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I.  Agency

A.  Nature of the Agency Relationship

· agency costs: general organizational problems
· information asymmetries

· moral hazard (hidden actions): 
· agent’s self-interest may not be fully aligned with that principal’s

· agent may not be as thorough or diligent as principal would be

· principal faces monitoring difficulties

· adverse selection (hidden information):
· agent has information regarding her ability to perform her duties that is unavailable to principal

· thus, principal may choose wrong person for the job

· problems created

· waste: difference in cost between principal’s preferred action and agent’s actual action
· opportunism: with full ex ante information, it may be hard to avoid agency costs 

· hold-up: one party may be vulnerable ex post in ways that the other can take advantage of
· free rider: if principal is dispersed (e.g. shareholders) no individual will have proper incentives to spend time and money necessary to monitor and discipline agent
· coordination failures

· factional conflicts among constituencies make it even more difficult for a constituency to pursue its best interests within the organization

· creation of agency relationships

· test for agency (Restatement §1 paraphrased):

· (1) relationship resulting from the manifestation of consent by one person (the principal) to another (the agent):

· that the agent shall act on the principal’s behalf; and,

· subject to the principal’s right of control

· (2) consent by the agent to so act

· types of agent

· special agent: agency is limited to a single act or transaction

· general agent: agency contemplates a series of act or transactions

· principle / agent v. debtor / creditor 

· in general, a debtor is not an agent so long as it retains autonomy to make its own business decisions

· profit (risk) test: where, however, a debtor is approaching insolvency and all of its profits inure to the benefit of the creditor, then creditor’s decision to keep debtor afloat in order to increase chances of paying off loan (rather than foreclosing and taking what it can get) creates an agency relationship (Cargill​ – 16 & supp1 at 3)

B.  Contractual Liability
· NOTE: typically argue both actual and apparent authority (and, if possible, ratification as alternative)

· actual authority
· A reasonably believes that she is acting on P’s behalf and subject to her control

· may be express or implied

· these are sometimes distinguished, but effect is the same

· incidental authority: presumption that P has granted A authority to perform all tasks incidental to accomplishment of tasks given to A (a type of implied authority)

· inherent authority (Nogales Service Center – 20)

· a general agent has the power to bind P, whether disclosed or undisclosed (RSA §161, 194), to an unauthorized contract if:

· (a) a general agent would ordinarily have the power to enter into such a contract; and,
· (b) the third party does not know that the agent’s authority has been restricted in this case
· NOTE: 

· no reliance requirement

· if A’s authority is restricted, P better make sure that those dealing with agent know about the restriction

· consequences of actual authority (Cargill​ – 16 & supp1 at 3)

· P liable for all contracts entered into by A

· P liable to all third parties with whom A contracted, even those who were unaware of agency relationship

· liability of A to P

· P must indemnify A for all contracts executed within A’s actual authority (i.e. no ability for P to recover from A)

· liability of A to Third Party

· undisclosed principal: A is liable to 3rd P (can get indemnification from P, but must eat cost if P is insolvent)

· disclosed principal: A is not liable to 3rd P
· apparent authority (Lind – supp1 at 12)
· general test

· manifestation from P to 3rd party sufficient to create reasonably belief that A is acting on P’s behalf and subject to her control; and,

· reliance on this belief (not all jurisdictions?)

· reasonable belief

· job title may give rise to belief that A is authorized to take specific actions, but the actual action must be within the bounds of reason under the circumstances
· in general, 3rd parties ought to be able to rely on representations of A except in cases where A claims powers not normally given or makes an offer in excess of normal industry practice
· consequences
· P liable for all contracts entered into by A

· P liable to all third parties with whom A contracted provided that 3rd party acted in reliance on A’s apparent authority

· liability of A to P

· A must indemnify P for all contracts executed within A’s apparent authority where A knew that she was not authorized to enter into such contracts
· ratification

· manifestation of intent to honor (accept) contract even though A didn’t actually have power to make such contract

· may be implicit: act in such a manner as to indicate that contract has been accepted

C.  Tort Liability 
· tort liability extends only to those principal-agent relationships that rise to the level of master-servant (as opposed to independent contractor)
· RSA §2: master; servant; independent contractor

· master: principal who has the right to control the physical conduct of the agent in performance of agent’s service for the principal

· servant: agent who is subject to the control of principal in physical conduct of service

· independent contractor: agent (or other individual) who is not subject to right of physical control by party with which she contracts

· factors to consider in determining existence of control

· capacity to monitor: degree to which A is located within P’s sphere of control (ie. is the lawyer in the office, or does she have maintain her own offices)

· independence of business

· type of payment (job v. wage): wage is going to require higher degree of quality control

· reports: courts tend to care quite a bit about whether A submits written reports

· who bears risk of profit or loss

· who gets the revenue?

· title is red herring for risk of inability to sell (try to show that risk has passed without really changing – eg. Hoover: title passes, but rent is partially based on volume of sales)

· who pays the expenses?

· is advice just advice or actually closer to an order is likely to depend on who is going to lose if the operation goes badly

· scope of liability(RSA §219)

· (1) master is liable for servant’s tort committed while acting in scope of employment

· (2) master is not liable for torts outside of scope of employment unless:

· master intended the conduct or consequences

· master was negligent or reckless

· conduct violates a non-delegable duty of master

· victim relied on servant’s apparent authority, or servant was aided in commission of tort by existence of agency relationship

D.  Fiduciary Duties of Agent

· three approaches to governance of agency relationship

· ex ante agreement

· incentive contracts

· monitoring

· but there are limits to what can be set up ahead of time, as well as to the degree of risk an agent is going to be willing to accept

· fiduciary duties

· duty of obedience

· duty of care & skill

· duty of loyalty

· exit rights

· doesn’t guard against “truly profitable misbehavior”

· fiduciary duties

· duty of obedience: A must obey P’s directives

· duty of care and skill: duties must be carried out in good faith (negligence standard)
· agent retained to investigate and negotiate purchase of business subject to liability for principal’s losses due to failure to carry out a thorough investigation (Tarnowski v. Resop – 34)

· duty of loyalty (RSA §387): unless otherwise agreed, an agent is subject to a duty to his principle to act solely for the benefit of the principle in all matters connected with his agency

· scope

· extends not only to matters entrusted to A, but also requires that A take no unfair advantage of the information or things acquired due to position or the opportunities it affords
· A is not prevented from acting in good faith in matters outside the scope of her employment in ways that might injure P

· particular duties

· not to act with conflicting interests (R §394)
· account for all profits arising out of employment (R §388)

· $2000 commission received by agent from owner of business that agent purchased for principal must be paid to principal (Tarnowski)

· not to usurp business opportunity belonging to P

· not to disclose confidential information (R §§395-96)

· not to act as adverse party (R §389-92) (ie. cannot be on the other side of a deal)
· not to compete within subject matter of agency (R § 393)

· damages for breaching duty of loyalty aim to avoid any situation in which such a breach will be profitable for agent or trustee
II.  Partnerships
A.  Formation, Management & Authority

1.  Formation 
· UPA §6: partnership is an association of two or more persons to carry on as co-owners of a business for profit

· share of profits is evidence of partnership (UPA §7(4)), but share of gross receipts is not (Vohland v. Sweet, Ind. App. 1982 – 47)
· difference btw. co-owner and employee: greater risk (ie. residual claim: claim to everything that is left over (be that value of assets or liabilities))

· express indicia

· intent (epress language of agreement)

· posture towards third parties (tax; others)

· descriptive indicia of ownership (§7)

· exercises control (eg. ownership of assets)

· bears risk (evidence re. control)

· duration

· liable to third parties

· rights on dissolution: co-owners expect that they can dissolve partnership & that they are entitled to what is left over afterwards

· partnership by estoppel

· if a person represents himself as a partner in an enterprise (or consents to others making such representation); and,

· 3rd party reasonably acts in reliance on this representation in doing business with the partnership

· then the person is personally liable even though she was not in fact a partner

2.  Rights of Third Parties

· UPA §15:

· Ps are jointly and severally liable for tort violations

· Ps are jointly liable for contracts

· RUPA §306

· Ps are jointly and severally liable in tort and contract; but
· RUPA §307(d): business assets must be exhausted before pursuing personal assets

· upon dissolution (Munn v. Scalera – 51)

· UPA §36(1): dissolution does not of itself discharge existing liability of any partner

· however, partner is discharged from liability if 

· §36(2): there is an agreement between herself, creditors and whomever is continuing the course of dealings; or,

· §36(3): there are material changes in agreement between creditor and continuing partner(s)

· scope of liability

· partnership is liable if

· P’s acts are in the normal course of this business

· P’s acts contravene agreement or vote of partners, etc., but nonetheless appear to be in normal course of business
· joint liability

· UPA §18(a) each P must contribute towards losses based on share in profits

· but all partnership property will be put towards liabilities

· other Ps have right to indemnification from partner who acts with apparent (but not actual) authority

3.  Governance

· UPA§ 18(h): all partners have equal rights to manage

· even if one partner in a two person partnership advises a supplier that he will not accept personally responsible for any additional sales to the partnership, the partnership is responsible for any new sale engaged by the other partner (National Biscuit v. Stroud, NC 1959 – 58)

· UPA §9(1): each partner is an agent; thus, any act apparently necessary to carry on the business of the partnership in the usual way binds the partnership. [actual + apparent authority]

· §9(2): acts not apparently for carrying on the business don’t bind the partnership

· UPA §18(g): unanimity is required to add a new partner

· UPA § 25: partners are co-owners of all partnership property as tenants in partnership

· property is held by the individuals for the benefit of the partnership

· no partner can individually sell her share of partnership property

4.  Fiduciary Duties & Rights
· duties and rights of partners

· express fiduciary duties (UPA §§19-22)

· 19: right to inspect books

· 20: render true and full information regarding all things affecting the Partnership

· 21: account to Partnership for all profits from any transaction connected with formation/conduct of partnership

· 22: right to formal accounting of partner affairs

· common law duty of loyalty (recall agency law)

· account for profits

· not act as adverse party

· not compete with P’ship

· conflicting interest

· partners “owe to one another … the duty of finest loyalty” (Meinhard v. Salmon, NY 1928 – 43)

· thus, any opportunity presented to a partner within the scope of his activities for the partnership must be presented to the partnership

· it is not sufficient to speculate that the partnership would have been unwilling or unable to take advantage of the opportunity

B.  Dissolution
· 3 phases of demise:

· dissolution (UPA §29): change in relation of partners caused by any P ceasing to be associated in the carrying on (not an optional clause; can’t contract around)

· rightful dissolution

· at will of any partner if no termination date

· must be done in good faith (Page v. Page, Cal 1961 – 70)

· e.g. partner cannot call for dissolution simply because she wishes to appropriate benefits that would otherwise accrue to the partnership

· a loan for a term implies that the partnership will not dissolve before the end of the term; a demand note, however, has no term and does not imply that the partnership will not dissolve
· automatically at arrival of express terminal date

· death/bankruptcy of partner
· court order

· wrongful dissolution

· at will of partner before express termination date

· court ordered upon wrongful act of a partner
· dissolution can lead either to continuation or winding up

