGCL § 141(b): Board sets # of directors (just a default)

7. DGCL § 222(b): Notice period before annual meeting (10-60 days).
8. DGCL § 216: Quorum requirement.
9. DGCL § 213: Record date – by when do you have to be an SH to vote?  

10. DGCL § 211(c): Board MUST call meeting every 13 months (basically, 30 day grace period after yearly date passes) or court will force it.
11. DGCL § 109:  SHs can amend bylaws, no matter what.  Board can too if charter permits.  
a. Odd – then both can independently.
b. Courts haven’t decided whether it’s legal to require greater than 50% SH approval of bylaws.

12. DGCL § 242: Amending charter requires board approval. 
i. SHs must also approve charter amendments; and if they affect their rights, as classes.

b. Board must also approve: § 275 dissolution; § 271 sale of “all or substantially all” assets; §§ 251 & 253 mergers; § 170 dividends; § 151 stock issuances.

c. So, board and SHs need each other to change charter.  

13. DGCL § 228: Bylaw changes by written consent of majority of SHs (just a default).
a. Most other states require unanimous written consent.

14. DGCL § 223: Board fills vacancies (till next meeting) (just a default).  
15. DGCL § 211(d): Board calls special meetings (just a default).

a. In other states, SHs call these – flip side of DE’s liberal written consent rule.  

16. The Unfireable CEO:  Lessons

a. Staggered board is key to resisting control SH.  
b. Maj SH w/written consent provision can change any bylaw (# of dirs; who fills new ones).  
c. Have to put these things in charter to protect them (you CAN put things in charter that are just defaults left to bylaws under DGCL).  Otherwise, cos can be taken over in a day.   
d. Remember you need both the power and the opportunity to use it!  
17. Random note: in DGCL %s for SH votes always refer to shares outstanding.  For NYSE rules they are %s of only voting shares (so if you have NV, it doesn’t count).
ii. Proxy Voting

1. Intro to the Proxy Rules
a. Since 211(b) makes meetings irreplaceable by writing, how do SHs vote?  By designating proxies.

b. A proxy is an agent with very specific authority – usually, to vote for “X” as to each agenda item and use own judgment if anything new comes up (VERY rare at big companies).  They carry a proxy card (looks like a ballot) signifying their agency.  
c. Governed by agency law and the 34 Act (before that, your signature on your dividend check would often grant your proxy authority to the bd!)
i. SEA § 14a means companies basically can’t communicate w/SHs without being at risk of “soliciting a proxy.”  All is says is you have to comply with whatever proxy solicitation rules SEC makes – huge delegation of authority to independent agency
1. So, when it comes to proxies: THE SEC WINS.

2. See below for rules SEC makes under §14a.

ii. § 14a applies to all securities registered under SEA § 12.  

iii. § 12a says all securities listed on stock exchanges must be registered.  
iv. § 12(g) also says you must also register if you meet certain thresholds:
1. NOT what § 12(g) itself says – SEC has power to alter this!

2. SEC rule 12(5)(1) says 500 shareholders and 10 million in assets.  

3. Why needed?  To catch cos that list on NASDAQ (not considered an exchange).  

4. So term “privately held” is sometimes used to mean, doesn’t fall under § 12.  
v. Creates 2 very diff’t classes of cos – those subject to federal law under § 12, and those subject only to state law b/c they don’t fall under § 12 (small, closely held).  

d. Record v. beneficial ownership (and voting):  

i. Shares owned directly by “record holders” who kept o-ship lists for companies – if you sold stock, you’d mail in the cert and they’d mail it to new owner.  Easy to steal stock!
ii. So co.s formed Depository Trust Corporation (DTC), which just keeps all stocks and o-ship records are electronic – but DTC is technical owner.
iii. After DTC, Merrill Lynch and other ‘investment advisors’ are next-biggest owners – and their records in turn show individuals as owners.  Chain of ownership; so law focuses on beneficial (ultimate) ownership. 

iv. DTC actually votes – if they forget/mess up, you can sue them in K but can’t change it.  

v. System makes it easy to have large # of SHs but hard to know who they are.  Intermediaries give lists, but you can request not to be on them.  

2. The Collective Action Problem:
a. Boards always act as proxies for everyone who agrees to vote for them.
b. If you don’t want to, you can either 1) attend (cos can make this hard – Siberia) or 2) hire a proxy and comply with the proxy rules – tricky/expensive; almost no-one does it. 

c. If you want to actually win, you have to get others to use you as their proxy – proxy fight!  Comply with solicitation rules and spend millions on call centers, ads, etc.  Tansactions costs.
d. Rosenfeld v. Fairchild Engine & Airplane Corp., NY 1955 – SH sues for return to company of $$ new directors paid selves as compensation for their proxy fight.  Court OKs this. 
i. Still good law, but unease about underlying proxy. 

ii. Both old (during fight) and new (after) boards can reimburse selves if: 

1. Reasonable and incurred in fight over “policy”
2. Fight wasn’t for private benefit (which nobody will EVER say it is).

iii. Upshot? No court has ever failed to approve such costs though they cost SHs a ton.
iv. In this case SHs had approved the payment – not necessary. 
v. Dissent: Actually unfair to challengers b/c if they lose they don’t get reimbursed – whereas incumbents do during the fight so regardless of win/loss.

1. So directors have incentives to spend far more money than insurgents.

e. The collective action problem (hinted at by dissent)

i. Problem proving it: Risk-neutral dissidents owning 20% of stock expect to spend 2 mill w/50% chance of success.  Mgt will spend 2M.  
1. If they win: they’ll pay 20% of own 2 mill and 20% of bd’s 2 mill but get 20% of the gain.  .2(G-4M) = 8M.
2. If they lose: pay 2M plus 20% of bd’s 2M.  .2G = 2M + .2(2M); G = 24M.

3. 50% chance of each, so 16M gain must be expected to go ahead!
4. Btwn 4 and 16M, fight will be socially net positive but won’t happen.
5. Private benefits of control may close gap a little.  
ii. The gap is created by freeriding (if all owners took part, everyone wd be compensated proportionally) – and in reality, most SHs own smaller %s so gap will be even bigger.   

1. Only way an SH will have perfect incentives to max corporate value is at 100% ownership.  The less %, the worse the incentives.  Coordination costs add to this.

iii. So there are very few proxy fights (only matters if we think they often improve value).  Most that do happen are during takeovers. 
3. The Rules of Solicitation
a. Four major elements: Disclosure req’ts, regulation of solicitation process, “Town Meeting” provision (14a-8); antifraud provision (14a-9).

b. 14a-1: Definitions (expansive!).

i. 14a-1(1):  Any communication about how you intend to vote is a solicitation.
ii. Only not a solicitation if you don’t seek proxy power and are disinterested in subject matter of voting (so institutional SHs can communicate about portfolios, for ex.).

c. 14a-2: What solicitations are governed?
i. 14a-2(b)(1): “No-card” exemption: if you never intend to seek a card, no need to file (even if you do want to discuss the vote).
1. If you own >5M in stock, you still have to file a short 14a-6(g) notice.

2. And you can’t get this if you are a 5%-plus owner (13d filer).

ii. 14a-2(b)(2):  Exemption for 10 “persons” (incl corporate ones!) or less. 
1. If you rely on this, but then solicit more people, you’ll just have to file then.

2. You CAN’T tell 10 people to make calls for you (fraud, can never rely on that) – but mutual funds will do it w/out you asking.  

d. 14a-3:  Nobody can be solicited unless furnished w/approved proxy statement.
i. Mostly financial and identity info.  

1. Schedule 14A: Everyone’s IDs, past convictions, stock ownership, where the $’s coming from.
2. Reg S-K (standard disclosure items).  Core of SEC Rules – all others cross-ref to it – 14A says, if electing directors, refer to S-K 404:  Conflict of interest transactions – any relationship btwn dissidents and co. 
3. Also must include your plans for company, special info you have, etc.
4. Messing up here is where 14a-9 will get you. 

ii. Does not apply to public statements, ads, speeches (before, these were solicitations).

iii. Note: States have created state fiduciary duties to disclose – diff’t from federal law b/c it regulates governance, not disclosures to the market.  But DE recently allowed overlap w/market disclosures (extended duty there). Overarching/general disclosure duty. 
e. 14a-4 and 5: Regulate form of proxy and statement (including how not to vote for one person on their slate, etc.)
f. 14a-6: Formal req’ts of filing. 

i. 14a-6(a):  10 days before the actual statement is sent and filed, file a preliminary one to SEC so they can check it (they will do so, carefully, taking as long as they want). 
g. 14a-12: Special rules if subject you’re soliciting votes for is director seats.  
i. 14a-12(a) now permits you to same-day file materials that are sent out without a card (will still have to preclear and file the definitive statement with the card).  
h. 14a-7: If dissent asks, co must either 1) provide SH list and 2) mail dissident’s materials.
i. SEC doesn’t just force list disclosure b/c that a matter of state law - DGCL § 220 does give you the right to see it.  
1. Fast litigation – I’m an SH w/a proper purpose. 
2. 220 also allows access to other things (books) but w/much heavier burden. 

3. General Time Corp. v. Talley, DE 1968 – Shows how easy it is to get list under 220.  Talley didn’t have to answer Qs in deposition (after it sued for lists) about whether its “secondary” purpose was to takeover General Time – having a primary purpose of soliciting proxies was enough. 
a. So if AFL-CIO really wants lists to send out info about bad labor practices, it doesn’t matter as long as it also intends to solicit proxies.

i. 14a-8: Town Meeting rule for shareholder proposals – mgt must include them in own proxy materials.  Lowers their cost dramatically.
i. Lots of social responsibility and governance proposals.

ii. Proposal = bylaw for a vote, or just a “receommendation”.

iii. How can company exclude a proposal?

1. Before doing so it will ask SEC for “no-action letter.” 
2. Can exclude proposals about ordinary business (141(a), bd manages).

3. Can exclude things that would violate state law (SEC swallows what lawyers say) 
4. Can exclude things that bear on dir election – then, you must go thru proxy process and do own materials.

5. (plus 10 other grounds)

6. SHs can get around all exclusion rules by just phrasing votes as being on “recommendations” (not actual bylaws) – board ignores at its peril. 

j. 14a-9: The Antifraud Rule.  Can’t make a statement in proxy materials that’s false or misleading as to a material fact or which omits any fact that wd likely change decision of reasonable SH.
i. Materiality – substantially likely that reasonable SH wd consider it important (TSC).
1. Reasonable doesn’t mean sophisticated. 

ii. Mens Rea – 2d Cir has negligence, and b/c all stock trades on NYSE (jurisdiction), all suits brought here to get that standard.
iii. Causation – Weak.  Needn’t show vote wd’ve gone otherwise or any actual SH reliance on the statement – just that the vote was a key step towards co doing the transaction that was omitted or misrepresented.  (Note diff from normal state tort law on fraud in that omissions can be fraud!)
iv. Damages – monetary/rescission/injunctive possible.  Hard to figure out; easiest thing to ask is recirculation of the memo if prob discovered soon enough.  
v. Read to allow private right of action as well as SEC enforcement.  
vi. Virginia Bankshares v. Sandberg, US 1990 – Calling a price “high” is a statement as to a material fact.  But causation not found where a vote was “cosmetic” and not procedurally necessary for the damaging transaction to go forward.  
1. Adjectives can get you in lots of trouble.

iii. Separating Control and Cash Flow: Class and Circular Voting 
1. Class Voting

a. Cos can create “classes” of stock beyond the common stock (used to be disallowed for public cos) – must do it in charter (diff’t than DGCL background rule of one vote).
i. Creation of classes not seen as problematic like circular control structures b/c it’s transparent and “paid for.”  

ii. Classes can be nonvoting common (no diff’t as to dividends or liquidation), or pfd.  

b. DGCL § 242(b)(2): SHs can vote as a class on any amendment that changes # of shares in their class or par value thereof, or the powers/rights of that class, and affects them adversely.
i. So this is regardless of normal voting rights of a pfd class.

ii. Less protective of pfd than most other states.

iii. DE is strict about the adverse affect on class interests.  Benefits common stock – better to vote en masse b/c then common will prob win 
1. Good b/c common more aligned w/interests of whole co.
iv. Cos try to prevent pfd from voting – b/c they’re small, they coordinate better to extract “sweet deals” in return for approving things. 

c. DE doesn’t require vote if you create a new class with superior rights (coming before the existing class in litigation) but don’t actually change the rights the class currently has.  NY is the opposite – vote here, but no vote if you change # of shares etc.  
d. Until 1984, NYSE wouldn’t let cos w/nonvoting stock register.  Then GM pressured it (threatened to go on NASDAQ) and it changed, but then SEC made all exchanges have rules against newly listing nonvoting stock (in co.s that didn’t go public with it), but then SEC was sued and DC Cir struck it down (doesn’t matter, that’s DC, everyone’s in NY).  
i. Upshot: You can only have NV stock at IPO (can’t add).  IPO isn’t same as new listing.
ii. This plus 160(c) makes it hard to change voting structure after incorporation.

2. Circular Voting
a. DGCL § 160(c): Shares owned directly or indirectly by the company (“belonging to” you, or to another company majority-owned by you) can’t vote!
i. If another co owns >50% of you, can’t vote in your elections (wd be like you voting).
b. Speiser v. Baker, DE 1987 – Speiser and Baker each own 2.5% of Health Med.  Other 95% of HM is owned by Medallion, but as class w/only 5% of voting rights (giving S and B 47.5% of votes each).  Medall is owned by Chem, which is owned 40% by public; 11.5% by S, 8.5% by B, and 41.8% by HM!  
i. S and B fall out and B sues S under 160(c)

ii. Court says that Chem, thru Medallion, does not own “a majority of stock entitled to vote” in HM, b/c it can only vote 5%!   (Court doesn’t go for interpretation that the class could be discontinued, changed to CS and allowed to vote at any time – presumably 160(c) would come into play then).
iii. But to sink these guys, court instead says that the stock clearly “belongs to” Chem itself!  Circumvents the test of whether voting stock of another company is mostly owned by you.
1. Court’s bad way of getting to the policy – clearly what 160(c) is trying to prevent. 

c. Policy reasons:  Lots of control w/little ownership gives you bad incentives to take risk.  Other SHs only want to trust someone w/their money to the extent that person is answerable to them through voting. 

d. Ways to do similar things and still be able to vote your shares: 
i. Pyramids: each co owns 51% of next, down the chain.  Top co will own only 6.25% of 4th co but will control it.  Very bad tax-wise in US though (double taxation).

ii. French style: A owns 25% of B and of C; B owns 25% ea of A and C, and C of B and A.  Same board of all 3, public owns 50% of ea.  Also tax-disfavored but does occur here.