· liquidation (winding up) – default rules / can contract around 

· UPA §38 (default rule): each partner has right to force liquidation and cash payment (Dreifurst v. Dreifurst, Wis 1979 – 66)

· scope of fiduciary duties changes during winding up period

· right to wind up (§37)

· withdrawing partner may force liquidation unless the partnership agreement provides for continuation of the partnership and (Adams v. Jarvis, Wis 1964 – 62):

· the agreement includes a method of paying the withdrawing partner his agreed share

· the withdrawing partner may be denied a portion of accounts receivable that have not been collected by the end of the fiscal year in which she withdraws

· the continuing partners, however, “are obligated to conduct the business in a good faith manner including a good faith effort to liquidate the accounts receivable” (Adams)

· continuation does not jeopardize the rights of creditors

· in case of wrongful dissolution, other partners can continue if they wish (i.e. withdrawing partner cannot force liquidation

· termination

C.  Limited Liability Modifications
· Limited Partnership (LP)

· at least one general partner (to whom same rules apply as to P in GP’ship)

· multiple limited partners

· passive capital (no day to day control, but can vote on majority decisions; eg. dissolution)

· limited liability for such partners

· tax advantages of partnership

· p’ship itself is not taxed

· profits (or losses) are passed through to partners (taxed as income to them)

· if limited partners are actually in control of the day to day activities of the partnership, they will not be given the benefits of limited liability (Delaney v. Fidelity Lease Limited, Tex 1975 – 74)

· RULPA §303 (reverses Delaney)

· (a) LP is liable if she exercises control, but only as to those persons who transact business with LP’ship reasonably believing, based on LP’ship conduct that LP is really GP

· (b) LP not a GP solely because he’s an employee of LP’ship or officer/director/SH of corporate GP

· Limited Liability Corporations & Limited Liability Partners

· cross between partnership & corporation

· small business (limit to # of owners) with tax path through advantages of partnership and limited liability

· key: avoid double taxation by not having free transferability of interests

· idea is that they all enjoy limited liability, but it is interesting to see how that will be tested (Anderson: will LLP status really shield all Ps from personal liability)

III.  Corporations: Basic Structure
A.  Corporate Form
· overview of corporate form

· investor ownership (voting by capital contribution)

· centralized management under an elected board

· limited liability

· free transferability

· legal personality (potentially infinite duration)

· clear lines of authority

· purpose:  brings in passive capital (which large companies need) by creation of easy investing form

· creation of corporation

· before filing with secretary of state need to develop business plan, promotional arrangement, etc. – this often leads to need to enter into numerous contracts before the corporation is actually formed

· picking a state of incorporation

· internal affairs rule (to which almost every state adheres)

· internal affairs of corporation are governed by the law of the state of incorporation;

· note, however, that federal law governs securities regulation and proxy controls

· nature/role of state law

· statute and common law (code more detailed than UPA)

· mostly default rules

· important role of fiduciary duties

· Delaware is the most common choice because of its special courts and well developed law

· certificate (articles) of incorporation

· brings corp. into existence; file with secretary of state

· DGCL §102

· name: sufficiently different; indicates corp. status

· address of registered office & name of agent (doesn’t have to really be part of your firm – firms in Delaware often serve as agent for multiple firms)

· purpose: any lawful purpose

· number of shares and pecking order (if multiple classes)

· common stock: one vote per stock; dividends divided on per share basis

· amendments: DGCL §242(b) – hard to change certificate (bylaws much easier)

· bylaws detail operation of the corporation

· three basic shareholder powers

· right to vote

· right to sell

· right to sue

B.  Delegated Management

1.  Role of the Board

· board of directors are not agents of the shareholders, but of the corporation; thus, fiduciary duty is to corporation to manage it in the corporation’s best interest as the directors see fit (Automatic Self-Cleaning Filter, Eng. 1906 – 98)
· shareholders can make suggestions via resolutions, but cannot bind the board

· so what powers do shareholders have?

· elect the board (DGCL §211)

· amend the bylaws (DGCL §109)

· approve amendments to certificate of incorporation (DGCL §242(b))

· board, however, must propose the amendment

· need majority outstanding shares

· approve merger (DGCL §251) or sale of substantially all assets (DGCL §271)

· board must propose sale of assets (ie. sale can’t be forced by shareholders)

· need approval of majority of outstanding shares

· why limit shareholder power?

· expertise and information costs

· shareholder would then have to learn enough to vote

· investors may prefer to leave experts in charge

· minority protection

· don’t want majority shareholders running firm for their own benefit

· better to have directors who owe duty to the corporation

2.  Corporate Officers
· role of officers: internal structure of corporations

· theory

· officers are day to day managers

· elected by directors

· answer to board; have control of / supervise employees

· actual

· CEO / Chairman of Board & top officers usually have control of the board

· usually nominate candidates for board

· CEO is usually Chairman of Board (agenda powers – such as proposing certificate amendment)

· better informed

· insiders, always on site

· can control what information outsiders haves

· apparent authority of officers: Jennings v. Pittsburgh Mercantile Co. (Pa 1964 – 103)

· if VPs in this type of business normally have authority to do the deal, that is enough to est. apparent authority

· an officer’s own representations, however, are insufficient to support apparent authority
· premise should be that important managerial decisions (extraordinary transactions) are the province of the board

· they owe fiduciary duties to corporation

· they have fewer conflicts of interest than officers

· forces third parties to respect distribution of authority by not allowing them to rely on representations of officers

· inherent authority of officers
· where president, who had previously operated corporation with little oversight, represented that he had power to sell land on behalf of corporation, he has inherent authority to do so even though the board’s refusal to approve the deal vitiated president’s actual authority (Menard v. Dage, Ind 2000 – 106)
· problem with court’s holding:

· sale of large parcel of land doesn’t seem to be the sort of thing that the president of specialized electronics equipment normally does

· moreover, fact that board was passive in the past (rubber-stamping) President’s past deals should not serve to eliminate need for board approval (they never actually delegated their power)
IV.  Debt, Equity, and Economic Value

A.  Capital Structure & Valuation
1.  Capital Structure
· debt v equity

· debt

· interest rate

· maturity date

· date at which principal must be repaid

· zero coupon bond: no interest payment; debtor must repay (much) more than full amount of loan at maturity

· debtors do not owe creditors any duties other than those contractually agreed to

· equity

· risk & control

· equity claims come last at liquidation

· but they get a vote (although not terribly effective)

· and fiduciary duties are owed to equity holders which are enforceable in court

· residual claim

· dividends

· capital gain: 

· most of investors residual claim will be reinvested rather than distributed; 

· this should be reflected in rising stock prices (assuming stock prices reflect value of business)

· common stock: basic stock; one share, one vote

· preferred stock: 

· typically – 

· reduced risk:

· might guarantee particular dividend, 

· might take before common stock on liquidation; 

· reductions in control:

· usually don’t vote

· of course, preferred stock also has certain benefits (such as guaranteed dividends or first crack at dividends)

2.  Valuation
· time value of money: the added value of having money now rather than in the future

· definitions: 

· present value (PV): value today of money to be paid at some future point

· discount rate (r): the rate earned from renting money in the marketplace

· future value: the value at some future point of money earned today

· number of years (n)

· equations

· discount rate for period of one year:

· PV [(1 + r) n] = FV

· present value:

· PV = FV / [(1 + r) n]

· discount rate:

· r = [n√(PV/FV)] – 1

· risk and return

· expected value (EV): weighted average of the value of the investment weighted by the relative probability of each outcome

· EV = [(possible value 1) X (probability of value 1)] + [(possible value 2) X (probability of value 2)]

· for each probabilistic level of expected return add a term

· cost of risk

· risk neutral: values all investments the same 

· concerned only about return and not about variance in the return; 

· indifferent to taking a “fair bet”

· risk averse: values volatile (risky) investments less than stable investments

· declining marginal utility of wealth
· each additional dollar is worth less than the loss of the previous dollar;

· initial dollars are more important (provide bare necessities)

· additional dollars (at some point) begin going towards luxuries (things that we care about less) 

· certainty equivalent: amount of money necessary to give someone the same amount of utility as the expected utility of an investment; how much money received with 100% certainty gives the same utility as the risky bet (or project) in question

· expected utility: weighted average of the utility of an investment weighted by relative probability of each possible level of utility

· risk premium: additional amount risk averse investors demand for higher risk investments (difference between expected value and certainty equivalent)

· insurance premium (the flip side): how much would you pay to transform an uncertain income stream into a no risk income stream

· risky investments: how its done

· risk is typically incorporated in interest rate

· what interest rate on the risk free bet with the EV of the risky bet yields the same NPV as the risky bet

· risk aversion is also incorporated

· systematic risk and diversification

· packaging investments (ie. diversification) can reduce or eliminate risk premium by combining investments that lower investor’s overall risk

· publicly held investments are assumed to be diversified re. firm specific risks

· investors invest in a number of firms that will be differently affected by particular events;

· thus, the ‘shocks’ are evened out; which is to say that the investor doesn’t mind (and, in fact, prefers) that each company engage in risky behavior

· note: some risks are inherent in the market (systematic) and cannot be reduced by combining them with negatively correlated investments (eg. overall economic downturn)

· there are no negatively correlated investments
· all investments suffer equally from this risk

· countervailing interests of management

· as opposed to investors’ capital, management will not be able to diversify their labor; thus, they have a strong interest in the firm remaining in business and will not want to take risks that put the future of the firm in jeopardy

· a diversified investor, on the other hand, might prefer all firms in which she invests to take such risks b/c some of them will pay off (and she doesn’t care if a few managers lose their jobs)

· capital market efficiency: valuing a firm

· stock markets

· prices set by thousands (millions) of people making decisions about whether to buy or sell at prevailing prices

· price

· stock price = market’s best guess of NPV of firm’s future residual value

· efficient market hypothesis

· semi-strong: stock market prices are unbiased estimate of future price based on publicly available information

· issue: does future price = intrinsic value?

· no, only best estimate

· implications: things that affect firm value should affect shareholders

· estimating the firm’s cost of capital

· every firm has cost of debt capital & cost of equity capital

· cost of debt is typically lower than the cost of equity

· creates tax incentive for profitable companies that equity does not

· debt is less risky investment than equity for the debt holder, so cost of debt will be closer to risk-free rate

· weighted average cost of capital (WACC) values cost of capital: weighted average of the cort of debt and the cost of equity (where weights are relative to the amount of debt and equity in the capital structure)
B. Limited Liability and the Rights of Debt Holders
· equity knows that it will need to give debt holders protections in order to decrease risk of lending and get lowest interest rate possible (by lowering debt holder’s DR)

· the problem of limited liability

· cannot rely on shareholders with limited liability to maximize firm value for creditors

· LL creates opportunities / incentives for shareholder opportunism

· asset substitution
· take debt and invest it highly risky endeavors (don’t have to pay costs if it doesn’t pay off b/c debt cannot come after the shareholders individually)

· example: 60% debt and 40% equity can be invest either in Project A (50/50 chance of 120/90 return) or Project B (50/50 chance of 180/0 return)

· EV (Project A) = $105 (return = $5)

· EV (Project B) = $90 (return = -$10)

· EV to equity:

· .5(180 - 60) - 40 = 60 - 40 = 20

· EV to debt:

· .5(60) - 60 = -30

· equity would chose Project B because equity gets upside while debt bears risk of failure

· removal of money from firm

· dividends; loans to selves; etc.

· protect selves from possibility of judgment (nothing for debtors to collect on)

· creditor protection

· higher interest rates (adjusted for risk)

· debt covenants (contract)

· but contracting has costs

· and, in any event, cannot possible plan for all contingencies

· mandatory disclosure

· federal securities law requires publicly traded firms to periodically disclose significant information about their finances in order to allow creditors to make more informed lending choices

· income statements

· balance sheets

· NOTE: state laws generally lack mandatory disclosure requirements

· limitations

· only covers publicly held firms (not closely held firms, which are the ones we usually worry about more re. fraud)

· information does nothing to stop post-loan (ex ante) opportunism

· information is only as good as the accounting rules (which allow for a lot of gamesmanship)

· capital regulation

· fiduciary duties and veil piercing

1.  Capital Regulation

· minimum capital requirements

· not popular in US

· hard to set one level that is appropriate for huge variety of concerns

· doesn’t really protect, b/c can always take on liabilities in excess of min. req.

· distribution constraints

· dividend distribution statutes: regulates equity’s ability to withdraw money from firm

· DGCL §170(a) – “nimble dividend” test: may pay dividends out of capital surplus + retained earnings

· doesn’t constrain firm until it reaches insolvency point, at which time it’s way too late from debtors’ perspective

· capital maintenance requirements

2.  Standard Based Duties
· fiduciary duties

· in general, corporate law eschews fiduciary duties to creditors because the goal of corporations is to maximize profits, which sometimes requires making risky investments that debt holders would rather the corporation avoided 

· however, when firms are in bankruptcy, creditors become residual claimants 

· thus, there is movement towards reviving old common law doctrine that at point of insolvency (or in vicinity of insolvency), duties of directors shift from shareholders to creditors

· debtor liability: fraudulent transfers (fraudulent conveyance law)
· intent to defraud: creditors may void transaction made by a debtor with the actual intent to hinder, delay, or defraud the creditor

· inadequate consideration: creditors may void transfers for which debtor receives insufficient consideration if:

· (a) the debtor is insolvent after the transfer; or,

· (b) the debtor (reasonably should have) believed that it would incur debts beyond its ability to pay; or,

· (c) the debtor is left with remaining assets unreasonably small in relation to its business

· example: RJR Nabisco want to spin off its tobacco business into a subsidiary and distribute stock in the subsidiary to SHs

· benefit to RJR: tort claimants would be unable to recover from the assets of the parent corporation

· however, if this leaves to little in the subsidiary to pay potential (foreseeable) liabilities it is arguably a fraudulent conveyance

· shareholder liability

· equitable subordination

· if equity holders are also creditors, their claims as creditors may (if equity demands it) be subordinated (at dissolution) to the claims of other creditors

· in other words, if there’s anything left over, the pure creditors get dibs

· Costello v. Fazio (9th Cir 1958 – 142): shareholder loans will be subordinated if they offend equity (i.e. if they are opportunistic)

· πs (directors of and major SHs in a close corporation) opposed motion for an order subordinating their claims to those of the general unsecured creditors
· held: πs claims should be subordinated
· removing capital and transforming it into debt as the business headed towards insolvency is problematic

· even though πs all became creditors after incorporation, this was not a corporation that just sprang up, it was a pre-existing business (and creditors who had done business with the firm in its previous incarnation had an equitable interest in the capital structure remaining the same – in other words, they leveraged the established name and reputation of the firm in order to secure credit)

·  argument is that ∆ wrongly managed an ongoing concern in dereliction of their fiduciary duties

· if they had been managing this firm on behalf of the firm, you wouldn’t have transferred capital into loans when company was approaching insolvency

· gave both F & A ability to create huge problems for firm by demanding payment on their respective notes

· finally, the fact that the general unsecured creditors were other small businesses (rather than banks that would be expected to look into the finances of the corporation) lends weight to the equitable claim

· piercing the corporate veil: see below

3.  Standard Based Duties: Piercing the Corporate Veil
· beware
· general rule is limited liability (ie. no personal liability), even if 
· the corporation was formed with sole intent of avoiding liability

· the incorporators knew there would be torts claims

· a parent corporation is not liable for debts of its subsidiaries

· subsidiaries are not liable for the debts of their sister subsidiaries

· the veil is almost never pierced in publicly held firm as long as they adhere to all corporate formalities (hold board meetings, etc.) even though they often separate assets from liabilities, externalize risk, game the system, etc.

· basics

· function: set aside the entity status of corporation in order to hold its shareholders directly liable

· rationale: prevent the attributes of the corporate form (eg. limited liability) from being used to perpetrate fraud

· two types of piercing

· traditional / “alter ego” piercing

· vertical piercing: from corp. to shareholder (or controlling corp.)

· horizontal piercing:

· agency: corporation is agent of shareholder

· tort claims require master/servant

· often attempted in parent/subsidiary cases

· not only dominion and control

· if sub. is run as profit maximizing firm, no piercing

· (1) shareholder completely dominates corporate policy (Lowendahl); 

· π must show such unity of interest and ownership that the separate personalities of corporation and individual or other corporation no longer exist (Van Dorn)

· domination: (ordinarily) includes failure to treat corporate form seriously
· factors to consider:

· disregard of corporate formalities (e.g. failure to maintain adequate records, failure to hold board meetings);

· severe under-capitalization capitalization (not enough alone given no minimum capital requirements);

· small number of shareholders;

· active involvement of shareholders in management;

· commingling of funds and assets

· treating corp.’s assets as one’s own

· and, (2) uses control to commit a fraud or wrong (that proximately causes π’s injury) (Lowendahl)
· adherence to the fiction of separate corporate existence would sanction a fraud or promote injustice

· promoting injustice must mean something more than π’s inability to collect on a debt (Sea-Land Services, Inc. v. The Pepper Source, 7th Cir. 1991 – 148)
· π would have to show, e.g., that

· ∆ used corporate facades to avoid liability

· ∆ or one of the corporations will be unjustly enriched

· on remand, district court grant (and 7th Cir. affirmed) SJ in favor of π on following basis:

· ∆ committed blatant tax fraud (7th Cir largely ignored this claim, since courts typically look for an injustice to the firm’s creditors, not to the world at large)
· misrepresentation: ∆ assured π’s representative that bill would be paid even though he was planning to manipulate accounts so that the firm would not have funds available
· the fact that a corporation is an empty shell (i.e. has no assets for creditors to claim) does not support piercing the corporate veil (Kinney Shoe Corp. v. Polan, 4th Cir. 1991 – 152)

· some types of creditors (eg. banks) ought to be expected to perform credit checks and should be charged with the knowledge a reasonable check would disclose; if such check would have disclosed gross under-capitalization, lender will be deemed to have assumed the risk of that under-capitalization (Van Dorn would ask this question under prong 2)

· alternative test: corporate form should be disregarded whenever recognition of it would extend the principle of incorporation beyond its legitimate purposes and would produce injustices or inequitable consequences (basically the same thing)

· limited liability and tort

· general

· arguments re. limited liability are not as strong with respect to tort

· tort creditors don’t have benefit of investigating before hand and determining whether to do business with the company that harms them (ie. involuntary creditors – no market relationship)

· efficiency: don’t want firms to be able to externalize costs (b/c they’ll make decisions that will misallocate social resources)

· Walkovszky v. Carlton (NY 1966 – 157)
· facts: 

· π was severely injured when hit by cab owned by Seon Cab Corp. (a thinly capitalized corporation whose only real asset was the single cab); 

· ∆ was shareholder in Seon and 9 similar cab corps.

· held: sole SH clearly running corporation for his benefit is not by itself enough to establish a master/servant relationship (need to show control or domination)

· need proof that ∆ used the corporations to further his own, rather than the corporation’s, interests
· if ∆ is acting as a profit maximizing director, then he is acting in the interests of the corporation and the corporate veil will not be pierced

· Hansmann-Kraakman Proposal
· pro-rata SH liability for Corporate torts

· don’t have to worry about others insolvency

· possible obligations can be predicted based on number of shares owned

· huge administrative difficulties with this proposal

· identifying liable shareholders (when so many shares change hands every day)

V.  Shareholder Voting & Regulation of Proxies
A.  Role and Limits of Shareholder Voting

· overview of Delaware Corporate Code

· §141(a): directors manage corporation

· decisions about what assets to purchase, including whole new company, is left to the board; 

· SHs cannot control directors as their agents – Automatic Self-Cleaning Filter: SH-director relationship is quasi-agent (duty is owed directly to the firm, not to SHs)

· powers of shareholders

· §211: SHs affect their will through election of directors at annual meeting

· §212: default rule: one share, one vote

· §216: board is elected by plurality of the vote of SHs (default)

· voting on other matters is by majority of shares that actually vote (rather than outstanding shares)

· however, there must be a quorum (either present at the meeting or voting by proxy)

· default (§216): quorum is majority of outstanding shares

· implication: if board is not calssified, majority SH can gain control of the entire board at annual meeting

· §109: SHs can vote to amend bylaws

· §242(b): amendments to the CI shall be made and effected in the following manner

· (1) board shall adopt resolution setting forth proposed amendment and declaring advisability of amendment, and either call special meeting of shareholders entitled to vote or direct that proposal be considered at annual meeting; notice must be given setting forth proposed amendment in full or brief summary of changes

· default rule: amendment can be passed by a majority vote of outstanding shares

·  (2) if amendment increases or decreases aggregated number of a class of shares; changing par value of class; altering powers, etc. of class in manner that adversely affects the class – such class must accept the amendment by majority vote; or, if amendment affects one or more series within a class, then those series shall be considered a class for purposes of this section

· (4) if CI requires that action be taken only if on greater than 50% vote, such provision shall not be altered except by equivalent supermajority vote

· merger (§251) & sale of substantially all assets (§271)

· if board approves, need approval of majority of outstanding shares

· don’t need board approval for tender offer; though it may effectively be necessary if defensive measures are taken

· §211(d): default rule – special meetings may only be called by the board of directors

· §228: action without a meeting – allows SHs to act by written consent on any matter they’re entitled to act on at a meeting

· allows SH to do anything that is a proper purpose
· definition: purpose related to SH’s interest as SH (profit) and that is something the SH has the power to do

· but, need number of outstanding shares necessary to authorize action if everyone showed up (ie. a true majority)

· NOTE: can be eliminated in the bylaws (and often is)

· increasing the number of board members (up to the maximum number provided for in the CI) is a proper purpose

· removing and replacing the existing board

· §141(k): default rule – SHs can remove directors with or without cause

· §223: default rule – vacancies on board may be filled by board of directors

· common law: SHs have inherent authority to replace

· basically comes down to who acts first

· §141(d): classified board

· basics

· up to three classes

· need not all be the same size

· serve same number of years as there are classes

· classification must be included in CI (board cannot be classified by bylaws)

· benefits to management of a classified board 

· SHs are only able to elect one third of board (or however many are up for election) per year; SHs usually cannot gain control in a single year

· §141(k): if board is classified, directors can only be removed for cause

· NOTE: no one has successful taken over a firm with a classified board in hostile takeover

· other ways of maintaining control

· §252: stock may be classified with voting rights tied to classes of stock (e.g. one class may be guaranteed the right to elect a majority of the board)

· §216: supermajority voting (CI or bylaws)
· however, if board must be elected by supermajority vote it might lead to deadlock

· corporations need flexibility

· NOTE: SHs can amend bylaws by majority vote

· §214: cumulative voting (must be provided for CI)
· instead of having a given number of votes for each position on the board, each SH has a total number of votes equal to the number of shares held times the number of directors up for election

· SHs can then distribute their votes among the candidates in any way they like
· equation to determine how many directors a SH with X shares can elect:

· number elected = (# shares ​- 1)(# directors + 1) / (# shares voting at meeting)

· two possible reasons for doing this

· (1) allow minority SHs to elect a percentage of the board (have a voice, make trouble, etc.)