3. Problem: Keeping Control 

a. Entrepreneur is 100% sure his project will be worth $200, but only has $100.  NPV of $200 is $180 (so he’ll have to sell more than $100 of shares to raise $100.  Present value of his future earnings is less than double what he has – so he can’t just keep 50% of shares and thus control.)

b. He can make a non-voting class B of shares.  But discount for not having a vote (5% in US).

i. So if you do the math to keep control now, you’ll have to sell more shares overall, and if you liquidate, you’ll have a smaller stake.  

ii. One might ask why discount isn’t bigger given voting is only SH protection.  Probably b/c collective actions probs are so big that voting doesn’t help much anyway!

c. Voting and collective action probs in US and Europe - 

i. In Europe, big institutions own most shares and vote actively.  

ii. But in US, pension funds have very strict fiduciary duties so don’t want to risk voting actively (and can only own certain % anyway); commercial banks risk veil-piercing if they take active mgt role (we separate banking and commerce); insurance cos (which used to be more active) are now regulated.  Also insider trading rules.  So most $ invested thru a big institution can’t be used to exercise control!

iii. So in Eur, votes of big SHs keep cos in line.  Here, it’s fear of takeover and fiduciary suits.

d. Upshot of class and circular voting rules: 

i. Divorcing cash from control has bad effects – increases agency costs, reduces value of NV shares, raises cost of capital.  

ii. But if controller wants this, we say must be efficient so OK to have nonvoting common stock if done at IPO. 
4. Vote-selling
a. Generally not allowed to sell your vote (your control) separately from your share.

i. This is a generalization – it’s sometimes allowed (Coates).

ii. Tough example: A class that asks board for a benefit in return for voting one way on an issue it wouldn’t otherwise care about – is it vote-selling?  

b. Easterbrook and Fischel say, why not?  Huge valuation probs, for one.  Votes would be undersold b/c each SH views his vote as unimportant.  *The only time buying votes separate from their shares is beneficial is if buyer plans to dilute value of equity.  
c. Schreiber v. Carney, DE 1982 – 35% SH threatened to veto a merger if co wouldn’t give it a loan (co did).  Vote-buying?  Court says maybe, but that’s not per se illegal, and corp acted in other SHs best interests. 

b. Duty of Care (Chapter 8)
i. Introducing fiduciary duties and duty of care:

1. “fairly weak but non-trivial” constraints.

2. Always ask yourself: 

a. How is the duty formally stated?

b. How much do courts in fact enforce it?

i. Important b/c expressed morally but enforced for economic reasons – so big gap.

ii. And b/c lawyers will tell boards to obey rules as expressed, not as enforced.

1. Duty of care is a good example.  Expressed as a gross negligence standard – that directors have to act as reasonable people in governing.  But standard applied by courts is BJR (below).
c. When can SHs go to court?

d. How mandatory is the duty (how much can it be modified by K)? 

3. Book says there are 3 types: obedience (this just means obey the documents that made you – be a good agent – and not to interfere w/voting process by not calling meetings, etc.), care (act reasonably), and loyalty (act to advance purposes of the company, not yourself).

a. Care is much harder basis for liability than loyalty.  3 cases ever in DE.
i. Why make it hard?  B/c directors are already more risk-averse than is good for SHs.  

b. Basically, courts will defer to the business judgment of boards as to substance of decisions. 

4. When WON’T BJR protect you?

a. Be self-interested (financially) (DOL violation)
b. Act in bad faith (or intentionally illegally)
c. Fail to gather information (this kind of falls under (d))
d. Theoretically, do something extremely, egregiously stupid or irrational (never actually liable) – includes waste.
5. Gagliardi v. Trifoods Int’l, DE 1996 – Discusses the “theoretical” exception from the good faith rule for “egregious” decisionmaking – and says the rule “could rationally be no different” b/c SHs shouldn’t want directors to be any more risk averse.  (Written by Allen.)
ii. Judicial protection: The Business Judgment Rule
1. Kamin v. American Express, NY 1976 – Amex bought DLJ.  Market (and DLJ’s value) crashed.  Amex had 2 choices: 1) Spin it off (give its shares to your SHs as dividends – then you don’t own it, they do); or 2) sell to a 3d party, which would have gotten them 8M in tax savings.  Amex did the first.  SHs challenged decision under duty of care.  Amex wins, b/c they didn’t act in bad faith (including intentionally acting illegally), in self-interest, or suffer an information-gathering failure.  
a. Dissecting the board’s decision:
i. The lost tax benefits – bad.

ii. Spinning off means DLJ had to be removed from “assets” column, and equity reduced to make it balance – losing $$ for SHs.

iii. Sale would’ve been worse for BS though – huge loss in value wd have to be faced up to.
iv. Sale wd’ve gotten company some cash. 
v. The spinoff doesn’t fool the market – it will still reduce co’s value as though it had sold and put the loss on the balance sheet.

b. Note that there’s a “strong norm” that the company has to argue its actions were for SH benefit (not just company benefit).  (Not a rule, b/c sometimes law looks to “community of interests.”)
c. Coates: if there were any “egregious” decision, this would be it (maybe giving away an asset free).

d. Note: officers get paid from balance sheet, so could Ps have framed this as self-dealing (duty of loyalty violation)?  Maybe, but courts resists trying to get our of BJR this way.  

e. But, in defense of BJR, can we make this decision defensible?

i. This gave SHs the choice to hang onto DLJ’s value – maybe it wd go up again (and co couldn’t hang onto it any more).  
ii. And the ECMH could fail – market might be fooled some by spinoff.

iii. This is why BJR so important – courts just cannot do this stuff.  

2. Platt case: BJR only covers directors.  Usually, power to sue officers is given over by SHs to Bd in charter, but if not, they’re vulnerable targets.  

a. So you’d only have to show officers to be negligent on duty of care claim!

b. (Remember 102(b)(7) doesn’t cover officers!).
iii. Statutory limits to care liability: Indemnity and D&O Insurance
1. DGCL § 145: Indemnification
a. 145(a):  Gives companies power to indemnify directors, officers, employees and agents if they acted in 1) good faith, 2) reasonable belief that action wasn’t opposed to co’s interests and 3) reasonable belief own conduct was lawful 

i. DOESN’T cover DOL!!!
b. 145(b): Same power even when person is sued in co’s name (SH suits) and unless person is “adjudged liable” to the company (ct can waive this part).  Person must have acted in 1) good faith and 2) reasonable belief that action wasn’t opposed to co’s interests.
c. 145(c): Directors and officers who are “successful on the merits” in suits described in a or b shall be indemnified.
i. Merits weakened to include settlement – company has to pay you back if you don’t lose.

d. 145(d): Someone in the company (can’t be involved in the suit) has to approve indemnification under a or b (including that it meets requirements) before it’s paid.  Independent dirs or SHs. 
e. 145(e): Company can advance you your legal fees – needn’t wait till end.  
2. Waltuch v. Conticommodity, 2d Cir 1996 – Hunt bros tried to corner the market in silver w/help of Conti (and Waltuch, VP and chief metals trader).  They get sued (fraud, antitrust, etc.), Conti settles, and Waltuch is dismissed from the suits (doesn’t have to pay toward settlement) and pays penalty to CFTC in separate enforcement action.  Now he’s suing Conti for his legal fees under 145(c) and its charter. 
a. Charter allowed indemnification for any suit even if D/O/E/A didn’t act in good faith.  Does that make it illegal under 145(a) as Conti claims?  
i. Waltuch’s arg’t that 145(f) (other sections not exclusive of other rights indemnification-seekers might have) means (a) is not limiting, just permissive (then why have it)? Court doesn’t buy this.

b. But, court says, Waltuch succeeded “on the merits” under (c) – so he has to be indemnified and doesn’t have to meet good faith test. 

i. Good result b/c people shouldn’t have to get a court win to get indemnified – wd discourage settlement. 
3. Both statutes and courts lean in favor of directors/officers in indemnification cases.

4. Why doesn’t this do away w/director risk-aversion?  B/c risk aversion means irrational aversion to risk of being sued – regardless of/on top of reality of how much you’d lose.  

5. D&O Insurance:  Companies can also pay premia on insurance policies for D&O liability (145(f)).  Policies won’t cover knowing violations; indemnification does if person in fact gets off in court (145(c)).  
iv. Why people still worry about the duty of care: 
1. Smith v. Van Gorkom, DE 1985 – Van Gorkom was CEO of Trans Union and wanted to sell.  Made up a $55 price (no valuation) and got offer from the Pritzers.  Went to board meeting (no notice of the topic), asked them, they approved it after 20 minutes w/no questions, he signed the merger agreement at the opera.  Price was actually quite good, but the board is held “grossly negligent” in violation of duty of care, and deal is struck down.
a. First time (and still one of only a handful) large-scale personal liability was imposed on directors for duty of care violation (company couldn’t be liable b/c it didn’t exist anymore). 
b. Also imp’t in mergers context – book authors see newly stringent duty of care as response to rise of M&A, not as part of normal governance.  

c. Note: they violated investigation req’t, not “egregious decision” req’t (it wasn’t that bad a decision, substantively) (but information is folded into the “egregious” DOC category).
d. Coates: THIS IS ABOUT PROCESS.  Respect it and you’ll be fine.  It means something to make people jump through all the hoops.  Formalities are a cheap way to get better governance.
e. Annnnnnd D&O insurance skyrockets.

2. DGCL § 102(b)(7) (exculpation statute) passes.
a. Authorizes charters to include provisions limiting directors – not officers – for breaches of fiduciary duty, except breaches of loyalty; breaches in bad faith; or breaches for personal benefit.  
i. Unclear if it covers Revlon/Unocal/Blasius breaches – wd have to analogize to DOL or DOC.

b. Can only waive liability for damages – care can still be basis for an equitable order even if company has a waiver in its charter.  

c. This allows you to eliminate liability even if guilty (court can’t find them guilty b/c this prohibits it, but otherwise would) – can’t indemnify people under 145 if found guilty.

d. Eliminating liability means there won’t be a suit (most likely) – does away with much of the risk itself - indemnity just means you’ll get paid back (and might not have enough $ up front to put on a good enough defense).  
3. McMillan v. Intercargo, DE 2000 – Intercargo board, protected by a 102(b)(7) provision, sells to XL America for $12/share.  SHs sue saying they didn’t try to attain highest value and didn’t disclose certain info.  B/c they didn’t allege loyalty breach (self-dealing), bad faith, personal benefit, or knowing violation, they lose (get dismissed)
a. Court doesn’t really give them all inferences as it’s supposed to on motion to dismiss.

b. They tried to plead loyalty but court made it care to make it easier to dismiss – and harder to turn care into loyalty (didn’t plead self-dealing carefully enough to qualify as loyalty).  

4. The Technicolor cases – 15 year battle between Allen and DE SC before he succeeds in letting dirs off.  

a. Cede v. Technicolor, DE 1993 – Perelman took over Technocolor.  Its board was careless – used fill-in-the-blanks valuation forms, etc.  But there was seemingly no harm – price was actually good.  SC held them liable anyway – didn’t require proof of injury (departure frm common law).
i. Once P shows care violation – but not injury – dirs have to rebut by showing 1) entire fairness or 2) due care (because BJR is rebutted). 
b. Cinerama v. Technicolor, DE 1995 – Court approves entire fairness as found by Allen below. 
5. In Re The Walt Disney Co. Derivative Litigation, DE 2005 – Disney SHs sue for duty of care vio over hiring & firing of Ovitz w/obscene compensation.  They’re really alleging lack of investigation and waste, but have to try to show bad faith (or self dealing) b/c of 102(b)(7) provision in charter.  Court: bad faith wd have to be total dereliction of duty or making a decision known to be v. co’s interests; doesn’t find it here.  
a. Note that this suit still hurt – even w/liability protections, mere bringing of suits hurts dirs. 

b. Note that CEOs need 102(b)(7) least b/c they’re not likely to be uninformed/down on procedure (as less-involved directors might be). 

c. Note capacity issues – CEOs are both and 102(b)(7) only covers dirs – have to show which he was “acting as” as the time (easy – was this a decision made in a board meeting?).
d. Directors who are also officers are more able to keep informed and more likely to prevail. 
v. The Duty to Monitor

1. Remember BJR can be lost if you don’t adequately inform yourself. 

2. Francis v. United Jersey Bank, NJ 1981 – Pritchard & Baird was owned by Mr. and Mrs. Pritchard and sons (they were also the 4 directors).  After Mr. P died, sons ran it into the ground, “loaning” themselves most of its money.  Mrs. P’s estate is now sued for her violation of duty of care in failing to monitor.  Court says you don’t get BJR if you entirely fail to act on your director seat.
a. Case also involves causation question – whether her failure caused harms resulting from sons’ mismanagement – what could she have done? Whistleblow, resign. 
b. There some minimum substance to monitoring aspect of duty of care - to go to meetings and read financials.  Nowadays, it also means you can’t rely on honesty of other dirs if a “red flag” is raised therein, and may mean you have to whistleblow.