· (2) combined with staggered board, might increase length of time necessary for majority SH to gain control of the board

· 141(k): if board members are elected by cumulative voting, a director cannot be removed unless she receives fewer vote than would have been necessary to elect her had all directors been up for election simultaneously
· Norton v. Hansen Trust
· two notable facts:

· one way to achieve a classified board without amending the CI is to seek state legislation

· in this case, militant rhetoric about foreign invaders proved an effective way to get the legislature to act

· see Section VIII.B for limitations on corporation’s ability to interfere with the proxy process
B.  Proxy Contests

· mechanics of proxy voting

· record date: shareholders as of this date get to vote

· proxy solicitation: packet sent out includes

· because the majority of SHs vote by proxy rather than attend the SH meeting, most of the action in a SH vote takes place between this point and return of proxies

· shareholder’s return proxies

· shareholder meeting

· ability to successfully challenge management turns on:
· cost of becoming informed

· cost of convincing other shareholders to vote your way

· probability of being able to convince others

· ability to identify & communicate directly with other shareholders

· ability of management to do so

· shortcomings of shareholder voting: collective action problem – rational apathy
· small shareholders in publicly held companies with large number of shares face disincentives re. voting

· expected benefit (of individual SH) is usually not large enough to justify costs of becoming informed

· vote is unlikely to affect outcome; therefore, shareholder will likely receive same benefit whether or not she votes intelligently or not
· in other words, expected benefit (of taking the time to cast an informed vote) is actually much less than the (already negligible) expected profit

· thus, shareholders typically prefer to defer to board’s judgment (i.e. they either don’t vote, or vote the company line)

· possible solution to collective action problems: larger shareholders (e.g. institutional SHs) might have better incentive to monitor

· thus, some argue that regulatory law limiting the number of share that institutional investors may hold prevents them from playing a more active role in corporate oversight 

· however, there are reasons to believe that even in the absence of regulation, institutional SHs might not substantially increase their stake in any one company

· reimbursement for proxy expenses
· “When the directors act in good faith in a contest over policy, they have the right to incur reasonable and proper expenses for solicitation of proxies and in defense of their corporate policies” (Rosenfeld v. Fairchild Engine & Airline Corp., NY 1955 – 183)
· incumbent board will always be reimbursed for reasonable and proper expenses (not really a significant limitation as it is up to the board to determine what is reasonable and proper)

· challengers are repaid only if they (a) win; and (b) repayment approved by majority of shareholders

· (SH ratification is necessary to eliminate possibility of self-dealing)

C.  Shareholder Information Rights

· §219: ten days before SH meeting, list of stockholders entitled to vote must be open to any stockholder “for any purpose germane to the meeting”

· §220: any stockholder shall have the right to inspect “for any proper purpose” the corporation’s stock ledger, a list of stockholders, and other books and records

· §220(c): corporation has burden of proof to establish that shareholder’s desire for shareholder list is for an improper purpose

· “when a stockholder establishes his status as such, and seeks production of a stockholders’ list for purpose germane to that status, such as a proxy solicitation, he is entitled to production” (General Time Corp. v. Talley Industries, Inc., Del 1968 – 189)
D.  Techniques for Separating Control From Cash Flow Rights

· basic premise: financial rights and control rights are separately awarded and need not be equal

· §160: shares belonging to the issuing corporation cannot be voted
· (c) prohibits parent from voting their own stock or stock held by a subsidiary of which the parent owns (directly or indirectly) > 50% of shares entitled to vote
· “stock held by a corporate subsidiary may … ‘belong to’ the issuer and thus be prohibited from voting, even if the issuer does not hold a majority of shares entitled to vote at the election of directors of subsidiary,” if, e.g., directors of the parent hold the majority of voting shares in the subsidiary (Speiser v. Baker, Del Ch 1987 – 191)
· “courts have been alert to the dangers posed by structures that permit directors of a corporation … to control votes appurtenant to shares of the company’s stock owned by the corporation itself or a nominee or agent of the corporation”

· Chancery Court has used equity power to interpret statute broadly where it is apparent that directors have manipulated corporate structure to increase their voting power

· vote buying

· SHs are generally barred from selling their vote, but they are allowed to enter into voting agreements (DGCL §218)
· people with residual interest should be in control because these are the people with the incentive to maximize corporate gains

· pre-commitment in and of itself is not problematic: SH still bears the costs of decision
· but special consideration (i.e. vote buying) distorts incentives
· void v. voidable agreements

· void: outside agreement; requires 100% approval because it fundamentally changes deal (e.g. waste)

· voidable: 

· this requires a substantive analysis of the business decision (i.e. fairness)
· unless a majority of disinterested, fully informed SHs have ratified the deal

· voting agreements (including vote buying) are voidable, but are not automatically void unless the object or purpose of the agreement is to defraud or disenfranchise the other SHs (Schreiber v. Carney, Del Ch 1982 – 199)

· special committee of disinterested directors  negotiated a loan package with major SH who threatened to hold-up merger due to tax liabilities SH would incur
· SH vote to ratify the loan agreement cured its voidability

· hold-up problem – not addressed by court in Schreiber
· if you don’t prohibit vote buying, JC has incentive to play strategically

· prohibiting vote buying outright will prevent JC (and similarly situated SHs) from faking it; but you will have a problem in those cases where JC’s interests against merger are so strong that they will in fact veto

· thus, court must decide which of these problems (ie. hold-up or minority veto against interest of firm) is more likely to occur or more harmful to the firm if it does occur
E.  Federal Regulation

1.  Disclosure & Shareholder Proposals

· Securities Act of 1933 & Securities Exchange Act of 1934

· mandatory disclosure of certain information

· 14a-8: lowers costs to SHs of accessing each other

· regulate communication to ensure that all SHs have a voice

· stop management from lying to shareholders

· four major elements:

· disclosure requirements & mandatory vetting (which allows SEC to assure that relevant information is disclosed and misleading communications are not)

· regulation of the process of soliciting proxies

· “town meeting” provision: gives shareholders access to corporation’s proxy materials for certain shareholder proposals

· general anti-fraud provision

· Rule 14a-1

· includes critical terms “proxy” and “solicitation”

· proxy: any solicitation or consent whatsoever

· (l)(iii) solicitation: any communication reasonably calculated to result in procurement of proxy

· Studebaker Corp. v. Gittlin: request to 42 other shareholders to join in request to inspect corp.’s shareholder list (state law: list available on demand of 5% of stock) was a solicitation of proxy; thus, required preparation, filing, and distribution of proxy statement

· new exemption (1992): solicitation by or on behalf of persons who:

· (i) do not seek the power to act as a proxy, or furnish or request a consent or authorization for delivery to registrant; and,

· (ii) disinterested in subject matter of vote

· Rule 14a-2

· ensures that most proxy solicitations will be subject to regulation

· exempt solicitations (2(b))

· 2(b)(2): solicitations to 10 or fewer shareholders

· 2(b)(1): solicitation which does not seek proxy voting authority or furnish shareholders with a form of consent, etc.

· limitations

· not available to: 

· corp. itself; 

· person soliciting proxy in opposition to merger, re-capitalization, reorganization, or sale who proposes or intends to propose an alternative transaction

· person required to report beneficial ownership of corp.’s securities on schedule 13D

· NOTE: does not apply to communications re. the possibility of nominating directors in a future proxy contest (TarPERS problem)

· 14a-6(g): notice requirement (to SEC explaining why exempt) for written statements (but not oral statements) of persons beneficially owning > $5 million in stock – public statements excepted

· Rule 14a-3

· 14a-3(a): central regulatory requirement – may not solicit a proxy unless you provide a proxy statement containing information in Schedule 14A

· when on behalf of corp.: considerable info. re. company & pay of top managers

· when on behalf of others: identity of parties, holdings and financing of campaign

· this creates difficulties

· expense; delay

· Rules 14a-4 & 14a-5

· regulate form of proxy

· 14a-4(d)(4): if SH nominates only a partial slate of directors, it can list any management candidates it likes (w/o each individual’s consent) on its proxy form to fill out its candidate list

· Rule 14a-6

· formal filing requirements (preliminary and definitive proxies, solicitations, notices of exemption)

· Rule 14a-12

· special rules for contested directors

· Rule 14a-7

· list-or-mail rule

· Rule 14a-8: Shareholder Proposals

· eligibility (formal) requirement

· 1% or $2000 invested for at least 1 yr prior to submission of proposal

· ownership continuous through date of meeting

· identity of shareholder

· number of proposals – limited to one

· length of supporting statement – 500 words

· subject matter – must involve proper subject related to SHs interest qua SH

· grounds for exclusion

· approval would be improper under state law

· misleading or fraudulent (in sense of 14a-9)

· relates to personal grievance

· concerns “small stakes” matter

· not proper subject for action by SHs / deals with matter of ordinary business

· shareholders can express views (ie. make advisory statements) on these subjects

· relates to election to office

· can’t run election proxy for free

· proposal has been rendered moot

· proposal is substantially duplicative

· etc.

· two general categories of proposals

· social responsibility

· have to be something that firm can actually do (ie. not a general statement that company X thinks US should get out of Iraq)

· eg. environment, human rights, etc.

· employment related issues

· Cracker Barrel: SEC no action letter determined that all employment related issues – including those relating to discrimination – excludable under ordinary business exclusion

· NYC Employees’ Retirement: 2d Cir concluded SEC position in Cracker Barrel is not binding on the courts
· new SEC position (1998)
· return to case-by-case analysis of employment issues
· employment issues must be raised in precatory (not mandatory) proposals (e.g. proposal for study)
· NOTE: social responsibility proposals rarely attain > 10% SH approval

· corporate governance

2.  Federal Anti-Fraud Provisions

· see also: Section IX:  Insider Trading

· Securities Exchange Act of 1934: regulates stock markets once they are up and running; 

· §14(a): it is unlawful to contravene SEC regulations in the solicitation of proxies

· empowers the SEC to specify rules (define the wrong)

· Rules 14a-3, 14a-3, 14a-5, & 14a-11 state the required contents of proxy statements

· §10(b): general, omnibus antifraud (makes all fraudulent and deceitful acts in contravention of SEC rules illegal)

· §14(e): antifraud re. proxy solicitation materials

· Rule 14a-9: proxy solicitation materials may not include false or misleading statements or omissions

· violations

· government enforcement

· Justice Dept. can bring criminal action

· SEC can bring civil action seeking monetary damages

· penalties are enormous (look like criminal fines) can also bar you from being director of company

· SEC can also bring administrative action

· administrative penalities

· rule 102(e) allows SEC to bar anyone from practicing before it who has violated the securities law – this includes filing things with SEC – thus any accounting firm or law firm working with securities that violates rule 102(e) is screwed – thus have to be very careful about working with client who’s trying to perpetrate fraud

· private (SH) civil suits

· although the SEA is silent in this regard, the SC has read private rights of action into the Act

· 10b-5: SH duped into buying at inflated price by fraudulent statements

· 14a-9: harm caused by the effect of false or misleading statements on the proxy process

· 1. false or misleading statement of material fact, or material omission that makes another statement misleading, in proxy solicitation
· materiality: a fact is material “if there is a substantial likelihood that a reasonable shareholder would consider it important in deciding how to vote” (TCI Indust. v. Northway, Inc.)
· proxy solicitation for merger ratification including the following statement held misleading: the plan of merger has been approved by the board of directors because it provides an opportunity for the Bank’s public SHs to a achieve a high value for their shares (Virginia Bankshares, Inc. v. Sandberg, SC 1990 – 229)

· proxy statement should have included the rationale on which the conclusion (i.e. that the merger provided a “high value”) was based

· 2. scienter (negligence suffices in some jurisdictions)

· NOTE: 10(b) – knowingly or recklessly is sufficient in all jurisdictions

· 3. transaction causation
· test for causation (Virginia Bankshares, Inc. v. Sandberg, SC 1990 – 229)

· (1) materiality – substantial likelihood that SHs would have considered the fact significant in casting vote (don’t have to show that it was determinative)

· (2) proxy was essential link in the transaction

· type 1: group action

· fraudulent proxy induced the SHs as a whole to take an action that they would not have taken otherwise
· court will only find fraud in cases where causation link is very strong – i.e. the fact that FABI might not have gone ahead with the merger in the absence of minority SH ratification does not matter because they could have done so if they wanted to (Virginia Bankshares, Inc. v. Sandberg, SC 1990 – 229)
· type 2: reliance

· fraudulent proxy caused the SH to take an action she otherwise would not have taken
· for example, if fraud had caused π to vote for the merger (and as a result she failed to perfect her appraisal right), causation is established

· but… the loss is only the difference between the price received and the appraisal price, which usually isn’t very high

· 4. loss causation: the action taken (either by π or by SHs as a group) resulted in the transaction that caused π’s loss
F.  State Disclosure Law:  Fiduciary Duty of Candor
· no mandatory disclosure, but if board is asking SHs for action there is a duty to disclose material facts, including:

· interest of board or CS in the transaction

· information about the transaction itself

· Dela. – standard of materiality is the same as federal standard

· “Whenever directors communicate publicly or directly with shareholders about the corporation’s affairs, with or without request for shareholder actions, directors have a fiduciary duty … to exercise care, good faith and loyalty….” (Malone v. Brincat, Del. 1998 – 237): 

· directors made false findings to SEC and false financial statements to SHs, but no request for action was made

· cause of action is limited to πs who still hold shares (ie. those not protected by SEC Rule 10b-5)

VI.  Fiduciary Duties and Shareholders Litigation

· four basic fiduciary duties

· duty of candor (see Section V.F)

· duty of obedience

· fiduciary must act consistently with the legal documents that create her authority

· duty of loyalty

· regulates self-dealing

· fiduciary must exercise her authority in good-faith attempt to advance corporate purposes

· cannot compete with corp.

· cannot appropriate corp.’s property, information, or business opportunities

· cannot transact business with corp. on unfair terms

· duty of care

A.  Directors’ Duty of Care and the Business Judgment Rule
1.  Duty of Care

· fiduciary must act with “the care of an ordinarily prudent person in the same or similar circumstances”

· “the don’t-be-grossly-negligent standard”​

· requires thoroughness and diligence in performing tasks, but court will not usually second guess a board of director’s decisions as long as basic procedural requirements

· Gagliardi v. Trifoods Int’l, Inc. (Del. Ch. 1996 – 241): it is in shareholder’s economic interest to offer sufficient protection to directors for liability form negligence, to allow directors to conclude that there is practically no risk that they can face liability for a business loss if they act in good faith and meet minimal procedural standards of attention

· law provides this assurance to directors in the following ways:

· authorizes corporations to pay for director and officer liability insurance

· authorizes corporate indemnification in broad range of cases

· gives directors BJR protection

· where directors subjectively believed that a transaction was in the company’s best interest they are not liable for the results of the transaction (Kamin v. American Express Co., NY 1976 – 248)

· directors decided to distribute stock, which had dropped from $29.9 million to $4.0 million, as a special dividend rather than selling it and taking the loss

· this prevented the loss from showing up on the company’s balance sheet, but also prevented the company from writing off the loss on taxes

· court was unable to identify any conflict of interest since a majority of the disinterested directors also approved this decision

· thus, court concluded that there was no reason for the board’s decision other than its stated belief

2.  Liability for Poor Decisions by the Board: Business Judgment Rule

· business judgment rule (BJR): where a director is independent and disinterested, there can be no liability for corporate loss, unless the facts are such that no person could possibly authorize such a transaction if she were acting in good faith to meet her duty

· NOTE: BJR is a procedural rule (i.e. it is a point of law) and, thus, it is for the court (not a jury) to determine whether the board is protected by the BJR

· effect: insulates officers and directors from negligence liability

· rationale: 

· Easterbrook and Fischel: carelessness is better regulated by the market

· managers are repeated players

· future jobs depend on performance

· firms need to raise money (through the market) repeatedly

· stock market is an efficient information market: that is, investors are well informed about management’s past performance and this information determines how much a firm can get through sale of stock and the terms on which it can borrow money

· consequently, managers bear costs carelessness (reduced employment prospects and increased difficulty raising funds) even without the threat of lawsuit

· officers and directors stand to receive only a small benefit from a successful risky decision

· negligence liability (which makes officers and directors potentially liable for the full costs of a bad business decision) would deter officers and directors from undertaking valuable but risky projects (and we want them to take these risks)

· authority and expertise

· directors and officers are hired because they know more about the business than anyone else and are better at making decisions

· they will be unable to manage if constantly forced to defend lawsuits

· negligence liability would chill beneficial risk taking

· some of the best decisions (from ex post perspective) seemed completely insane (to most people) ex ante (eg. FedEx)

· other means to control managerial incompetence are better (incentive pay, etc.)

· no matter how bad the decision, π loses unless she can prove
· (a) self-dealing (violation of duty of loyalty)
· (b) gross negligence (violation of duty of due care): directors were not informed

· disinterested directors are liable if they fail to act with informed reasonable deliberation (Smith v. Van Gorkom, Del 1985 – 513)

· (1) not only did board have no independent valuation of “good price”; they also had no information regarding how ∆ and P reached the price of $55 (eg. whether they battled it out in negotiations, or whether – as the case seems to be – ∆ just walked in and asked for $55 and P agreed, in which case board might have wanted to know

· (2) 2 hour meeting without prior notice

· (3) control premium v. intrinsic value shares

· (4) content of merger documents

· (5) no outside opinion on fairness

· the board was not entitled to rely on ∆’s report because a reasonable person would have understood that ∆ was conflicted (he was nearing retirement)

· Romans (a senior manager of TU) also offered his opinion that $55 was a good price, but the board was not entitled to rely on this report either because Romans considered price from perspective of a leveraged buyout

· DGCL §141(e): directors can rely on advice of experts

· directors are allowed to rely on expert if they were actually involved, in good faith, in the decision (Brehm v. Eisner, Del 2000 – Supp)
· π would have to show, for example:

· directors did not rely on expert

· reliance was not in good faith

· did not reasonably believe advice was within expert’s competence

· expert not selected with reasonable care and this faulty selection process was attributable to the directors

· material subject matter (ie. cost calculation of termination) that was material and reasonably available was so obvious that failure to consider it constituted gross negligence regardless of expert’s advice / lack of advice

· decision was so unconscionable as to constitute waste or fraud

· DGCL §102(b)(7): authorizes charter amendment that directors have no liability for transactions in which the director:

· (a) has no conflicting financial interest; and,

· (b) is not otherwise alleged to have violated a duty of loyalty
· effects of §102(b)(7)

· covers actions for damages, but not other relief (e.g. injunctions)

· protects directors acting as directors, but not those acting as officers

· §102(b)(7) encourages courts to dismiss at the complaint stage to protect directors from the expense of discovery and litigation (McMillan v. Intercargo, Del Ch 2000 – 256)

· π must allege particularized facts to back up claim of bad faith

· where ∆s (former directors of Intercargo) approved acquisition of Intercargo by XL America, Inc. for $12 per share (even though June XL had previously offered $14 per share), court dismissed to all ∆s, including the CEO, even though π alleged bad faith with regard to CEO

· NOTE: SHs don’t need discovery to uncover such facts, because they have access to corp. records

· violation of duty of care and fairness review

· injunctions: unfair dealing is sufficient to enjoin a transaction if the court believes that a firm dealing fairly would have bargained for more

· damages: if π establishes prima facie case of board negligence, board must 
· (a) establish that it acted with due care; or,

· proof of a duty of loyalty or duty of care violation rebuts the presumption that directors have acted in the best interests of SHs and requires directors to prove that the transaction was entirely fair (Cede II, Del 1993 – 260)

· showing of actual injury (i.e. causation and damages) is not a prerequisite of fairness analysis

· (b) demonstrate the entire fairness of the authorized transaction

· SHs have no right to monetary damages if price is fair (Emerald Partners, Del 2001; Weinberger)

· entire fairness does not require perfection, as the analysis is premised on the fact that the presumption of the BJR has been rebutted

· entire fairness is established where there is no indication that a better price than that obtained was possible either from the buyer or from anyone else (Cede III, Del 1995 – 262)

· factors to consider

· CEO consistently sought highest price even though he was conflicted

· CEO was most informed re. business

· investment bank advisors gave good advice (even if they were also conflicted – e.g. had ties to the parent company) 

· negotiations led to high premium for SHs in takeover

· independent determination (with help of expert witnesses) of fair price

· this burden shifting formula does not create per se liability for gross negligence, but it also does not require π to prove causation and damages
· (c) waste or (possibly) bad faith: directors did not act in the honest belief that the action taken was in the best interests of the firm
· waste

· there is no waste where (Brehm)

· (a) any substantial consideration is received in exchange for corporate assets

· (b) directors make good faith judgment that the transaction is worthwhile under the circumstances

· failure to pursue alternatives that might require litigation is not waste since litigation is time consuming and expensive and alternatives may allow the board to achieve its objectives much more quickly (Brehm)
· bad faith