3. Graham v. Allis-Chalmers, DE 1963 – Allis-Chalmers is an electronics co with a strong decentralization policy (decisions delegated as low as possible).  It’s had antitrust problems in past and is caught again.  SHs sue for duty of care vio in dirs’ failure to monitor and prevent these.  Court declines.
a. Dirs can rely on honesty of subordinates unless “red flag” (and the past vios weren’t enough).
b. “Culture” encouraging violations won’t matter to courts. 

c. Note: No BJR protection in cases that allege failure to act (e.g., to make a business judgment!) to discharge duties.  But they still win.

d. This may be changing now – more duties to be proactive.  

4. In Re Caremark, DE 1996 – Caremark on the hook for kickbacks to docs to promote its products; directors are sued for duty of care violation.  They had plenty of monitoring in place – ethics hotline, etc. – so they win.  Allen uses the case to hint that Allis may be bad law now (higher duty to monitor). 
vi. Knowing Violations (Acting Illegally)

1. Miller v. AT&T, 3d Cir. 1974 – Dems owed AT&T 1.5M for their convention; AT&T declined to collect (illegal campaign contribution).  Bd pays the fine; SHs sue for duty of care vio.  Bd is estopped from arguing they deserve business judgment rule protection (black letter rule for knowing violations). 
a. Courts won’t call probabilistic violations “knowing”, though (polluting is a good example).  Allowing SH suits for regulatory offenses on top of the enforcement regime would over-deter.
b. Our bigger worry should be that SHs benefit from decisions by dirs to probabilistically violate regulations, and public is harmed (pollution again).

c. Not many knowing violations cases b/c directors make sure not to know. 
c. Duty of Loyalty (Chapter 9)
i. Intro to Duty of Loyalty:

1. Remember, duty of loyalty = duty to put the corporation first. 
2. 3 types of cases: 

a. Self-Dealing

i. Directors have the burden of showing “entire fairness” (price and process).

ii. We could just ban self-dealing – we don’t – just put a big burden on dirs to show that it didn’t prevent them from treating co fairly.

1. Why not? Sometimes, an insider might be the only one willing to make the loan, etc.

iii. Fairness is the only area of the law where cts will bend over backwards against fiduciaries.

b. Compensation

i. Should fall under self-dealing, but lots of cases.  Same doctrine but courts treat it more lightly than other forms in practice.

c. Corporate Opportunity

i. Co-opting an intangible future opportunity that “belonged” to the company (idea, patent, etc.) – trickiest of the 3.  

3. To whom are these duties owed?  SH primacy is “norm” but sometimes other constituencies get a nod.

ii. Self-Dealing
1. Example of what self-dealing means:

a. A.P. Smith v. Barlow, NJ 1953 – Corp makes a donation to Princeton and an SH complains that it doesn’t benefit the SHs.  Court says, yes it does – goodwill, educating future workers, etc. 

i. These cases are really about forbidding dirs from directly benefiting selves. 

ii. Now, all states have laws that companies can give to charity
2. Hayes Oyster v. Keypoint Oyster, WA 1964 - Verne Hayes is 23% SH/dir/CEO of Coast and 25% SH of Hayes Oyster (bro owns rest).  Verne suggests Coast sell assets (oyster beds) when it needs $ fast, and tells a Coast employee to start a new company, Keypoint, 50% owned by Hayes Oyster, to buy Coast’s assets.  Verne doesn’t disclose all this, leaves Coast, sells his shares, is sued for self-dealing (by Coast, not its SHs).  Court makes Hayes give its Keypoint shares to Coast!
a. Courts will be informal about looking for a conflict (even though Keypoint didn’t owe an f.d. to Coast, Hayes did).  No specific % trigger.  
b. Doesn’t matter that this was fair and prob. a favor to Coast – duty to disclose is a bright-line, per-se rule in self-dealing transactions (before you even get to try and prove entire fairness). 
c. Again, no harm to Coast – and extreme remedy (hurts bro, etc.) – courts go wild in remedying fiduciary duty violations. 
d. What would fairness showing involve? Price, timing, that no third party would’ve come in (opportunities for others to bid), good bd approval procedure, outside advice, etc.

e. Note relationship to the disclosure required of registered cos under federal law/SEC rules (Regulation S-K § 404).  Coverage differences in whose considered interested:
i. Federal law covers family and >5% SHs, but doesn’t cover nonexecutive officers.

f. Remember, self-dealing is narrower than what most of us think of as “conflict of interest!”

i. Sale to family (or hiring dumb nephew, whatever) is fine as long as you don’t financially benefit.  Financial conflict is key! 

3. Sinclair Oil Corp. v. Levin, DE 1971 – SHs of a wholly-owned sub of Sinclair, Sinven, sue over unfair dividend payments and lack of pursuit of opportunities for the sub.  Parents own fiduciary duties to subs and in self-dealing transactions between them, intrinsic fairness (not business judgment) will be the standard, says court – but finds fairness. 
a. Under state corp law, for controlling SH to have fiduciary duties to co, actual exercise of control (not any particular % ownership) will govern.
b. Why fairness?  Courts won’t TOUCH dividends.  And here, any bad policies it had didn’t “discriminate” against the minority SHs – applied equally to maj SH (itself). 
c. Only reason there were any minority SHs in sub – it’s the law in Venezuela. 
4. Disinterested Ratification (Independent Dirs or SHs)
a. Safe Harbor Statutes (DGCL § 144(a))
i. Generally provide that a self-dealing transaction isn’t voidable on that basis as long as it’s 1) adequately disclosed and 2) approved by disinterested directors or by SHs, or is fair.
ii. Courts read them as only shifting the burden to P or triggering BJR protection (thus preserving background duties of good faith, honesty, etc.)
iii. 144 just means SHs can’t use old voidability rule.  Similar to DOL cases because the factors in 144 will help you out there, too.  Just keep concepts apart.  Differences:

1. Independent director ratification under an EF standard will burden-shift.  Under 144, it will just get you off (safe harbor). 

2. 144 doesn’t require that ratifying SHs be disinterested – EF would. 
b. Kahn v. Lynch – For unusual decisions or where self-dealing party is controlling SH , most you’ll get is burden shifted, not BJR.  For ordinary course where self-dealing party isn’t control SH, can get BJR (compensation falls here). 

i. Note that while court will test for entire fairness, special committees themselves must always be going for best, not just fair, values when carrying out self-dealing transactions.  (See below on DOL in controlled mergers)
ii. Now, cos have a special cmte of disinterested dirs review parent/sub transactions.

1. Risks: 1) special cmte doesn’t approve your transaction; 2) if it does badly, court’s more likely to find unfairness than if no cmte.

c. In Re Wheelabrator, DE 1995 – Court says that SH approval will get BJR for self-dealing by directors; but only burden-shift for self-dealing by control SH (parent/sub).

d. Cookies Food Products v. Lakes Warehouse, IO 1988 – Herrig is exclusive distributor, controlling SH, director, and employee for Cookies.  Min SHs challenge nonpayment of dividends and his compensation as self-dealing transactions.  Herrig can’t pass safe harbor statute b/c board was interested, but ct finds entire fairness b/c he adds so much value to company.
i.  Dissent says he should have had a burden to show fairness more specifically – market info, etc. – not just that he did a good job generally. 
ii. Note on unique value of individuals (and proving it when making an entire fairness showing) – can’t rely on it too much; get an investment bank.
iii. Reads in requirement of both fairness and disinterested ratification to state safe harbor statute
e. SH ratification won’t count as ratification if 1) it ratifies waste (unless unanimous), or 2) SH have conflicting interests (for entire fairness purposes)
iii. Compensation Cases 
1. Excessive compensation?

a. Pay skyrocketed in 90s; much outcry.  Use of options also increased.

i. Use of options may be good for incentives – if co does well they’re worth more.

ii. Why not just stock? Stock is riskier on the downside (you don’t HAVE to use options) and we already think CEOs are too risk-averse. 

iii. Right now accounting doesn’t show options on balance sheet (and unless we believe ECMH 100%, this matters) – will probably change soon.

b. State law has little to say about compensation, except possibly waste doctrine (incredibly rare but theoretically out there) – SCOTUS found waste in Rogers v. Hill. 

c. Good-faith exemption from BJR and 102(b)(7) in duty of care cases (what Ps were going for in Disney) won’t work either – court will never find compensation was granted for reasons other than benefit of company (as long as ratified etc.)
d. Excerpt on Ebbers: 
i. Ebbers (WorldCom CEO/control SH) was in major debt, pledging stock on loans and kept making WorldCom give him more loans b/c if creditors forced him to sell the stock it wd be forced into a downward spiral.  When stock fell, loans got called in and they lent him more.  (These “loans” were secured with the same stock!). 
ii. So compensation cmte could (and did) say it was in best interests of co to give him loans.

iii. Sure, this gave Ebbers incentives to make co do well, but also brought creditors’ risk-aversion crashing down on company (and he was so close to bankruptcy that he didn’t have incentives to make the stock worth much). 
e. Lewis v. Vogelstein, DE 1997 – corporations no longer have to expect proportionate benefit/consideration from an option grant.  Reaffirms that courts will apply BJR to compensation, absent waste, but implies it could see a compensation package not passing good-faith and reasonableness requirements of duty.
2. Regulatory framework:

a. DGCL § 141(a): general board authority that encompasses setting compensation; DGCL § 157: bd authority to grant options/stock.
b. SEC Reg S-K Item 402: disclosures must include compensation cmte report and summary table.
c. IRC 162(m): Deductibility limited to 1M plus performance-based compensation plan approved by disinterested dirs or (and?) SHs. 

i. Probably behind rise in performance-based pay. 

d. SOX 402: bans most loans to officers and directors (thanks Ebbers); 305: if company admits to making financial reporting mistakes, officers and dirs have to give back incentive compensation.
e. Exchanges require independent compensation cmte to approve CEO compensation; SH approval of equity compensation plans/option repricing/increase plans; only beneficial owners (not brokers) can votes their shares on compensation plans (b/c brokers want ‘in’ w/cos). 
iv. The Corporate Opportunity Doctrine

1. Which opportunities “belong” to co? Three tests: 
a. Expectancy or interest – it’s the corp’s purpose to do this.

b. Line of business – corp could reasonably be expected to do this.

c. Fairness – specific to facts and fiduciary’s behavior (how was opportunity learned of?  Were corporate assets used to pursue it? Did fiduciary disclose, ask permission, etc.?)

d. 2-parter in DE, see below (courts refuse to choose expectancy v. line of business).
2. Can fiduciaries ever take them?

a. Broz v. Cellular Information Systems, DE 1996 – Broz owns RFBC and is a director of CIS (both cell companies).  He’s offered a chance to buy a license for RFBC; checks with CIS to see if it’s interested, it says no.  But PC is in process of acquiring CIS and wants to compete for the license.  Court declines to find that Broz’ duty to CIS meant he had to consider PC’s interests, b/c the merger was uncertain and dirs can’t be forced to consider every possible interest of co.

i. Broz shd’ve presented to whole CIS board, not members individually – then, if they say CIS isn’t interested, that’s binding (141(a)).  Formal bd approval is safe harbor (DGCL § 122(17)).  

1. Companies will try to define what opportunities they waive in charters.
ii. 2 requirements for fiduciary to be barred from pursuing opportunity (applied in DE instead of the tests listed above):

1. Co could have interest (in court’s opinion).
2. Co hasn’t waived it (no safe harbor).
iii. But court finds for him anyway, b/c they don’t like takeovers and he had good faith.

b. Thorpe case (1996) – Control SH/dir suggests to a 3P that wants to buy an asset that it buy his control shares instead.  Definitely co-optation of a corporate opportunity – but, because control SHs are allowed to vote shares any way they want, did his blocking of the sale create damages he can be held to account for?  DE SC makes him pay legal fees for not following formalities and getting a safe harbor.
v. Duty of Loyalty in Close Corporations
1. Donahue v. Rodd Electrotype, MA 1975 – Rodd and Donahue are sole SHs of RE.  RE buys back Rodd’s shares (common practice) but won’t buy back Donahue’s (inherited by his family).  They sue for break of loyalty.  Court quotes Meinhard and calls fiduciary duties “the punctilio of an honor the most sensitive,” and make up law to hold RE liable (rescind the purchase). 
a. Essentially, court creates new duty in close corporations (making them diff’t from public ones for the first time) – SHs (not just off/dirs) owe e/o a heightened duty, like that of partners.
i. Utmost good faith and loyalty – UGFAL.  

b. So you can only buy back stock if you offer to buy everyone’s at same price.  

c. DE WOULD NOT COME OUT THIS WAY. There, you can have selective buybacks.
d. Mrs. D could’ve just challenged this as normal interested transaction – would have to pass entire fairness and she could say price wasn’t.  

e. Min SHs in close corps do have it rough.  They’re stock can’t really be sold.  Voting rights meaningless, no substantive right to dividends.  

f. What is good about selective buybacks?  Gets rid of control tussles.  Good enticement to retire.  Could make co more efficient and save $ for SHs who remain (and now own bigger portion).
i. Easterbrook and Fischel insist that most SHs would K ex ante to allow selective buybacks.

ii. And indeed, MA has watered down this case. 

2. Smith v. Atlantic Properties, MA 1981 – 4 people buy land together (each a 25% SH).  Dr. Wolfson puts in charter provision that 80% is needed to make any decision (so, all 4 have to be unanimous – effectively a veto).  Then he vetos dividends, paying taxes, etc. after disagreements arise btwn the 4 (they won’t let him transfer his stock to his charity).  He’s liable for breaching Donahue duties.
a. So, if you build in protections for the minority, they can abuse the majority!
b. Best thing to do if you’re the lawyer?  K that they can sell back shares anytime at certain price.

3. What does DE do?

a. DGCL Subchapter XIV – special rules for close corps. 
b. Not that imp’t; there aren’t many close corps in DE (tax problems) – good for what they imply about public cos, though.
c. Def’n: DGCL § 342.  No more than 30 SHs, not public, restrictions on stock transfer.
d. §§ 350 & 351 – allow for contracting around 141(a) (implies you can’t do so in public cos!).  350: can restrain board discretion in some situations. 351: Charter can authorize some mgt by SHs. 
e. § 352 allows Chancellor to step in to break deadlock a la Smith.  Appoint arbiter, dissolve co, etc.

f. § 355 lets SHs amend charter in certain ways w/out board (BIG exception to rule!), including to give SHs a cashout option.

g. Note these provisions only apply to companies that “opt-in” to this chapter – not a close corp. unless you say you are.

h. So if you don’t opt in, but try to create own SH powers, you might run afoul of 141(a).