· if π makes particularized claims of bad faith, charges against directors with no financial interest in the transaction will not be dismissed before trial (see Emerald Partners)

· courts may treat complete abdication of decision making responsibility as bad faith – thus, no §102(b)(7) protection (In re Walt Disney Co. Derivative Litigation, Del Ch 2003)
· “the facts alleged in the new complaint suggest that the ∆ directors consciously and intentionally disregarded their responsibilities”

· ammended complaint:

· compensation committee never examined the employment agreement (only a summary of terms and conditions)

· compensation committee

· no presentation of terms of agreement was made to the old board 
· no questions were asked regarding the agreement
· negotiations were carried out exclusively by CEO
· no expert was retained during negotiation process

3.  Liability for Board Passivity

· NOTE: if inaction is prolonged, egregious, etc. it may raise not only due care, but also good faith concerns (see Eisner & Caremark)

· although BJR does not apply if director is completely passive (there is no decision to which business judgment might apply) violation of duty of due care is the same as the second prong of the BJR, i.e. gross negligence

· directors’ responsibilities (Francis v. United Jersey Bank, NJ 1981 – 266)
· basic duty of care: fiduciary must act with “the care of an ordinarily prudent person in the same or similar circumstances”

· monitoring financials: directorial management requires general monitoring of corp. affairs and policies

· director must (because an ordinary prudent person would):
· acquire at least rudimentary understanding of the business

· keep informed about corporate activities

· engage in general monitoring

· attend board meetings regularly

· review financial statements regularly

· extent of review will depend on industry custom and the nature of the corporation

· at a minimum, mother ought to have reviewed the internal financial statements

· duty to object / resign

· upon discovery of illegal courses of action, a director ought to object and, if corp. conduct is not remedied, resign

· in this case, misappropriation of funds would have been readily apparent from financial statement even without special expertise or extraordinary diligence

· particular circumstances of a case (e.g. precarious financial situation of corp., fiduciary relationship with client, and the implied trust in which it held their funds) may require not only objection and resignation reasonable attempts to prevent illegal behavior (e.g. misappropriation of trust funds)

· similar circumstances

· in determining the relevant circumstances, courts look only to the type of business, not the personal circumstances of each director (eg. grieving, alcoholic widow with no understanding of this business or business in general; doesn’t do numbers)

· NOTE: on the other hand, a director with particular expertise will be required to exercise that expertise (that’s presumably why they were elected)
· in order to recover, π must show:

· (a) passivity was the proximate cause of harm
· would reasonable steps have avoided the loss? 

· in all cases, reasonable steps include objection and resignation

· if a special duty is implicate, reasonable steps may also include consulting an attorney and threatening suit
· (b) director owes a duty to π
· Francis: reinsurance brokerage can be analogized to banks and other financial institutions who owe a special duty to those whose money they hold in trust 

· when combined with a precarious financial condition, this is enough to impose a duty on directors to look out for the interests of creditor-depositors

· duty to implement notification procedures
· absent notice of a problem, directors are not required to implement a compliance program (“directors are entitled to rely on the honesty and integrity of their subordinates until something occurs to put them on suspicion that something is wrong”) (Graham v. Allis-Chalmers Manufacturing Co., Del 1963 – 271)
· directors are allowed to rely on the honesty and integrity of subordinates until something occurs to arose suspicion in a reasonable person

· prior notification:

· knowledge of three directors of events that potential antitrust violations had taken place over twenty years ago is not sufficient to put the board on notice

· even if they had been on notice, the fact that the directors investigated and satisfied themselves that there had never been violations in the first place is sufficient to avoid necessity of monitoring

· given recent developments both in Del law (takeover jurisprudence) and the federal sentencing guidelines (enhanced penalties + opportunity for reduced sanctions for timely notification of government when violations take place), directors must attempt in good faith to insure that adequate monitoring and information reporting systems exist and are reasonably design to provide timely and accurate information to the board (In re Caremark International, Inc. Derivative Litigation, Del Ch 1996 – 276)
· only a sustained or systemic failure of oversight will give rise to liability
· if directors do not take such steps in good faith they may, in theory, be liable for losses caused by noncompliance with applicable legal standards

4.  Knowing Violations of Law

· BJR does not insulate directors from liability where they have violated a law (Miller v. AT&T, 3d Cir 1974 – 282)

· AT&T failed to collect $1.5 mill from the DNC for 1968 convention

· failure to collect violates federal prohibition on campaign spending
· SHs can collect from the board for violations of laws intended to protect class including shareholders

· outstanding question: should the board be held liable for violations of law where cost-benefit analysis suggests that corp. is better off violating the law? (using Grade II rather Grade I fuel in violation of Clean Air Act, etc.)

· Miller suggests that it would

· harm asserted is the fine

· Caremark suggests that court won’t reduce harm by amount that not incurring harm would have cost

· should it depend on whether law is duty based (we really don’t want you to do this under any circumstances)

· NOTE: directors generally don’t have personal liability for the acts of others

5.  Limiting Liability: Indemnification & Insurance

· see also Section VI.C.2

· Dela §145: Indemnification

· (a) actions other than derivative suits

· corp. can allow for indemnification of expenses, judgments, fines, settlements

· key: act that is object of suit must have been in good faith and reasonably believed to be “not opposed” to corp.’s interest

· indemnification can be included in bylaws or can be agreed to after the fact

· NOTE: creates pressure to settle

· if it goes to trial, director may be personally liable

· once director has been adjudicated liable, its much more difficult for the board to say that this was actually good faith 

· moreover, there has to be court review, and courts aren’t necessarily going to agree
· if case settles without admission of liability, however, the corp. picks up the bill

· thus, director isn’t going to risk trial when any money saved is going to benefit only the corp.

· (b) derivative suits: indemnification for expenses only

· (c) if director or officer is successful in the suit, such person shall be indemnified for fees actually and reasonably incurred

· firms may not indemnify director or officer for acts not in good faith; thus, π is not entitled to indemnification for expenses incurred defending CFTC action (even though the firm’s indemnification provision did not mention good faith) (Waltuch)

· a settlement that does not require officer or director to pay a fine is a successful result; thus, π is entitled to indemnification for expenses incurred in private acts under §145(c) (Waltuch v. Conticommunity Services, Inc., 2d Cir 1996 – 243)

·  (e) expenses may be paid by firm in advance of final disposition, but must be repaid if it is determined that the individual is not entitled to indemnification

· (g) insurance: firms may purchase insurance to cover their own indemnification expenses and also to provide coverage for directors in cases where the firm is not permitted to indemnify them

B.  The Duty of Loyalty

· duty of loyalty basics: 

· potentially problematic situations

· self-dealing transactions

· appropriation of corporate opportunities

· compensation of officers and directors

· relations between controlling and minority shareholders

· definition: director, officer or controlling shareholder must exercise her institutional power over corporate process or property in a good faith effort to advance the interests of the company

· requires 

· (a) full disclosure of all material facts to disinterested representatives and approval of those directors
· (b) intrinsically fair deal

· rationale for stricter treatment of duty of loyalty than duty of due care

· duty of loyalty (self-dealing and usurpation of corporate opportunities) is a much greater risk because directors stand to gain a tremendous amount from such transactions (thus outweighing the market costs)

· here the threat of litigation does not chill risky (but potentially very beneficial) behavior

· it does, on the other hand, give directors an incentive not to cheat the company

· moreover, by providing for cleansing through disinterested director approval, contemporary corporate law allows corporate directors to engage in self-dealing when it is thought to be beneficial to the company (because, e.g., directors extensive knowledge of the firm makes them willing to give better terms than outsiders
1.  Duty to Whom?

· multiple constituencies

· management

· creditors

· employees

· shareholders

· customers

· suppliers

· shareholder primacy norm (Dodge v. Ford Motor Co.): interest of shareholders is usually thought to be the primary consideration in determining the interest of the corporation

· note on Dodge v. Ford Motor Co.
· Ford decided to stop paying special dividends (which had been quite high) in order to 

· dividends are normally the quintessential business judgment (most SHs have no right to dividends)

· decided as a waste case solely on the basis of Henry Ford’s bizarre testimony that his main interest was in reducing price for the public good rather than for the long term benefit of the company (i.e. I hate my profits and want to give them away)

· A.P. Smith Manufacturing Co. v. Barlow (NJ 1953 – 288): a modest gift to a social institution made with the reasonable belief that it would advance the welfare of the community of which the corporation is a part, and thus advance the interest of the corporation in the strength of that community, is not beyond the power of corporate directors

· courts will generally defer to directors when actions are justified by reference to increasing long-term corporate value
· limitations on charitable giving

· amount must be reasonable

· must be able to argue a rational basis upon which company believed that it would benefit from the gift

· NOTE: anonymous contributions can be dicey

2.  Duty of Loyalty & Self-Dealing

· duty to disclose: directors must disclose all material information related to conflicts of interest in a transaction under consideration by the board
· Delaware courts encourage the use of special committees of independent directors to simulate arm’s-length negotiations

· case law, however, shows that a director need not disclose the highest price she is willing to pay in a deal with the company

· showing of actual injury is not required where agent places himself in conflict with interest of principal (State ex rel. Hayes Oyster Co. v. Keypoint Oyster Co., Wash. 1964 – 294)

· even if the principle affirms the contract, it may recover from its agent any profits made as a result of undisclosed self-dealing

· parent-subsidairy self-dealing
· Sinclair Oil Corp. v. Levien (Del 1971 – 299): in a parent-subsidiary relationship, self-dealing occurs when the parent causes the subsidiary to act in such a way that the parent receives something from the sub. to the exclusion of and determent to the minority SHs
· specific examples:

· contracts: failure (on part of subsidiary) to enforce contract with aprent is self-dealing
· dividends: payment of dividends may be self-dealing if dividends are paid in such a way that the majority SH receives substantially more than minority SHs

· corporate opportunity: must prove that opportunities came to subsidiary independently of parent (i.e. that subsidiary had a property right in the opportunity) and that parent subsequently took the opportunity away

3.  Delaware 144 & Approval by Disinterested Party
· interested parties

· director with direct financial interest

· director who is SH, officer, or director of another firm with a direct financial interest in the transaction

· director who is linked financially to another director who has a financial interest (e.g. if CEO is interest, inside directors subordinate to CEO are treated as interested)

· Dela §144

· three ways to avoid automatic voiding of an interested transaction

· (1) all material facts were disclosed to board and a majority of disinterested directors approved the deal;

· (2) all material facts were disclosed and a majority of (disinterested) SHs approved the deal;

· (3) transaction was fair at the time of approval

· fairness review typically focuses more on process than price since it is difficult for courts to determine what the price would have been if the process had been fair

· Del: interested directors bear burden of proof unless the deal was approved by a majority of disinterested directors, in which case the BJR is applied
· if agent participates in negotiations of transaction in which she is conflicted on behalf of principal she is precluded from arguing that the transaction was fair (Hayes Oyster)
· rationale: fair deal is amorphous concept and thus hard for courts to judge; moreover, even if court could always determine fair price still cannot be certain that board could not have gotten a better price (that is, price may be within a range of fair prices, but might not be what the firm could have obtained in arm’s length negotiations)

· effect of (1) and (2) is going to depend hugely on whether (a) a majority of the board was interested in the transaction; or (b) the transaction was with a controlling SH
· if neither (a) nor (b) apply, burden is shifted to π to prove that deal was unfair (that is, the court will presume that the deal was fair)
· if (a) or (b) does apply, the board must prove that the deal was fair
· NOTE: §144 can be applied by analogy to hold directors personally liable for self-dealing

Ratification by Disinterested Directors
· for purposes of this class, cleansing brings decision under BJR – however, courts will find a way (either wiggle room in applying BJR or fairness or waste) if a transaction really stinks

· fairness requires both approval after full disclosure and intrinsic fairness (Cookies Food Products v. Lake Warehouse, Iowa 1988 – 303)
· in this case, the court equivocates a bit on fair price, holding that even if the firm could have gotten a better price from someone else, the value of ∆’s service (as driving force behind this extremely successful firm) may outweigh possible savings
· under Delaware law, approval by disinterested directors after full disclosure merely shifts the burden of proving that deal was not fair to π; it does not transform the standard of review to BJR
· court will apply BJR to the actions of an interested director, who is not the majority SH, if the interested director fully discloses his interest and a majority of the disinterested directors ratify the interested transaction (Cooke v. Oolie, Del Ch 2000 – 311):
· possible rationale:

· the alternatives (requiring either fairness review or SH approval) aren’t very good

· fairness is expensive and adds uncertainty

· SH vote is expensive and time consuming and 

· moreover, in situations where potential harm is not so great, there is little need for these expensive solutions

· Del Ch believes that directors really can be independent (absent direct interest or controlling SH)

· Del Ch also believes that in general its best to leave corp. control to boards rather than SH (for all of the reasons mentioned during voting)

· NOTE: read with care; Del SC does not necessarily allow interested transactions to be so easily cleansed

· the board’s “approval” of the deal (at the second meeting, after they had become informed about the deal) must come before the firm is locked in to the transaction (Van Gorkom)

· in controlled merger cases (i.e. merger with majority SH), cleansing simply shifts burden of proof re. fairness to π (i.e. no BJR) (Kahn v. Lynch)

Shareholder Ratification

· differences between ratification by principle in agency relationship and SH ratification (Lewis v. Vogelstein, Del Ch 1997 – 315)
· no single individual acting as principle

· SH ratification is subject to collective action difficulties

· no incentive to be informed

· no capacity to be informed

· no access to outside advice

· even if they do have incentive, it’s difficult for them to inform other SHs

· some portion of body may have conflicting interests

· dissenters may be able to convincingly argue that the will of the “principle” is wrong

· effect of ratification may be to affirm that act is consistent with SH interest, not to confer legal authority

· statutory law may bear on ratification

· thus, SH ratification may be ineffectual if

· (a) majority of those affirming had a conflicting interest

· (b) transaction ratified constituted waste

· SH ratification of transactions involving duty of loyalty claims are of two kinds (In re Wheelabrator Technologies, Del Ch 1995 – 316)
· (1) transaction between corporation and director

· §144(a)(2): a transaction is not automatically voidable if approved in good faith (i.e. with full information) by majority of disinterested SHs

· also applies to director liability claims (made by analogy to §144)

· standard: brings decision under BJR (review limited to waste with burden on π)
· (2) transaction between corporation and controlling shareholder

· controlled mergers (especially parent-subsidiary mergers)

· standard: entire fairness with burden on directors

· ratification by “majority of minority” SHs (ie. majority of disinterested SHs) shifts burden of proving that merger was unfair to π
· SH ratification does not save the board, if shareholders were not fully informed (e.g. didn’t know how price was arrived at, didn’t have outside determination of good price) (Van Gorkom)

4.  Director and Management Compensation
· standard for assessing officer or director stock option grant (where there has been SH ratification) is the traditional waste standard (ie. absence of virtually any consideration) (Lewis v. Vogelstein, Del Ch 1997 – 322)
· oversight by SHs (even with collective action problems) is better than relying on courts to engage in valuation questions that are complex to the point of impossibility

· nonetheless, courts will retain some oversight (i.e. waste) especially when a grant is so large as to be sufficiently unusual requiring that the court at least review and refer to the evidence before reaching a decision

· in this case, we have a one time grant of options (for the board by the board) unconnected to any other compensation package (seems very unusual)
· if board is giving itself reward for what it’s done (ex post incentive) this is a gift for past services and, as such, waste

· Sarbanes-Oxley §402: forbids corporate loans to any director or executive officer of any corp. traded on a national exchange or NASDAQ

· NYSE rules now require that compensation committees be composed entirely of independent directors; the rules have also tightened the definition of independent

· SEC rules (1993) sought to improve oversight by requiring disclosure of executive compensation (top 5 executives)

5.  Corporate Opportunity Doctrine

· modern test – line of business

· an officer / director cannot seize an opportunity if the O/D is presented with an opportunity
· (a)

· which the corporation is financially able to undertake; and, 

· which is, from its nature, in the line of the corporation’s business and is of practical advantage of it; or 

· (b)

· in which the corporation has an interest or reasonable expectancy; and,

· by embracing the opportunity the officer or director will be brought into conflict with the corporation

· NOTES

· a director is also less likely to be found liable for violating the corporate opportunity doctrine if she learned of the deal in her individual capacity (i.e. not in her capacity as a director) (Broz)

· a firm be held to have no cognizable interest or expectancy in pursuing an opportunity if its articulated business plan does not include the pursuit of similar opportunities (Broz)

· Del §122(17): corporation has power to renounce specific business opportunities or classes of opportunities

· thus, a director can avoid liability by presenting the opportunity to disinterested members of the board (who may choose not to pursue it)

· informal conversations with other directors does not satisfy the requirement that an opportunity be presented to the corporation, but it may support the conclusion that the firm was not interested in or financial capable of taking advantage of the opportunity (Broz v. Cellular Information Systems, Inc., Del 1996 – 332)

· corp. officer or director may not take a business opportunity if:

· (1) corp. is financial able to exploit the opportunity;

· (2) opportunity is within corp.’s line of business;

· (3) corp. has interest or expectancy in the opportunity; and,

· (4) by taking opportunity, fiduciary thereby places herself in a position inimical to her duties

· corollary: director or officer may take corp. opportunity if:

· (1) opportunity is presented to director or officer in her individual capacity;

· (2) opportunity is not essential to the corp.;

· (3) corp. holds no interest or expectancy in the opportunity; and,

· (4) director or officer has not wrongfully employed the resources of the corporation is pursuing or exploiting the opportunity
· courts will only look at who ∆ owed a duty of loyalty to at the moment the decision was made (Broz)
· NOTE: the ALI takes a narrower view of corporate opportunity when dealing with outside directors (must have been offered to the corporation – i.e. corporation has definite interest or expectancy in pursuing the opportunity), while applying the line of business test only to corporate officers (senior executives); it is possible that the Delaware Supreme Court implicitly adopted this view in Broz
6.  Duty of Loyalty in Close Corporations

· close corporation:

· (a) small number of SHs;

· (b) no ready market for shares; and,

· (c) substantial majority SH participation in management, direction, and operation

· directors’ duties: duty of loyalty in close corporations in analogous to partnership law (i.e. “utmost good faith and loyalty)
· equal opportunity

· utmost good faith and loyalty requires, in the context of buy-back agreement btw. corp. and controlling SH, that each SH be offered “an equal opportunity to sell ratable number of his shares to the corp. at an identical price” (Donahue v. Rodd Electrotype Co., Mass 1975 – 338)
· creation of market in context of closely held firm where there is no ready market is a special benefit; each SHs must be afforded an equal opportunity to take advantage of this benefit

· controlling shareholders’ duties

· NOTE: minority SH can be deemed controlling SH under such a voting arrangement as that adopted by Atlantic

· reckless refusal to declare dividends despite serious and unjustified risk of penalty tax inconsistent with duty of utmost good faith and loyalty which controlling SH owes to close corp. (Smith v. Atlantic Properties, Mass App 1981 – 344)
· although not analyzed as such, Atlantic Properties makes much more sense if one considers (a) that Wolfson, in vetoing dividends and thereby incurring penalty taxes, was exercising managerial authority; and (b) he acted in bad faith and exposed corporation to need penalties (i.e. this was corporate waste)

C.  Shareholder Lawsuits

1.  Direct Suits, Derivate Suits, and Incentives to Sue

· direct suit: suit is for wrong to SHs (or some group of shareholders) with remedy running to the SHs

· examples: force payment of declared dividend; enjoin activities that are ultra vires; claims of security fraud / blue sky laws; protecting participatory rights for SHs

· derivative suit: π is suing for a wrong to the corporation (all SHs together) with recovery going to the corporation

· examples: breach of duty of care or duty of loyalty; enjoin management-retrenching practices

· advantages

· possibly more attractive damages

· undoubtedly more attractive fee distribution

· default: one-way fee shifting (if π wins)

· disadvantages – procedural hurdles

· bonding / security

· demand requirement

· trumping power of special litigation committees

· damages go to corporation (not directly to SHs)

· but see Perlmann

· awarding π attorney’s fees is appropriate in settlement of a derivative suit if the settlement substantial benefits the corporation (on whose behalf it was brought) (Fletcher v. A.J. Industries, Cal App 1968 – 352)
· monetary recovery is not a requirement for beneficial settlement
· in other words, corporate restructuring is sufficient

· might also consider saving realized by avoiding litigation
· thus, if corporation agrees to pay fees, courts usually approve
· criticisms
· “substantial benefit” is very speculative; it is not at all clear that the changes in this case are really going to improve corporate governance

· this is a concern given the institutional pressures on management to settle suit

· moreover, πs’ lawyers have incentive to bring suits where settlement agreement is likely to include attorney’s fees rather than those that are really likely to prevent future repetition 

· additionally, lawyer has incentive to settle even if case is strong enough to get much greater reform and reward

· in particular, giving lawyers incentive to bring bad suits and then agree to arbitrate (thus saving the firm money) as way of providing a corporate benefit that justifies fees

2.  Derivative Suits

· Standing Requirements

· π must be beneficial owner at the time of the suit

· π must fairly represent the corp. – competitor-SH is often not a good π
· contemporaneous ownership rule

· SH must have been SH at the time of the wrong

· although the wrong is to the corporation, courts worry about strike suits (lawyers go looking for claims that are likely to settle, even if not particularly strong, and then buy stock)
Demand Requirements

· Aronson Test (Aronson v. Lewis – 1984)

· demand requirement excused where demand would be futile; i.e. where there is reasonable doubt that either:

· (1) majority of directors are disinterested & independent vis-à-vis the underlying transaction;

· majority interested in underlying deal – don’t look for cleansing, this only comes up on the merits

· domination: if senior officers are interested, court may presume that subordinates share that interestedness (look for ability to control/threaten subordinates – real financial power – or particularized facts of actual domination)

· or (2) challenged transaction was product of valid exercise of business judgment