4. Problems with Close Corporation (more general than can be solved by altering duty of loyalty):

a. Illiquidity (no market for shares, by def’n – creates exit and free transfer problems).
b. Voice (no influence over decisionmaking). 
i. This is what Donahue was trying to solve thru altering duties. 

c. Best K protection is a “buy/sell” agreement – one excercises, other can choose: buy all or sell all.  (Similar to forced sale/dissolution in partnership). 

d. Basically, you’d better either trust the other people or think about partnership. 
d. Shareholder Suits (Chapter 10)
i. Types: 

1. Derivative

a. Indirect – the company has been harmed, and since the directors aren’t suing we are.

b. Really 2 suits – suing the board to sue, and then suing if they decline. 

c. Remedy is to return money to the company (SHs are hurt, but so are other constituencies).
d. Example of derivative suit that cdn’t be a class: Co sold asset to CEO too cheaply (DOL case).

2. Class Action

a. Direct – we, the shareholders, are harmed personally.

b. Remedy will be to let SHs do something – vote; give them $, etc.

c. Example of class action (or direct SH suit, doesn’t have to be a class) that cdn’t be derivative: The CEO took your dividend check. 

3. 2/3 of cases are class action, and most of the derivative ones are in M&A context (you don’t have to deal w/demand there b/c board no longer exists (Van Gorkom)). 
ii. Incentive to sue

1. If SHs have such a small stake (esp in derivate suits), why do suits happen? Incentives on Ps’ attys. 

a. Attorneys get fees if they win (or settle) these cases – so huge incentive to bring ‘em.

2. How does the system ensure the lawyers are really representing SH interests (cure the agency prob)?

a. Short answer: badly. 

b. First to file rule: whoever files first gets the case.
i. Result: Attys need fast way to have a “client” who will be an adequate class rep per FRCP 23 (and similar DE law applicable to derivative suits).

ii. Adequacy might get buddies thrown out (if they’re doing each other favors from case to case, their main interest is not to do what’s best for other SHs).  Same for family members – courts might say that they’re not controlling case, atty is, in his interest.
iii. But generally, P lawyers are clever about this (their secretary) and it’s hard to succeed in DQing them for inadequacy etc. 
c. You also have to own stock throughout the suit (if you sold you wouldn’t prosecute it well). 

3. More on fees: 

a. Fletcher v. A.J. Industries, CA 1968 – Original case was about board domination and bad transactions by one director.  Lawyers got a settlement: changes in board (new members to be approved by P).  The rule that allows fees (which are normally just by statute!) is the “substantial-benefit” rule – P gained substantial benefits for the co through the litigation.  Ct says this counts.
i. Coates doesn’t see it – you have to believe P’s dirs will do better than old, dominated ones.
ii. P and atty have basically benefited selves at cost of other SHs. 

iii. Shows that our response to the collective action problem goes way too far!

4. Why do most cases settle?

a. Bad cases have in terrorem value/reputation costs for dirs.  Also, liability is SUCH a downside with them that even w/indemnification they don’t want to risk it (and they can’t be indemnified for personal gains they might have made).  

i. And indemnification makes settlement more likely b/c it’s paid out of company coffers – no reason to try to win. 
ii. And courts have no role in making sure settlements are good for the company – that would be inquisitorial, we’re adversarial and settlement means no controversy. 

b. So we’ve replaces too little incentive to sue with too much. 
i. Good cases settle too cheaply/quickly (P attys don’t have incentive to fight to end)

ii. Bad cases settle too. 

iii. Because evceryone is averse to risk of trial and can get what they want by settling.  “The system colludes for you.”
c. Are the costs of the system worth whatever deterrence of bad director behavior we get?

5. So, to sum up the problem: 
a. Causal factors: 
i. Shh/Bd Agency prob
ii. Collective action probs
iii. First to File rule
iv. Atty fee rules – incentives to settle too easily/cheaply on both sides
1. Ps get fees if they don’t get any value out of suit
v. Derivative (& class) Procedure
vi. Claim preclusion/res judicata (incentivize Ds to settle)
vii. Adversary system – passive judges
viii. Client/Atty agency probs (on both sides)
ix. D&O insurance and indemnification (102(b)(7)/145) – D’s settle more quickly/fr higher amounts, don’t get incentivized to do a better job!
x. Agency probs between SHs (suer doesn’t rep the others well – diff’t values of stock, etc.)
b. Possible solutions: 

i. Demand and special litigation cmtes 
ii. Merits
iii. Settlement (why a solution)?
iv. Contemporaneous Ownership
v. Typicality/adequacy (poorly enforced)

1. Only time they have bite is if attempted P is also one of the D’s (or connected to them)!

vi. Court approval of settlements
vii. PSLRA tried allowing biggest SH to boot first-to-file – but they’re not interested.
1. Could require certain % to join

viii. Get rid of derivative suits and hope voting and takeover threats are enough?

ix. Less D&O insurance?  (Seems to put the downside in the wrong place).

x. Auction off co at settlement to see value – Miller
xi. Coates: SHs approving fees in all suits that don’t result in payment by naughty directors.

c. Summary of how cases get into state and federal court::

i. Federal – Fiduciary

1. No direct fed jurisdiction (Santa Fe, below)

a. Before Santa Fe people were trying to call it fraud and make it federal – SF said there has to be deception to be fraud. 

2. Diversity/Pendent jurisdiction

ii. State-Fiduciary

1. Commonlaw (duties of care and loyalty)

2. Done derivatively, or directly (class or individual). 

iii. Federal – Misrepresentation

1. Rule10b-5 et al (federal securities law) (usually as class action)

2. Limited by PSLRA – higher pleading standards (BUT Clinton vetoed!)
3. and Lampf (shortened statute of limitations for 10b-5 actions)

iv. State – Misrepresentation 

1. Limited by SLUSA to the “DE carveout” (M&A, voting, tendering, appraisal)
iii. The Demand Rules 

1. Book calls this: balancing rights of boards to manage and of SHs to get judicial review. 

2. Levine v. Smith, DE 1991 – The GM board paid off Ross Perot for his shares so he’d stop badmouthing their cars (greenmail?).  SHs sue saying they did it for personal/reputational benefit, not that of co.  Ps lose b/c by first making a demand that the board sue (as you’re supposed to – since the harm is really against the company), they conceded its independence. 
a. DE demand rules:

i. Technically you’re supposed to make a demand and get it refused before suing.  

1. but then you’ve conceded that board is independent.

ii. If you DON’T make a demand, you can be excused if board wasn’t independent.
1. To show this: there’s obvious interest (Perot himself), and then there’s influence (show that others were in his pocket). 

iii. But the presumption of independence is strong – here, only dirs who were obviously interested or who admitted to being dominated were taken out.  Court won’t help you prove compromised independence.  

iv. Practical effect is to discourage presuit demand at all (everyone tries for excuse). 

v. Another option: Instead of getting “excused” for not asking board, you can take the tack that the transaction itself wouldn’t get BJR protection (so the board’s decision not to sue can’t either).  All you need is a reasonable doubt.

b. Note that while demand is treated as an element of board primacy, what it really means is that courts, not boards, will decide which cases go forward!

3. Rales v. Blasband, DE 1993 – The Rales are  takeover artists who owe Drexel a favor, so one of their co.s (Eastco) sells bonds and buys junk bonds from Drexel w/the proceeds.  Eastco is a sub of Danaher so it’s SHs of Danaher who get screwed and sue.  SHs need to get demand excused, but the board being sued (D) isn’t the one that made the allegedly bad decisions (E).  D board fails to get BJR protection for decision not to sue, not b/c original decision doesn’t deserve BJR, but b/c they’re interest in suit itself (Rales themselves are on the board).  Demand excused.  
a. This is a “double derivative suit” – asking Danaher to ask Eastco board to sue the Rales. 
b. How do you get enough info on independence to get past this at the dismissal stage??

i. Could use DGCL 220. 

ii. But people don’t have time b/c of first-to-file. 
iii. Court says board will be more credible – and likely to get BJR protection/dismissal/non-excuse – if they do some investigation themselves before refusing demand. 

4. Zapata Corp. v. Maldonado, DE 1981 – A special committee makes the demand-refusal decision.  Should this get them BJR automatically? Court is realistic (rare!) and uncomfy w/this b/c boards empathize w/each other, etc.  So they take a middle road: Lower courts should, but aren’t required to, exercise own business judgment (and also must look into independence and good faith themselves). 
a. So, ex poste untainted rejection of demand still gets scrutinized (no BJR). 

b. Bd can go for dismissal whenever it removes taint: 1) merger 2) new board voted in 3) special com.

5. Joy v. North, 2d Cir. 1982 – Interprets Zapata in CT to mean courts should do cost-benefit.
6. Carlton Investments v. TLC Beatrice, DE 1997 (Allen) – He really hates this. 
V. Extraordinary Governance

a. Control Transactions (Chapter 11)
i. Intro
1. “Extraordinary governance” b/c it relates to big, unusual events in companies’ lives.  Duties change.

2. 3 ways to get control of a company: buy the assets, buy the stock (this chapter), merge. 

a. Advantages of asset purchases are to leave behind some uncertain liabilities

i. Disadvantages are cost and time-consumption

b. Advantages of TO are speed and cheapness

i. But SEC Rule 145 creates registration reqt’s that partly remove this advantage.

1. Because transactions using securities as consideration will be treated as securities offerings and reg process is for this.  Longer than proxy process.

ii. Disadvantage is residual minority ownership

c. Advantage of a merger is cashout opportunity
i. Hence used in conjunction w/TOs 1/3 of the time

ii. Control Blocks and sales of control
1. Control blocks have more value than the sum of the shares, and command a premium.  Why? 
a. You know the downsides of your own management!
b. Private benefits – information, connections, prestige, protect yourself from other SHs.

c. Bad reasons – looting, stealing opportunities, self-deadling.

d. Note control also has costs – personal liability (remember LL rules), litigation. 
e. Most cos don’t have control SHs (even tho a small % can be control). 
2. Zetlin v. Hanson, NY 1979 – 100% premium on control block.  Law is: if not looting, selling corp opportunity, fraud, etc., you’re free to sell and buy at a premium.  Court won’t mess w/it.  Legislature?  
3. Perlman v. Feldmann, US 1955 – Feldmann, control SH/dir of Newport Steel, sells his control block to a customer (Wilport) during Korean War shortage, thus ending co’s plan to get interest-free advances from those it supplied w/steel.  He has to disgorge premium as usurpation of corporate opportunity.
a. Second-most famous corporate law case other than Van Gorkom. 
b. To explain the facts better – in wartime nobody charge as much as the market would bear – the pressure comes from “waiting in line,” not from not having enough $ to buy the product.  Wilport bought right to jump the line.  

c. Court calls this an “opportunity” usurpation, but really it’s self-dealing – not in price b/c of circumstances, but in priority (get steel first).  Chances to self-deal with yourself unfairly are very hard to police (normally you’d try and do it with price). 

d. Could be phrased as more typical corporate-opportunity case – Feldmann could have sold whole co and benefited all SHs but chose to sell his shares and get premium instead.

e. Easterbrook: case made stock prices go up, must be good!  But that could’ve been due to the premium F disgorged.  

f. Not necessarily good law in DE (“but see”).  In DE, Zetlin is the rule – with a few exceptions (times when control shareholders have duties):
i. insider trading 
ii. tender offers 

iii. corporate opportunity (Thorpe) - but usually control SHs aren’t also directors.
iv. selling your office

1. 2 cases w/opposite outcomes – someone bought a control block from director who promised to resign (and expand board first) in return for a premium.  
2. The intuition has to be that you got more of a premium b/c of your seat.
v. DGCL § 203 – biggest exception – antitakeover statute that blocks business combination with an interested SH (15% and up) unless over 85%. 
1. Unless CSH gets board approval or minority SH majority vote. 

2. Business combination = merger, big asset sale, or anything giving CSH a benefit.

3. Funny incentive to go from 15% to 85% (gamble – what if you get 83%).

4. Blocks creeping TOs and 2-step mergers. 

4. Harris v. Carter, DE 1990 – Control SH sold to a looter and other SHs sue saying it had duty to investigate (or not to sell?).  Court holds that control SHs can be liable for selling to looters even if they were merely negligent in doing so.
a. Coates – poorly done case, but doctrine isn’t entirely bad
b. Better way to look at it: Like “reg flag” doctrine in duty of care.

c. Exception to rule that control SHs aren’t fiduciaries – here, they are and have to monitor/investigate if a reasonable person would’ve suspected something wrong. 

i. Narrow and needs good evidence.

ii. Really big premium will help you out – shows they’re being paid to let ‘em loot.

5. Coates: CSHs will have duties where 1) they sell control (here) or 2) they dominate a board. 

iii. Tender Offers

1. Williams Act (federal) – first regulation of tender offers. 

a. Offers must be open for 20 business days
i. Gives time for alternate offers, SHs to investigate whether offer is real (can they pay?), etc. 

b. Must disclose your identity, plans, past bankruptcies/suits

c. Must disclose w/in 10 calendar days when you cross 5% ownership threshold in a co (13d)
i. Beneficial, not record, ownership

ii. Buy as much as you can w/in 10 days of 5%, b/c price will go up once you disclose. 

d. Offeror must buy part of the stock of everyone who tenders, pro rata – so they’re left holding some stock – hence importance of knowing who buyer (new controller) is.
e. § 14(e) – anti-fraud provision in tender offers.  

2. Hart-Scott-Rodino Act waiting period: must file plans to make a cash tender offer, and can’t make it for 15 days after filing.  For merger, both parties file and wait 30 days. 

3. Brascan v. Edper Equities, NY 1979 – Edper bought 24% of Brascan, and if its method can be defined as a tender offer, it might’ve run afoul of Williams.  Edper’s agent contacted large SHs and told them Edper “might” be willing to buy at a certain price (slightly above market).  Then, Edper found a ton of stock on the market at this price over the next few days – continuing after Edper says publicly it’s NOT making a tender offer.  Court says it’s not  TO (no firm offer at set price, no public announcement). 
a. Test for what’s a TO will be case-by-case – Williams Act was careful not to define it.
b. Chicago School hates Williams – makes TOs expensive and deters takeovers that wd be healthy. 

c. Note that w/this method, you’ll have the holdovers – the people who don’t even know they own stock – you won’t get 100%.  

b. Mergers and Acquisitions (Chapter 12)

i. Mergers
1. Merger: 2 companies united w/filing of certificate of merger, and SH approval.

2. Why merge?

a. Economies of scale, scope, and vertical integration

b. Unique synergies between your businesses

c. Using mgt talent to the max

d. Tax benefits

e. Reduction of agency costs between cos (or those of one bad mgt team)

f. Bad motives: create a monopoly; squeezeout min SHs at low price; “mistaken” mergers where parties misjudge the costs and resulting efficiencies don’t cover them. 

3. Allocation of power in fundamental transactions – who decides (bd/SHs?)
a. Remember SHs and board must approve dissolution and merger (and all charter changes)

i. Also, all normally-voting classes (not pfd in DE) must approve mergers as a class (unless charter says otherwise).
ii. DGCL § 251(f): SHs of surviving co won’t have to vote if its charter doesn’t change, their stocks aren’t changed, and buyer doesn’t issue more than 20% of its stock in the deal (obviously this covers cashouts!).
1. Note 20% threshold is same as NYSE req’t for SH vote (312.03) 
a. But NYSE rules are %s of voting shares, so fewer shares if you have NV stock.  
b. Also, penalty for violating NYSE is just delisting – small cos might not care.

iii. DGCL § 253: Own 90% of a target?  You can merge it up w/out approval of either board.
1. “Short-form merger.”  
iv. Short-form (253) is to avoid target SH vote (just cash them out) and board approval, long-form 251(f) means you can avoid going to your board.  Normally (251(c)) you go to SHs and boards of both. 
b. SHs and board must also must approve sale of all assets 

i. Why is this included when charter – basic K – doesn’t change?

ii. Book – agency concerns b/c of change in relationship btwn bd and SH (if assets sold, SHs will get new bd) – real reason for all of these votes. 

iii. But then why not for major stock issuances?  Who knows.

4. Why not just buy all assets instead of merging co into yours?

a. Buying 100% of assets is hard on a hostile basis, b/c not only can bd block it, but shareholders get a vote on sale of all assets (DGCL § 271) and 50% of outstanding stock must vote yes affirmatively, so in practice a minority can block you.

b. And boards never have a duty to sell – courts don’t see that “conflict” as bad.  

c. The only reason to buy assets, then, is b/c you can pick and choose which (and which liabilities).

i. How?  Most debt is secured and can’t be left behind.

ii. But “contingent liabilities” – lawsuits, enviro cleanup – can. 

d. HUGE transactions costs in buying all assets – documenting it.  Rare for big cos, usual for small.

e. Katz v. Bregman, DE 1981 – What is “Substantially all” under § 271?  Here, satisfied by 51% of assets because they carried out historic “core” of co’s business.
5. Triangular mergers

a. Rationale: Creates a parent-sub structure to keep each entity’s liabilities separated (protects acquirer and its creditors – their hierarchy). 

i. Or if you let Target survive, keep its various licenses etc.

ii. You can combine boards, SHs, charters are you please – mix and match.

iii. Could give stock to SHs of one – people think of mergers as cash, but not nec.

b. AcquirerCo forms a sub which merges w/the Target (sub or Target can survive). 
c. Avoids DGCL § 251 requirement of board approval on both sides because the sub board is just your puppet. 
i. Another way to do this – 251(f) avoids the triangle if target is small, b/c you don’t have to ask your board at all under that.  

6. Two-Step Mergers: The Timberjack Agreement:
a. Tender offer to obtain most shares, followed by a triangular merger to cash out minority.
i. You can provide in a merger that SHs rights are converted to cash – can’t do this outside merger context. 

ii. There are duties for control SHs in cashouts to give min. something for their shares.
iii. Why get rid of minority?

1. Being public has tax and SEC-oversight disadvantages

2. If you get rid of them BEFORE creating synergies you can pay them less (their o-ship shares are worth less).  
b. TOs are faster and easier than mergers.
i. Speed matters, not b/c of target board anymore (they have poison pills anyway), but because you don’t want someone else to make a bid.

ii. So TOs (and two-step deals like this) are more likely friendly than hostile today.

c. And owning 90% first lets you do a short-form (parent-sub) merger (253, above).
i. Even if it didn’t, getting board and SH approval when you own 90% just means getting your own approval.  

d. So if you want 100% ownership, fear competition, and don’t need to leave any liabilities behind, this format makes the most sense.  
ii. Appraisal:
1. DGCL § 262(b): Appraisal rights for SHs of both merging co.s (right to sell shares back at fair value)
2. Two exceptions:

a. Stock market exception: Company is public or has >2000 SHs

b. § 251(f) exception (for SHs of buyer): If merger under 251(f), no appraisal (b/c no voting rights).
3. Exceptions to exceptions:

a. If a sub merges into a parent under § 253, sub SHs always have appraisal rights.

i. Courts won’t allow entire fairness analysis in this case – they claim that b/c sub’s board doesn’t get to act, there’s no fiduciary duty nexus.   

1. Silly!  Parent board has a duty to the sub too and they’ve acted.  

2. But nonetheless, ONLY remedy in short-form (253) is appraisal. 

ii. So SHs will have both only if there is financial self-interest in a normal 251 merger.
b. The “market out” – if you just give cash (or anything but shares) they can’t get appraisal.

i. However, cashing off fractional shares doesn’t count as a cashout.
4. Coates: THIS STATUTE IS SENSELESS

a. Because it’s very, very old… 

b. Why the stock market exception? 

i. Idea is that stock is liquid and you can sell it and get market value yourself (you’re not being forced).  But obviously the merger will make your stock worthless, so this is silly.
ii. Same reason for the cash exception TO the market exception.  Silly silly silly.  

c. Anyway, it doesn’t get used. 

i. Because unlike in loyalty cases, companies won’t be forced to pay P attys

ii. And while court will look at fair market value, they’ll do it as if merger hadn’t occurred – whereas in entire fairness price review, they might give SHs part of merger value and you’ll also get process review as an added bonus. 
iii. And courts know that if a board got a really awful price they’re susceptible to fairness review, so they interpret appraisal as narrowly as possible.

iv. One reason TO use it – court has to be objective about value and there aren’t burden of proof issues that skew it one way as in duty of loyalty entire fairness review. 

5. What is “fair value”?

a. Courts used to use “DE block method” – 1) assets 2) earnings 3) market value (backward-looking, not forward like DCF).  Under Weinberger, courts can do this AND DCF.  
b. In Re Vision Hardware, DE 1995 – Court doesn’t consider market (refinanced) value of debt of a target when SHs ask for appraisal b/c buyer could have forced bankruptcy and their debt would be worth nothing (so it’s valued on its face – amount of legal liability). 
i. Atypical.
6. What will count as a “merger” in appraisals? 

a. “De Facto Merger Doctrine:” Treat something that quacks like a merger as a merger.  NOT THE LAW – DE and most are places are formalist/de jure.
b. Hariton v. Arco Electronics, DE 1963 – Loral bought all Arco’s assets, dissolved it, gave the $ to its SHs.  They want appraisal.  Court says no merger (silly statute but that’s legislature’s deal). 
iii. Duty of Loyalty in Mergers:

1. Freeze-out mergers: background

a. Control SH gets 100% o-ship by giving something (cash, stock of parent in parent/sub) to SHs – cashing them out.  

b. Allowed during mergers; no rule that you have to treat everyone equally!

i. Some states, not DE, also allowed forced exchange (shares for cash, etc.) w/out a merger (you file it like a merger though).

c. Other ways to achieve freeze-out:

i. Most commonly done with 2-step mergers (short form for subs, long form otherwise).

ii.  Also done through liquidation – buy assets, liquidate target and give its SHs the proceeds.

iii. Or through a reverse stock split.

1. Normal stock split: each share split into more

a. Through a charter amendment, or dividending stock.

b. Goal: Liquidity, or a stock price that sounds good.

2. Reverse stock split: Can also be to keep stock w/in normal trading range. 

a. Requires charter amendment and SH approval – like merger – buy may “seem” less threatening (can’t be done through dividend).
b. Companies are allowed (DGCL § 155) to cash out fractional shares – here, you’d make ALL shares fractional (next-biggest-SH’s shares = 1). 

3. Coates doesn’t see why you get appraisals and DOL cases if you’re frozen out in a merger but not elsehow (in RSS, you only get market rate, no fair value valuation).
d. Justifications for having appraisal for freezeouts (should be above)
i. No chance to vote to stop a freezeout – (as you would in a proxy fight).

ii. No competition, b/c control SH (parent) won’t vote for someone else’s deal, whereas an uncontrolled board had a fiduciary duty to SHs to consider better deals (CSs are allowed to be interested, as SHs.  Boards aren’t). 

iii. No negotiation, b/c although sub board has fiduciary duties to it, its loyalties are to parent.

iv. So, controlled merger (freezeout) is best justification for appraisal. 

v. And they don’t get DOL, Coates says – funny idea that parent bd doesn’ owe them duties.

e. Why not ban freezeouts?

i. It’s good to get 100% ownership sometimes – prevents a lot of costly lawsuits.
ii. If companies couldn’t get rid of a sub by cashout, they wouldn’t want to create them

iii. And subs can create value (clientele, structuring lender liability, specialized mgt, market is currently overvaluing a section of your business, stock options that are more specific – options in your section of the business – incentivize you better, etc)
2. DOL review of controlled mergers

a. Entire fairness, as elsewhere (price and process).

i. Weinberger reaffirmed that appraisal isn’t only remedy (in interested 251 merger).

1. Because of inflation, appraisal was really unjust in 70s (more under 10b-5 below). 

b. Forming an independent committee to decide the merger won’t get you BJR, but will burden-shift
i. Kahn v. Lynch (above) – You can’t threaten the independent committee – it has to function like an arms-length transaction to get you protection.  
1. Remember, special committee must think its job is to get best price.

2. Besides burden-shifting, special com will help you show fair process. 

3. One questions whether attempt to make faux-competitive process will work, b/c if board walks away (that’s not a threat) and market price of co goes down, there WON’T be any competition
c. Fair Value 
i. Differs from appraisal in that who carries burden of proof will greatly affect it.

ii. Why not pre-announcement market price?  (MUCH less litigation then!)
1. We might want to give SHs some of the synergy value. Why?  We think CS’ info advantage is unfair?

a. In Technicolor, buyer began implementing his new ideas before the freezeout (so some of his synergy value was coming through in market price).  Appraisal action (so supposed to be pre-merger price) but court said the synergies came from his control, not the merger, and shared them. 

2. Controllers can manipulate prices for a long time pre-announcement, and securities laws only punish “material” lies and omissions.

3. Using market price would invite such manipulation.

iii. Not that in an arms-length merger, you can get DOL review but courts are very unlikely to find price unfair.  (That’s why we’re talking about controlled mergers).

iv. Pro Rata Method:

1. Court will look at expected value of company’s cash flows, discount it back (DCF), and divide it pro rata.  This avoids thorniness over who gets control premia (even though we know marker would discount minority shares).

2. But court will also consider market value – DCF is so subjective

3. And will auction co, compare to like transactions, etc.
v. Weinberger reaffirmed DE block isn’t only method and courts can consider everything (especially, allowed them to start considering DCF).  
d. Control SH’s DOL in 2-step mergers:

i. In Re Pure Resources, DE 2002 – Unocal controlled Pure, made a share exchange offer and created a Special Committee which rejected it.  Unocal went ahead anyway; got sued.
1. Court says DE caselaw treats 2-step and one-step mergers differently (minority SHs protected less in 2-step) for reasons it can’t fathom.

2. Law treats controlled mergers as coercive but not TOs – case says TOs are.
3. Law requires controlled mergers to be effective only if majority of the minority goes for it.  Lynch – majority of the minority provision won’t displace entire fairness review, recognizing inherent coercion in mergers.
4. So judge applies entire fairness to Unocal – expanding fiduciary duties of CSs. 
5. Doesn’t think there’s as MUCH room for coercion in TOs as mergers, so makes up a middle standard: TO by a controlling is not coercive if there’s a maj of min condition and CS promises a prompt cashout at same price. 
3. Disclosure duties in controlled mergers:

a. Williams Act 13e-3 requirements in freezeouts:

i. When a company goes from public to private in “affiliate” transaction (parent/sub, likely), lots of incredibly onerous disclosure.

1. Any transaction you’ve contemplated or proposal received for 2 years.

2. Enforced by criminal penalties. 

3. WAY beyond Hayes Oyster. 

b. Why disclosure?

i. Info is what a control SH (parent) has that other SHs don’t. 

c. Weinberger v. UOP, DE 1983 – Directors who served on parent (Signal) and sub (UOP) boards did analysis that parent would pay up to $24/share to freeze out sub SHs.  Sub CEO signed deal for $21.  Loyalty suit; dual directors liable for nondisclosure.

i. As close to a loyalty “smoking gun” as you can get.

ii. Coates notes, it’s moments when the market doesn’t have certain info and it’s “cheap” to cash out min SHs that control SHs take companies private.

iii. Companies’ response is to be incredibly scripted about controlled mergers.

c. Takeovers (Chapter 13)

i. Why a different standard for takeovers?
1. Because boards can NEVER truly be disinterested so BJR isn’t good enough.

2. But nor should EF always be applied – this isn’t as bad as self-dealing.
3. Result is a spectrum (middle standards called “enhanced BJR” or “enhanced scrutiny”):
Due care/BJR – UNOCAL/Unitrin – [Revlon/QVC and Blasius/Chris-Craft] – Entire Fairness
ii. Unocal Corp. v. Mesa Petroleum, DE 1985 – Mesa (Pickens) acquired 13% of U’s stock and commenced a 2-tier, front-loaded cash tender offer (back-end freezeout merger would give junk bonds).  Special cmte met and recommended U reject the TO and counter it with a self-tender at a higher price (not open to Mesa). It did.  Pickens sues for FD breach, saying he drove price up and his bid is good for the SHs. 
1. Court notes selective treatment of SHs is legal where primary purpose isn’t self-entrenchment.
a. SEC responded to this case w/rule against selective self-tenders (13e-4).
b. DGCL § 151 – the general rule of power over stock (inferred that you can treat unequally).

2. Court creates an “enhanced duty” because of the inherent conflict of a board in a takeover bid (which doesn’t quite rise to typical self-dealing so as to trigger entire fairness).  They won’t get BJR as normal unless they first show (note BOP):

a. Reasonably perceived threat to corporate policy and effectiveness (not just their jobs!) b/c of Pickens’ stock ownership.  Examples:
i. Price inadequacy

ii. Nature/timing

iii. Questions of illegality

iv. Effect on other corporate constituencies

v. Quality of securities offered

b. Defensive measure therefore taken was reasonable in relation to the threat posed (proportional).
3. Board wins, because this is nicely proportional (typical in these cases – courts are toughish but mgt wins).

4. Pickens’ methodology:

a. He’d slowly acquire 5%, file under Williams, then buy a lot fast till price too high.

b. Then make a 2-step TO, with value at second step always lower (same face, but subordinated).

c. Then offer to sell his shares to the co at a HIGH premium – greenmail. 

iii. The Poison Pill

1. Pressure for a new defensive mechanism after SEC bans the selective self-tender.

2. What other possibilities?
a. White knight – board still loses, but at least they screw the raider.

b. White squire – someone else buys control – board stays, but it’s hard to give a high enough control premium legally.  

c. Attempt a non-exclusive buyback – doesn’t work well. 

d. Structural versus transactional – structure is staggered board, transactional is white knight. 
3. Most takeovers successful in the 80s – 1/3 of world’s largest cos had attempts during the decade.

a. Thus lobbying.

b. Mgt had an argument that there were just too many to be efficient – we can’t ALL be so bad!

c. All the junk bonds were unsustainable (contributed to S&L crisis)

d. Taken-over companies had layoffs – unions pissed too

e. Public choice deadlock on federal level, so state law responded with antitakeover statutes – weak, ran afoul of Commerce Clause, etc.

i. One exception: Indiana got away with loss of voting rights after a certain threshold unless other SHs OKed them.
ii. DGCL § 203: prevents creeping TOs and 2-step mergers but nothing else (see above)
f. So it’s left to the lawyers…. 

4. Creation of the Pill:

a. Novel recombination of board powers (none requiring SH approval): 

i. 141 – general power

ii. 151 – stock sales

iii. 157 – rights/options sales

iv. 170 – dividends 

b. Life of a pill: 
i. Adoption

1. Board dividends out an option to buy junior pfd stock.
a. Using its blank-check authority to create pfd. 

2. Price is “out of the market” – so high you’d be insane to cash, so nobody will.

ii. Trigger Events

1. If any SH gets a certain % (flip-in), or if a merger is attempted (flip-out), new cert.s are issued for the option (mgt can always separate rights and make them independently tradeable – like splitting stock – they can always issue stock.  § 151).  
2. New value will be a great deal – exercisable for 1 share common stock at half of market price!  Everyone will exercise.
3. New “right” will also build in exclusion of the bidder.

a. Doesn’t violate rule against discriminatory dividends, because you have the same rights as everyone else – if you don’t want to be excluded, don’t be the one to buy too much. 

4. Effect: everyone buys up so much stock, bidder’s % plummets.

5. And if you try to buy back up, they can adopt another pill and cut you back down.
6. Effect is to cap the % anyone can own.

a. Flips the collective action problem – if SHs want the bidder to win, they ALL have to agree not to exercise the option.  (Might work in close corp).
7. A variation: flip-over.  Bidder has to issue its stock at half price. 

a. How legal? In a merger you pick up target’s obligations and this kicks in post-merger.  Never tested in court.

iii. Redemption

1. How to still allow friendly takeovers?
2. Board can redeem the right at any time at a built-in nominal price.

a. Hint: to outdo the pill, take over the board – proxy fight!!

b. So now the Williams Act will apply mostly to friendly transactions.
c. Policy/thoughts/effects:

i. Is the pill good for society? Depends how much takeovers are needed to induce right board behavior.  In the 90s, pills multiplied like crazy (2/3 of Fortune 500), but M&As continued, and SH value went way up.  So maybe hostile takeovers weren’t so important.
ii. And if shareholders felt pills decreased value, they wouldn’t buy from companies w/them.
1. As long as we have proxy fights, SHs don’t seem to care.

d. Continuing “arms race”
i. Dead hand pills – can’t be redeemed for certain time period.  DE SC struck down one version saying one bd cdn’t take away another’s mgt authority (but lots of stuff does this!)

ii. Mandatory pill redemption bylaws – SH bylaws requiring board to redeem pill it has and/or get approval before adopting another.  Vio of 141(a)? Must they be included in mgt proxies?
e. Case study (from our control assignment):

i. Sovereign Bank is in a proxy fight w/2 large SHs (one = Relational).  They want 2 board seats and want Sovereign to sell itself.
1. Owns 9% - won’t get more for risk of triggering a pill!

a. Remember one reason for pills – board can’t protect itself w/bylaws b/c SHs ALWAYS have the right to change things (and supermajority req’ts to change bylaws may or may not be legal under § 109).

2. So proxy fight has to come first (get board, redeem pill if you want to buy more).  All takeovers since Moran (below – 1985) have required a proxy fight.
ii. Sovereign sought a white squire – Santander – invested and supported mgt. 

iii. Wants to use $$ from Santander to buy ICBC (to become bigger, harder to take over). 

iv. What if, in this situation, there’s no pill in place? 
1. DGCL § 203 blocks acquiring between 15-85% of stock.  So Relational could try to get 85% in one fell swoop.  
2. BUT because of Williams Act this will take 20 days.  A pill can be created in hours!

3. So every company has a “shadow” pill w/the help of Williams.
4. The pill and § 203 have stopped creeping TOs and two-tier offers as well – once you hit that %, the pill kicks in.  
5. So proxy fight is STILL the only way (every hostile takeover since Moran!).  
v. Proxy fights still usually followed by promised TO.  Why, if getting board gets you control?

1. Because a TO is an incentive for SHs to vote for you.  Bias against outsiders, but not if they’re promising a payoff.

2. Note that proxies aren’t coercive like a TO – you don’t lose much even if everyone else votes for the new board (as you would in a TO if everyone tendered). 
3. So pills slow down takeovers to pace of a proxy fight – years with staggered board!

f. Case study 2 from control assignment: 

i. AIG: has a written consent procedure and no staggered board.
1. Maybe b/c it went public before proxy fights mattered.  To add a staggered board, need SH approval (charter amendment) – won’t get it. 

2. 80% of cos at IPO today have staggered boards. 

a. People still buy stock if CURRENT mgt is good b/c discount for future bad, entrenched board just doesn’t show up (too small).

b. Why not other 20%? Bad lawyers.

ii. So after clearing SEC proxy rules (2 weeks, maybe) this could all be done (remove board without cause, use § 228 written consent, and replace) in a single written consent form. 

1. Remember – can’t elect dirs w/out meeting (§ 211) but vacancy-filling isn’t election.

iii. BUT there’s probably no control shareholder. 
iv. So notice: the key now is how long board takeover will take.  If it can happen quickly, pill is irrelevant, and company can be taken over very quickly in proxy fight.
v. Creates three tiers of takeover vulnerability: 

1. Staggered board: very hard (probably, till bd member defects!)
2. In-between: maybe next annual meeting (if no written consent especially)

3. Not staggered, written consent: a month. 

vi. Note ownership is another protection – NewsCorp owned by Murdoch mostly, can’t be taken over.  UPS structured so only ees and mgt vote – ees won’t fire bosses.

g. Moran v. Household Int’l, DE 1985 – Moran adopted a pill as a takeover prevention mechanism (no threat at the time).  Court holds the pill to comply w/DGCL, and says board gets normal BJR. 

i. Once a takeover was in process, board might have a duty to redeem the pill if takeover was in SH’s best interests (and in this context, Unocal review?)
ii. So adoption of a pill at that time would get Unocal review.

iv. Manipulation of the Voting Process

1. If proxy fights and voting are new key, they’ll be manipulated.  Old cases on voting matter more.

2. Schnell v. Chris-Craft, DE 1971 – Board members negotiate w/dissidents, then abruptly move up annual meeting.  Dissidents don’t have time to get SEC approval of proxy statements, raise $, etc.  They sue saying there’s a fiduciary duty violation – interference w/the voting process.  DE SC agrees.
a. Equitable decision!  DE courts can do that (esp with fiduciary duties which aren’t statutory).
b. Book: fundamental fiduciary duty – you can’t be intentionally unfair to SHs! 

c. Coates: This is a new duty (neither care nor loyalty – book says loyalty) – a Blasius duty.

d. Takeaway: bad motives in voting process can be FD violations.  Hard look at acts affecting voting.
3. Blasius Industries v. Atlantic Corp., DE 1988 – Large SH planned to get written consent, increase board from 7 to 15 and fill the 8 seats.  Board, at last minute, added and filled 2 seats (9 is more than 8).  SH sues saying this interfered w/voting process.  P wins, based on new rule: 
a. If bd’s primary purpose is to interfere w/voting rights, no BJR, compelling justification required. 

i. Even if board thinks in good faith that the interference will be best for company!

b. Applying Blasius: 

i. Rules of thumb:
1. Procedural changes without money involved are more likely to trigger Blasius!

a. Why? Court sees transactions as “business” entitled to BJR.  But they “get” how to deal with procedures – within their competence.  

b. Unless, of course, self-dealing.  

2. Proxy fight/TO + board maneuver (white squire): invoke both Unocal and Blasius!  

a. Courts can choose which to apply. 
b. Unocal is easier (reasonable as opposed to compelling) for board.
c. Blasius is harder to argue (requires motive) – so Unocal also easier for Ps!
d. And courts tend to apply Unocal unless simply messing w/voting procedure.
e. This kind of proxy fight has the goal of board control to eliminate pill and allow a takeover.  SHs aren’t voting on mgt b/c (with TO) they’ll just get paid out.  Diff’t than proxy fight with goal of managing co (and more likely to be successful).  Our proxy chapter was more about old kind. 
ii. Hypos: 

1. Sell to a white squire in the middle of a proxy fight?  $, less likely.
2. Greenmail to a dissident (stock buyback)? Business judgment.  

a. vote-buying or self-dealing because they bribed for their spots? 
b. That was tried in Levine – wasn’t enough. 

3. Right before meeting, board realizes they’ll lose and postpones.  Proc, more likely.

a. Postponements are worst if RIGHT before (bad motive, not just giving both sides time).  Bd will prob lose if it does that or alters WC process.

v. Manipulation or Defense? 

1. Unitrin v. American General, DE 1995 – AmGen made a TO.  Unitrin concluded it was inadequate and defended with a pill, advance-notice bylaw, and buyback (diff’t from self-tender which is now outlawed – on open market).  Board owned large % of shares (the difference from Unocal, besides non-discrimination in the TO) and promised not to participate in buyback – but buyback will increase their %.  
a. Court applies Unocal, not Blasius, b/c any effect on voting is indirect and $ is involved.  Board wins.
b. Further defines Unocal test: 
i. Reasonably perceived threat
1. Here, small – only threat is bad price (b/c the pill adopted, not at issue here, does away w/2-tier, and apparently you can’t argue greenmail anymore).

ii. Reasonable defense:  Is it coercive or preclusive? 

1. Unocal itself was coercive b/c board was offering a premium – sell at high premium or hold while co accumulated debt – not a real choice.
a. Coerciveness means disproportionate coerciveness. 

2. Preclusive means would make takeover impossible.

a. Not true here – you COULD still win despite 28% control block.

iii. If neither coercive nor preclusive, court will just ask if it’s in a “range of reasonableness” – basically, apply BJR (only bad faith/illegality, etc. would fail). 
c. Result: 
i. Only one case where Ds lost on Unocal standard has gone uncriticized (it was egregious).
ii. Unocal isn’t seen as much beyond BJR – almost like 2 new exceptions (coercive/preclusive).

iii. BUT: A case w/slightly different facts might lead to harsher interp of Unocal. 

iv. Board already had close to 28% - if board went from 3% to 30%, Unocal might grow teeth. 

v. Lower courts think DE SC was just deferring b/c big SHs (one bd member  - 17%) wouldn’t do something not in SHs interests.  

d. Open Questions: No Bloody Idea 

i. What’s preclusive mean?  

ii. What threat might justify a preclusive defense? 

iii. Is the range of reasonableness as wide as the BJR zone? 

2. Hilton v. ITT, NV 1997 – Under takeover threat, ITT delays annual mtg (OK under NV law) and reorganizes (no need for SH vote under NV law) – 90% of assets go to new sub w/pill and staggered bd; stock spun off to current SHs. Hilton challenges. Court look to DE law and applies Unocal (not Blasius) and find the spinoff clearly preclusive (can’t vote for ITT board now) and coercive (SHs have no role).

a. Book: could argue this was a breakup and falls under Revlon. 

b. ITT found a white knight in the time the suit bought it.

c. Court didn’t apply § 271 (SH vote on sale of substantially all assets) b/c transferring isn’t selling.
d. Remember under Unocal there has to be a connection to an upcoming SH choice – if this weren’t in the middle of a proxy fight, it would be OK.  
vi. Heightened duties during sale 
1. Revlon v. MacAndrews and Forbes, DE 1986 – Revlon stock is at $25, Perelman tenders $47 cash (no second-step freezeout).  (No way for bd to argue bad price.)  Revlon adopts pill, self-tenders for 20%, to be paid w/well-priced Note that includes a covenant not to sell assets.  Board claims this is SH protection (note value will be higher w/guaranteed assets behind it); P says it’s just entrenchment b/c takeovers often financed w/promise of breakup and sale of assets.  (Court approves all this, though.)
a. Why wasn’t the pill enough on its own? 
i. Post-Moran possibility that pills adopted during takeover would be held under Unocal to violate fiduciary duties (has never happened); or 

ii. possible suit for failure to redeem pill if P’s price was so good for SHs; or 

iii. possibility of flunking Unocal on reasonableness b/c the threat was so small (it was a good deal for SHs, really) (pre-Unitrin, didn’t know Unocal wouldn’t have teeth).  
Anyway, P ups his bid again so Revlon gets a white knight – Forstmann Little – to bid, but has to remove the covenants for FL to agree to do so.  This lowers Note value and Note holders say it’s 10b-5 fraud (good case b/c board probably knew it would go for a white knight when it tendered the Notes).  To avoid suit, FL will have to raise offer price to raise Note value, and to convince it, board gives it no-shop provision; option to buy assets cheap if P acquires 40%; and a breakup fee – he’ll get paid if the co. breaks up!  Perelman sues and wins.
b. Board violated a new duty: to maximize SH value (including by setting up a fair sale process) during sale of a company.
i. No BJR protection here because no point in board discretion – all SHs want is $.

ii. Applies once bd has decided to sell/sale is inevitable.  Bd goes frm defender to auctioneer!
1. Easterbrook argues board role at sale should be passive – letting SHs act/decide – that is NOT this rule (board must in fact be very active). 
2. Inevitability might not be definite standard – be careful.  

iii. Not the same as highest price on the table.  Bd must facilitate P’s attempts to bid price up.  

iv. The lock-up option was the problem.  

v. Note that this didn’t coerce SHs in any way.  Just made it very hard for P to get control (and if he did assets would go to FL cheap).  Problem was in board pushing him out (raising expenses so he couldn’t bid higher and get the SHs more money). 

c. Board favored the bondholders (old SHs they’d bought out) over SHs. 

i. A board might conceivably favor suppliers, creditors, employees etc. in blocking an offer.

ii. This is one place where duty is absolutely TO SHs.  Bd can’t consider other constituencies.

1. So if you want to do someone a favor during sale (severance to ees), have to justify it as a benefit to SHs.  Won’t get BJR for that either; this new duty applies. 
iii. (States with laws about always considering all constituencies don’t have Revlon.)
2. An open question: What is a sale? 

a. Sale = all SHs cashed out with NO possibility of keeping their interest in the company. 
b. Stock-for-stock merger wdn’t = a sale (even if agreement included substantial asset sales).

c. If company isn’t selling for cash, unclear if Revlon applies. 
i. What if mostly cash?
d. (The sale in Revlon was the future sale.  Not the TO.)
e. Does it apply to a freezeout? Not yet.
f. Cash merger or TO followed by cash squeezeout merger will qualify. 

g. Stock-for-stock merger won’t (“non-Revlon deal”). 
3. How could striking down deal protections (as Revlon does) hurt bidders? 

a. Wachtell lost this case.  Lipton’s idea: Bidding is an investment.  If you can’t get these guarantees it’ll be disincentivized and PNV deals won’t happen. 

b. Blom’s idea: Test should be, is the board doing this for Lipton’s reason or to self-protect?

4. Types of deal protection (and Revlon effects): 

a. Asset options: Rare in 90s (basically disappeared).
b. Breakup fees: Still common, 2-4% of deal!  Fewer in Revlon than other cases. 
i. Can’t be too big in Revlon or you’re not maxing SH value – just big enough to induce bids.

ii. 2% for Revlon and 4% for non. 

iii. But giving a reason is good enough – court won’t do this math. 

c. Stock option lockups: Still very common, gives right to buy discounted target stock if other bidder wins.  Less in Revlon cases though.
d. No-shop provisions: With “fiduciary outs.”  Coates: FDs are background law and you CAN’T K out, so these provisions are unnecessary (court wouldn’t enforce to cause FD violation).
e. Force a vote: DGCL § 146: Board can K to submit something to SH vote, and then tell SHs to vote no.  No harm letting ‘em vote but if 2nd bid is on the table too at higher price they’ll say no!
5. Another open question: what exactly does the Revlon duty require? 
a. Barkan v. Amsted, DE 1989 – Bd publicly announced sale, their bank solicited bids for 6 mos, then they went and negotiated w/selected bidder.  Court says fine (everyone knew, could bid). 
i. Revlon doesn’t impose a “blueprint” (single acceptable method of sale).

1. Refused to say lock-ups categorically prohibited.

ii. Rather, 2 req’ts: 

1. Level playing field for bidders

2. Market check to see if higher price possible.

6. Paramount v. Time, DE 1989 – Time and Warner agree to stock-for-stock merger.  Nobody cashed out; Warner SHs get more.  Cross-option for ea in case deal breaks up.  Governance agreement (2 CEOs for 5 years).  Then Paramount offers cash for Time shares at 100% market premium.  T finds someone to attest that its shares are actually worth 150% of market, but is nervous – can stop P from tendering w/pill, but can’t prevent SH vote on W merger – and T SHs getting no premium!  New plan: T will borrow 10B and make cash TO for W!  That way, W isn’t competing w/P to buy T, so no Revlon (they hope).  P challenges the cross-options under Unocal and T SHs challenge original merger under Revlon.  Court: Revlon doesn’t apply and Unocal satisfied.
a. Most famous takeover case in DE (Coates – overrated). 
b. Side issue: P chose not to try to force T to redeem the pill (good for SHs).  Cites for proposition that boards can “just say no” to pill redemption, but court wasn’t even addressing that.  

c. Not Revlon because not “special” – T was just buying something, BJR applies.

i. Why not a sale?  Time SHs stayed on.

d. Unocal analysis: Court isn’t clear that it applies, but “even if it does:”
i. Note: Now, Unocal clearly would apply to mergers where Revlon doesn’t.  

ii. Threat:  P will block the merger and board thinks it’s good (v. circular); P would threaten T’s journalistic independence.  

iii. Coercion and preclusion?  Court just says no. 
1. Why no coercion in changing plans to avoid SH vote (or, no Blasius violation)?

2. “Dazzled” by journalistic integrity

3. Paramount can still offer to buy T later (this is a diff’t transaction).

4. SHs didn’t argue coercion; P did, and court “sides” w/T between 2 cos.

7. Paramount v. QVC, DE 1989 – P agrees to sell itself to Viacom (Redstone) for combo of cash and stock worth $70.  No-shop; 100M breakup fee; 19.9% option (wow).  QVC offers $80 cash.  V raises to $85 cash/stock.  In this renegotiation they don’t change the deal protections (except to add fiduciary out which said they’d only talk to other bidders who proved selves to be financed). P says QVC hadn’t.  Court: P had duty to use the leverage from the QVC offer to remove deal protections.  All enjoined.
a. How are there Revlon duties here?  Original transaction didn’t cash out P SHs (some stock).
i. Court’s analysis:  P is not controlled by a single SH. V controlled by Redstone.  So this sale would take away P SHs’ control and they got no premium.

ii. Control is sold - transferred from SHs as a group to CS.  

b. Revlon still doesn’t apply in freezeouts (single control SH cashing out minority).

i. Remember freezeouts trigger appraisal
ii. What if the CS doesn’t have >50%?
c. Harmonizing QVC and Time: 

i. Future case: Society for Savings – Tiny co’s SHs get only 2% of stock in other co in stock-for-stock merger.  Looks like a sale b/c so little is left.  BJR not Revlon, because:

1. SHs were still SHs

2. And no control SH was created (merged into co w/no CS).  

ii. Maybe Revlon-land is where SHs lose power to have any effect on the board – but then, Savings court cd’ve stretched it (maybe uncontrolled bds try to listen to even SH mins).

d. Note that QVC wouldn’t won under ANY standard – P’s process just bad, bad, bad.  

8. Revlon and policy

a. Departs from board control, norm that cos don’t have to maximize SH value, BJR, normal duty of loyalty parameters (self-dealing).  

b. WHY? 

i. Some kind of self-interest/entrenchment concern?
1. Unocal justification was the quasi-self-interest in keeping seats.
2. Not present here – still selling out! 

3. But may be hoping for future back-scratching by favored bidder?

4. CEO most likely to benefit from this/stay on!

5. So CEO has bad incentives and may stop thinking of SHs.  But not rest of board. 

ii. Sale causes dramatic change in SHs’ investment.

1. Cashout situation: No future profits.  (ECMH wd say market compensates them).
2. New control SH situation: No more voting.

iii. Sale is final – bd mistake irreparable; favors to other constituencies don’t return to SHs.

1. Works for cashout, not so well for new-control-SH.  So less compelling post-QVC.

iv. If BJR is about institutional competence, any reason for less concern here?

1. Court isn’t making a business call – it’s asking board to let market work!
2. But boards can argue market not perfect and sometimes SHs need their protection (the “journalistic integrity” arg’t).  

3. And cash deals easy for court to evaluate.  Again, doesn’t apply to QVC situations (though on those facts the values happened to be easy as P’s lawyers conceded). 
VI. Disclosure, Control, Rule 10b-5, Insider Trading (Chapter 14 and Supplements)
a. Disclosure (SEC req’ts for public companies)
i. Regular reporting obligations (under ’34 Act): 
1. SEC Form 10K:  Annual
a. Due 90 days after end of fiscal year (usually, 12/31).

b. Audited financial statements.  Audit takes 30-45 days.  So given 90.

i. Balance sheet, income statement, cash flow, equity changes + detailed notes.
c. 60 days for “accelerated issuers”: 
i. Cos w/>75M outside-owned stock who’ve (at least) existed for 1 yr and filed 1 10K.

d. Plus MD&A (Mgt Discussion and Analysis).

i. Narrative explaining the financials.

ii. NOT done by the accountants. 

iii. Should compensate for out-of-date historical values in financials.

iv. Under Reg S-K 303, must also project forward: “any known trends or uncertainties” that co “reasonably expects will have a material favorable or unfavorable impact on” financials.
2. SEC Form 10Q: Quarterly
a. 45 days after end of fiscal quarter (unaudited financials and MD&A)
b. Accelerated: 35.
3. Proxy statements

a. 120 days after FYE.

4. Annual reports (for SHs)
a. SEC has forms for this
b. But most cos choose to make something glossy.  10K can reference it as exhibit.

5. SEC Form 8K: Extra reporting for material events
a. Reg F-D says any new financials must be promptly disclosed on an 8K (b/c 90 days is a long time to wait!).  
b. Long list of triggers: bankruptcy, charter amendment, major acquisition/sale, resignations and why.  New: signing (not completing) a merger.  

c. Must disclose w/in 4 business days and include any info needed for context (can’t mislead)!

6. Rule 12b-20: Inserts fraud concept into all this.

a. You have to fill out the form, and always add whatever material info needed to keep it from being misleading.  So you can’t get out of disclosure on a technicality.  

b. Applies to ALL SEC filings.  

7. Rule 21e: Safe harbor
a. Private litigants can’t sue for things you say in MD&A that are forward-looking/predicted.

i. Exception: knowledge of falsehood

b. But SEC still can.
8. Specific disclosures (discussed in context above): 
a. Schedule TO for tender offers

b. 14d-9 for TO target

c. 13d for 5% acquisitions

d. 14a for proxy solicitations (requires preclearance)
e. 13e-3 for freezeouts (requires preclearance)
9. Antifraud rules applying to these disclosures (besides 12b-20):

a. 14a-9 for proxy filings (private COA and SEC)
i. Beyond 10b-5 because sales of securities aren’t always involved

b. 14e-3 for TO filings (private COA and SEC)

i. Beyond 10b-5 because it covers more people

c. 10b-5 (see below)
ii. Controls
1. Separate system to make sure disclosures are correct – mundane rules about and checks on financial reporting that add up to a lot.
2. Foreign Corrupt Practices Act (1977, thanks Nixon) requires public co.s to have system to prevent misuse of money.  Codified as SEA § 13.
a. Other regs “piggybacked” so now most businesses (and even nonprofits) need control systems.

i. But unless public, you don’t have a disclosure obligation about it (see below).  

3. Purpose is to stop low-level theft, fraud, and mistakes.

a. Ex: IT security, foreign exchange, accounting systems, dual signing for large $.

4. Tough for new/fast-growing or changing co.s – Tech co.s violate the most (controls are a drag).  

a. So SOX disclosure req’t may have caused small, fast-growing cos to increasingly go private.

5. SOX 404 requires disclosure about control systems. 
a. Applies to: “controls that pertain to the preparation of financial statements for external purposes that are fairly presented in conformity with generally accepted accounting principles” (GAAP)
b. The 3 SOX req’ts: disclosure, evaluation (like MD&A), auditors attesting to MD&A accuracy.

c. So now CEOs have to reveal where they’ve had problems and discuss them, publicly!

d. Before, the fallout from a control breakdown wd get you sued for it, so you assessed these things privately, but never publicly (and SEC didn’t know till there was a problem).   
e. Risks of disclosure:
i. People subverting system and disclosing so that everything sounds fine.

1. But auditors have to attest to accuracy.
ii. “How to Cheat” manual

iii. Companies spending too much on controls.  
1. Boards and auditors have huge liability if this goes wrong – big incentive to invest.

2. And auditors get a lot of business from controls – self-interest dictates expanding. 
3. SOX also requires indep. auditing cmte that meets w/auditors w/out rest of bd. 

a. This cmte has incentives to recommend new systems – protect selves.

f. Costs: 1M per 1B of market cap (big deal for small co.s) with .5M floor for everyone.
i. But who knows the benefits? 

b. Rule 10b-5 and Insider Trading
i. Background/History: 
1. Commonlaw and equitable fraud based on nondisclosure were very hard to prove. 
2. Attempts to make insider trading a fiduciary duty violation failed: 
a. Freeman v. Decio, 7th Cir. 1978 – SH sued Skyline dirs derivatively for lying about earnings, then selling own stock at inflated price.  Court said no FD violation: Harm to company too speculative, and corporate opportunity theory rejected b/c most insider trading isn’t on info that cd be considered a corporate asset.  Defers to 10b-5, essentially.  
3. Book notes DE recently created a commonlaw duty of “candor.”  

a. Initially was governance-focused (like most state corp law) instead of focused on harm to individuals – focus was on board communicating to SHs with vote recommendations.  

b. DE SC expanded the duty to generally say they have to honestly disclose material facts to SHs.
c. Seems to get BJR protection and 102(b)(7) will apply, anyway.  

4. Remember: insiders still make more money than anyone else.  Deeper knowledge/immaterial info.

ii. SEA § 16/Rule 16
1. § 16(a):  Insiders of cos subject to Act must file public reports of transactions in co’s securities.
a. Insiders = directors, officers, 10% SHs
i. Officer can be hard to define – de facto test. 
1. Covers more officers than a proxy statement (top 5 in proxy stuff, I think).
2. Covers less SHs than Williams Act (report at acquisition of 5% there).
ii. Report o-ship when you become insider
b. SOX 403: Within 2 days of transaction! 
2. § 16(b): Strict liability disgorgement provision for short-swing transactions
a. Applies to same folks above
b. Any profit made w/in 6 months on transactions in co’s shares must be paid back to co.
i. SEC can match transactions any way it wants to show this “profit”!
ii. Underinclusive (insider trading needn’t be short swing) and overinclusive (they aren’t necessarily trading on inside info at all). 
iii. If you don’t disgorge, a lawyer, without a client, can go to court and make you!
3. 16 stays in effect for 6 mos after you quit (both parts).
4. This was how Congress meant to address insider trading.  10b-5 is out of left field (key is that 16 can’t compensate individual SHs and SEC wants to). 
iii. SEA § 10(b)/Rule 10b-5

1. History/background: 
a. 10b makes it illegal to use any “manipulative or deceptive device or contrivance” in connection w/purchase or sale of securities 
i. Left to SEC to make rules (biggest rulemaking power they have)
b. Gaps: State law only allowed fraud suits against someone you traded with directly (this was filled once courts gave private COA); ’33 Act covered only people defrauded into buying, not selling.
i. The old, pre-40s state suits might’ve expanded to where 10b-5 is – who knows. 
c. Agassiz case – Boston lawyer told SHs co would do poorly when he knew it would do well.  Bought up their stock cheap and profited.  SEC wanted to get ‘im so promulgated 10b-5.
d. 10b-5: 
i. Illegal to “employ any device, scheme or artifice to defraud;” “make any untrue statement of a material fact or omit to state a material fact” needed to make statements not misleading; “engage in any act…which operates…as a fraud or deceit upon any person, in connection with the purchase or sale of any security.” 
ii. Note it applies to any securities – not just public companies!
e. Private right of action was implied here (and in much securities law) in the 40s. 
i. Upheld by SCOTUS in Borak (1971) and Huddleston (1983); even by Scalia.  Here to stay.
2. Elements: 
a. Misrepresentation or omission (Cady, Roberts -- Texas Gulf -- Santa Fe – Goldberg)
b. Materiality (Cady, Roberts – Basic)
c. Scienter (Ernst v. Ernst)
d. Reliance (Basic) 
e. Causation (of transaction and loss) (Dura)
f. Damages (Basic – Elkin for insider trading)
g. Standing (Blue Chip Stamps – Goldberg)
3. 10b-5 and Disclosure:

a. Cady, Roberts, US 1961 – Created “disclose or abstain.”  You don’t have a duty to speak until some reporting req’t rolls around, as long as you don’t trade.  Once you trade, must disclose all material info of which you’re aware.  

i. Material isn’t assessed cumulatively though – so lots of individual pieces won’t be.

ii. Still allows for some insider trading, then! 

iii. But note, as soon as you do speak, you have to keep speaking – so stay quiet, don’t predict.

1. Market will pressure you to speak, though (saying nothing leads to pessimism).

iv. Case originally construed under Equal Access theory – all traders deserve same info. 

1. Rejected in Chiarella.  

2. Problems – how is diff’t info fraud?  That will always exist. 
v. Who has to disclose when they trade?  Classic insiders – Rule 16 plus ees, agents?  
b. SEC v. Texas Gulf, 2nd Cir. 1968 – TGS had estimates of mega mineral strike on its lands.  Insiders bought stock; nothing disclosed.  Press release sent out to dispel the rumors (so co could buy up surrounding land).  Some Ds bought more stock.  Finally company disclosed.

i. Legit corporate objective (land value) doesn’t get you off

ii. Because SHs would attach value to the info – so it’s material

iii. Benefits were “derived at expense of public” – equal access idea (DIDN’T hurt company, so case doesn’t fit well w/corporate property idea). 

iv. They didn’t lie per se, just omitted.
c. Blue Chip Stamps, US 1975 – A foregone chance to trade (or diff’t trade) – opportunity cost – can’t give you standing.  You must have traded in stock of the relevant company (or possibly, own it and not sell). 
d. Ernst & Ernst, US 1976 – Scienter req’t read into 10b-5.  Negligence won’t due.  Some circuits now have recklessness and some knowledge. 

i. Remember in co context, company has knowledge if its agent does.

ii. So if CEO knows a fact, press guy doesn’t and puts out omitting release, co in trouble.

e. Santa Fe Industries v. Green, US 1977 – In a merger, Santa Fe got an appraisal of stock at $650, but used another (lower) one of stock at $150 to cashout SHs (period of huge inflation so lower #).  SHs didn’t use appraisal remedy.  There was no misrepresentation, omission, or deception, says Court, so can’t use 10b-5.

i. So 10b-5 is narrower than common law fraud.  

ii. Congress wrote a law in response to let SEC decide fairness (really what was at issue here, not fraud).  DE courts responded in Weinberger by allowing for fairness review even where there was appraisal right (to stop federal intrusion.)

iii. Since this case, almost all SCOTUS cases narrow some element. 

f. Goldberg v. Meridor, 2nd Cir. 1977 – If a company misleads SHs into forgoing state law remedy (appraisal in freezeout), they can sue federally under 10b-5 (though only exchange of securities was the freezeout – no conventional purchase or sale!).

g. Basic v. Levinson, US 1988 – Basic denied merger and argued negotiation news makes stocks volatile so this was for SH benefit – doesn’t fly (still material).  Also, negotiations are material without any agreement.  Second big holding was “fraud on the market” – you don’t have to rely directly on the statement or even know about it, you just have to be subject to the prices! 
i. Reliance becomes a presumption that D can rebut. 

ii. So SC actually weakened the standard lower courts were using here! 

iii. SC acceptance of semi-strong ECMH. 

1. Strong version, of course, would say insider trading is good.  

iv. This means insane damages – anyone trading during the fraud. 

v. Liable for all trades that happen in the time between misleading and corrective disclosures.
h. Dura v. Broudo, US 2004 – Dura made two misrepresentations: That FDA approval of inhaler was coming, and that profits would result.  Two corrections: first profit (stock fell), then approval (stock fell a tiny bit).  P’s, who bought between corrections, argue that price was inflated but didn’t fall after second correction because of other factors in market that would have been a rise.  “Phantom losses.”  They lose.  
i. Also about pleading.  FRCP 8 (not heightened), but be careful to plead the loss. 

ii. Case was about getting to discovery – court won’t give Ps a stab at proof.  What wd proof be?
1. Offset theory: would’ve fallen but something good offset the fall (so shd’ve rose).
a. Proof: Public record or better yet D’s records (discovery please). 
2. Market prediction theory: Stock fell, but already had b/c it knew the profit correction must mean this correction was coming (so P’s had already suffered loss).
a. Proof: Hard! Could be public comments from people voicing prediction.
b. No good for Ps anyway b/c they’d have bought after the full price fall.

3. Insider trading/leakage caused same effect as in 2. 
a. Proof: Hard! 

iii. Court would rather just stick with actual market movements. 

iv. Second part of causation: Loss causation effectively the same as reliance (just price).
1. But again, D’s can rebut, saying you’re sophisticated and knew even if others didn’t. 

v. Coates: Court should’ve just argued 10b-5 has too much in terrorem value if extended this far.
1. But that would have no limited – might have to overturn it.

2. Rationale would be that it redistributes from current innocent SHs to past ones.  

4. 10b-5 and Insider Trading 

a. How diff’t from disclosure cases?

i. Added element here: Duty (not automatic as in disclosure). 

ii. And this has criminal liability (with higher scienter) linked to it. 

iii. Damages measured differently. 
b. Ciarella v. US, US 1980 – Printer got info from confidential docs and traded on it.  SC lets him off because SEC argued equal access and they don’t buy it.  SC looked for duty and didn’t find it.
i. Represents the Fiduciary Duty Theory of 10b-5 (hurting traders to whom you owe a duty).  

ii. SEC could’ve argued duty to his employer, the bidder who paid him to print, but didn’t. 
1. SC says there must be a “relation of trust and confidence”: RETAC. 

iii. SC didn’t like equal access b/c it destroys incentives for people to discover info. 

iv. SEC responds by passing 14e-3: Anyone with info about a TO must disclose or abstain.
v. And O’Hagan overturns on 10b-5 and 14e-3 grounds. 

c. Dirks v. SEC, US 1983 – Dirks worked at a broker-dealer.  Former Ee of Equity Funding called him alleging massive fraud.  He investigated, told brokerage clients to sell (doesn’t trade himself and probably has to tell them b/c of FDs), told WSJ who wdn’t print it.  Finally SEC confirms the fraud.  Sues Dirks on theory that he has the info b/c of former ee’s insider status. Court lets him off.
i. Coates: “SEC Goes Insane”

ii. Dirks DID have a duty not to trade on the tip – but he didn’t.  

iii. Court implies that if the ee had been violating 10b-5 by hurting SHs, Dirks would be too.

1. Whistleblowing probably protected here (not an FD violation by the Ee) – though not settled; good agency law question.  FDs do extend after employment.  
iv. SEC response: Reg F-D.  No insider can selectively tip and if you receive a selective tip you have to disclose it.  

1. Tippee has to know, though. 

2. This killed the occupation “research analyst!”

3. More of a disclosure rule than insider trading rule. 

d. US v. Chestman, 2d Cir. 1991 – CEO told sis about a TO, who told daughter who told husband who told broker who told more people.  SEC prosecutes broker.  SC says, liability ends where RETACs end and family isn’t a RETAC.  
i. Liable under 14e-3 (no escape – anyone w/inside info on TO must disclose/abstain). 
ii. SEC adopts 10b-5(2) defining RETAC to include family and anything confidential. 
1. RETAC idea originates in fiduciary duties but really isn’t the same. 

2. Priest, shrink, roommate?  Defined by RETAC-ee’s expectations of you.  

iii. Represents Misappropriation Theory – you owe duty to the source and come by info dishonestly/co-opt its property in some way.  
e. US v. O’Hagan, US 1997 – Lawyer decides SEC doesn’t have authority to adopt 14e-3, and purchases stock based on inside (client) info on TO.  Liable under 14e-3, but also under 10b-5.  RETAC needn’t be with target; can be with anyone in connection w/receipt of the info.  Lawyer had duties to client.  
i. Fiduciary duty (really, RETAC?) nexus. 

ii. Highly unpredictable – so many state FDs!  

1. Remember 10b-5 carries criminal liability now – predicated on state common law!!
iii. The FD needn’t be to the source OR to the person you hurt.  

1. So a city employee hears about a new project and goes and buys stock from a nearby landowner.  RETAC with city (not with landowner) will get him.   

2. You must violate a RETAC “in connection with” the sale.  
f. Three ways to get in trouble. 

i. Be a traditional insider

ii. Have a RETAC with an insider at the target (co whose stock is at issue) who tips you

iii. Have a RETAC (or just FD??) that is somehow involved in getting the info

iv. Be anyone and have inside info about a TO. 

g. Elkind v. Ligget & Myers, 2d Cir. 1980 – Damages capped at whatever insider made, distributed pro rata (assuming SH damages are bigger – probably the case).  
i. Makes sense given that company is more responsible for damage caused by bad disclosures than insider is for trading on undisclosed info. 

ii. Would be incredibly punitive otherwise. 

iii. But as is, if you trade on wrong info you’re safe! 

iv. Private litigants won’t sue for 10b-5 insider trading, then – just SEC. 

v. Other possibility rejected by court here: damages caused by the trade
1. Would allow double recovery – against co and trader (they both caused it). 


2. Anyway, bad b/c it would depend on size of co, number of shares moving, etc. – totally disproportionate. 

h. Martha Stewart
i. ImClone didn’t get FDA approval of its one big drug.  CEO, Waksal, found out and told his broker to sell his and his family’s stock (broker tipped Martha and she sold too). 
1. Then she altered phone messages, colluded with him, lied, etc. 

2. She’s convicted of perjury by DOJ (just easier), not under 10b-5 (it’s SEC that goes after her under 10b-5). So no criminal sentence for the trade (that was the perjury).
3. If he hadn’t traded, ImClone could’ve waited for next statement to tell (but market wd probably force it out sooner – people are waiting, calling, etc.)
4. Why wasn’t daughter in a RETAC and liable (she called broker too)?

a. Maybe she didn’t understand that he was giving her inside info – just did what he told her.  

b. SEC didn’t pursue her.  

5. Martha’s material non-public knowledge was that Waksal sold.  First time this was done, but to Coates (and me!) it makes sense. 

6. The selective prosecution is more of a problem. 

7. Martha disgorged, went to fancy jail, and has to disclose this on every filing forever.
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