· self-dealing transaction that isn’t cleansed (where majority is disinterested)

· waste
· Aronson is not applicable if the current board did not make the business decision challenged (Rales v. Blasband, Del 1993 – 368)
· (1) majority of directors involved in making decision have been replaced;
· (2) derivative suit is not challenging a business decision by the board; or,
· (3) decision being challenged was made by the board of a different firm

· Rales Test: demand is excused if a majority of the board is interested in the underlying deal
· interested: may be direct or due to domination by an interested party

· conflict due to potential liability

· requires more than a mere threat of liability

· reasonable doubt re. applicability of BJR raises threat to a substantial likelihood (eg. bad faith, intentional misconduct, or any other conduct for which the directors may be liable)
· if board member is dominated by an individual who faces a substantial likelihood of liability, this may also make the board member interested

Special Litigation Committees

· even after demand is excused (i.e. held to be futile) corporation may (usually after purging board or at least bringing on some new independent directors) form a SLC to evaluate the (shareholder derivative) litigation and determine whether it is in the corporation’s best interest to pursue litigation; 
· if they find it is not (which they usually do), they may petition the court for dismissal of the litigation

· DGCL §§ 141(a) & 141(c)

· §141(a): corporation shall be managed by or under the direction of the board of directors

· §141(c): board may appoint committees of one or more director(s) and empower them to exercise any or all of the powers and authority of the board

· NOTE: if demand was required, then SLC’s decision is subject only to BJR

· if demand was excused, the following test applies (Zapata v. Maldonado, Del 1981 – 375)
· (1) did SLC act independently, in good faith, and with a reasonable investigation (burden on ∆); and,

· (2) independent judicial inquiry re. corporate interest in pursuing litigation (i.e. the court may exercise its own business judgment rather than relying on that of the SLC); in so doing, the court should limit its consideration to effects on the firm (including costs of litigation)
· broader public policy (i.e. whether this case would create a valuable precedent) are beyond the scope of what courts have so far taken into account
· NOTE: this is where the Delaware courts have actually accepted the institutional bias claim; it seems very suspicious when an interested board might have picked these ‘independent’ directors out (after the board had been held interested) because they were pretty sure that these new directors wouldn’t think that the suit was a good idea

· Joy v. North (2d Cir. 1982 – 381): court ought to consider company’s best interest, including litigation costs and bad publicity (that is, do what absolutely loyal directors would do)

Settlement & Indemnification

VII.  Controlling Shareholders

A.  Sale of Control / Sale of Office
· control: the amount of stock necessary to dominate the board (or the transaction)
· NOTE: selling shares and resigning so that the buyer can take control of the board of directors is not a violation of any corporate duty

· absent looting of corporate assets, conversion of a corporate opportunity, fraud or other acts of bad faith, a controlling SH is free to sell, and a purchaser is free to buy, controlling interest (Zetlin v. Hanson Holdings, Inc., NY 1979 – 395)
· distinguish from Rodd Electrotype: 

· SH is selling stock is his independent capacity

· moreover, a rule requiring equality of opportunity (pro rata rule) would have dramatic practical consequences: it would 

· (a) lessen the value of control, thus lessening incentive to become controlling (increased risk without additional profit)

· (b) may also lessen incentive to sell (even when sale is good idea for firm) because it would almost always mean that CS would become minority SH

· SH may be held liable if the premium received includes not only control premium, but also a benefit misappropriated from the firm (e.g. corporate opportunity) (Perlman v. Feldman, 2d Cir 1955 – 396)

· ∆ sold stock to Wilport so that Wilport could insure its steel supply at market price rather than paying the premium being charged by producers as a result of the shortage caused by the Korean War

· the ability to price gouge Wilport was a corporate opportunity 

· in the past, Newport had used market leverage to secure interest-free advances from prospective purchasers (time value of money, etc.)

· such additional funds, had they been extracted from Wilport, might have been used for needed plant upgrades

· alternatively, Newport could have built up patronage in the area where it could compete profitably even when prices were at normal level

· NOTE: in a typical corporate opportunity cases the point is to force disclosure of opportunity to the board, but here there’s really no one that ∆ could have presented the ‘opportunity’ to 

· NOTE: although the court awarded π the entire control premium received, it ought to have considered only the value of the usurped corporate opportunity

· NOTE: even though this was a derivative suit, recovery went to π’s in their own right; although court seems to want to punish Wilport for usurping corp. opportunity, it doesn’t seem that this is a strictly correct way of doing so

· seller of control has a duty not to act in a way that hurts others; thus, she must inquire into buyer’s motives if a reasonably prudent person would have suspected that buyer was being dishonest or untruthful regarding material facts (Harris v. Carter, Del Ch 1990 – 408)

· the duty to avoid harming his fellow SHs is found in the common law of tort

· a SH is free to pursue her own business ventures as she like, but she cannot harm other in so doing

B.  Freeze Out Mergers & Appraisal Rights
1.  Background

· merger basics

· SHs of target firm can receive either stock in the new firm or cash

· triangle merger: acquiring firm creates subsidiary; gives subsidiary stock in parent; merges target into subsidiary

· allows acquiring parent corporation to cut out its own SHs (only subsidiaries SHs get to vote on merger, and parent is the only SH)

· NOTE: DGCL §253 provides for short form merger of a subsidiary into its parent corporation without a SH vote if the parent owns at least 90% of the subsidiary’s stock (just know it exists)

· DGCL §251: merger or consolidation of domestic corporations 

· (b) merger agreement must be approved by majority of the board of directors of the target firm along with a declaration of the merger’s advisability to SHs

· (c) a majority of outstanding shares (including those held by interested SHs) must approve the merger agreement
· NOTE: the SHs of the surviving firm need not approve the merger (§251(f))

· NOTE: even if approved by SHs, board is under no obligation go through with the merger

· if merger is approved, all SHs must turn in their shares under the terms of the merger (unless prior to the vote they elected an appraisal and voted no)

· if it’s a cash out merger, SH can’t get stock in new entity even if she voted against cash out

2.  Appraisal

· appraisal: gives SHs value of firm without taking into account increased value due to merger

· DGCL §262: appraisal rights

· preserving appraisal right

· must file notice of dissent before SH vote (20 day window)

· must vote no in SH vote

· must file petition for appraisal within 12 days

· valuation

· old rule: value of minority shares

· new rule: pro-rata share of going concern value

· NOTE: this rule is theoretically inconsistent with idea that controlling SHs have right to full control premium

· drawbacks

· take risk that proposed merger price is above appraisal price (in which case you’re stuck with the appraisal value)

· attorney’s fees and delay in getting value (time value of money)

· market-out exception

· if you’re a SH in a publicly-traded traded firm and merger consideration is stock (in either acquiring firm or something else), you have no appraisal rights

· theory: assuming relatively efficient market, consideration is easy to value

· note: this doesn’t work in cases with controlling SH

· problem: market value is value of minority share; doesn’t account for increased pro-rata going concern value

3.  Duty of Loyalty in Freeze Out Mergers
· factors favoring finding of control

· courts will look for is de facto control over the deal

· historic evidence of board deference to major SH’s position 

· effective veto prevents firm from seeking alternative scenarios (ie. can’t find a “white knight” or merge with someone else CSH will just block the deal)

· challenging a freeze out merger

· in order to challenge a freeze out merger as a violation of the duty of loyalty, a SH must allege (and prove) specific acts of fraud, misrepresentation or other misconduct

· fairness: if π meets this burden, the board must prove that the merger was fair in terms of both dealing and price

· where conflicted directors did a feasibility study for acquiring firm assessing viability of merger using information obtained as directors of the target firm, the directors have a duty of candor obligation to inform target firm of the results of that study (Weinberger v. UOP, Inc., Del 1983 – 465)

· breach of duty of candor is not conclusive evidence that deal was unfair, but should be considered; it also vitiates the effects of SH ratification (not fully informed)

· other important considerations:

· was merger initiated by acquirer (although this will almost always be the case, so it’s not determinative)

· brief period for subsidiary to consider its options

· negotiations don’t look particularly intense

· CEO was Signal’s man

· no true price negotiation

· deal was rushed

· advised by parent’s investment banker

· footnote 7: had a committee made up of independent directors negotiated the merger, this would have strong evidence that the transaction met the standard of fairness

· disinterested director approval: if committee satisfies the requirements laid out Lynch (see below), the burden of proof re. fairness shifts to π (but no BJR)

· committee must be disinterested and fully informed
· committee must exercise bargaining power at arm’s length (two part test) – board must show:

· (a) majority SH did not dictate the terms of the merger

· (b) the committee had real bargaining power which it exercised on an arm’s-length basis

· threat of hostile takeover by controlling SH compromises board because CSH can block other deals (Kahn v. Lynch Communication Systems, Inc., Del 1994 – 476)

· this pressure removes the usual presumption that the board is better at figuring out what’s fair and good for the company

· theoretically difficult opinion b/c doesn’t fall cleanly within SH power / board power dichotomy

· SH approval: alternatively, if the board proves that (a) a majority of disinterested SHs approved the merger; and (b) the SHs were fully informed at the time of the vote, then the burden of proof re. fairness shifts to π
· SH cannot challenge a merger on the grounds that there is no business purpose, since eliminating minority SHs may be valuable in its own right (reduces costs of corporate governance)

· NOTE: although DGCL §261 suggests that appraisal is the only remedy in a merger approved by a majority of SHs, the Delaware Supreme Court has held that this is not the case if the controlling SH is on the other side of the deal (see Weinberger)

· potential remedies

· rescissory damages (i.e. put SH in the position she would have been in had there been no merger – similar to appraisal)

· enjoin the merger (if not completed)

· undo the merger (if not too much time has elapsed)

C.  Duties in a Tender Offer
· CSH can also effect a merger by first making a tender offer directly to SHs, followed by a short form merger (DGCL §253) once she reaches the 90% threshold
· plausible no duty argument

· since the board is not involved in this offer, one might think that it has no fiduciary duty to protect minority SHs from an unfair tender offer

· moreover, one might think that the CSH also has no fiduciary duties where it exercises its power as a SH (to buy and sell stock) rather than managerial power
· coercive aspects: as in Weinberger and Lynch, however, there are substantial fears that the CSH tender offer (like merger negotiations) may be coercive, which militates in favor of increased protections

· (1) minority SHs fear that if they decline tender offer but others accept, CSH will force a short form merger at a lower price than the tender offer
· time value of money further increases costs of holding out

· the only protection under §253 is appraisal (i.e. not fairness), so most likely the minority will be unable to challenge the terms of the merger

· (2) majority of the minority might fear that if they reject the tender offer CSH will take retaliatory action

· CSH tender offer is subject only to BJR review if (In re Pure Resources, Inc., Shareholders Litigation, Del Ch 2002 – 483):

· (1) the offer is non-coercive
· (a) subject to non-waivable majority of the minority tender condition
· minority = includes only SHs whose independence from CSH is not compromised (i.e. those who have incentives in the deal that others don’t have – like put rights, severance packages, etc. – should not be counted among the minority)

· (b) controlling SH promises to consummate a prompt §253 (shot form) merger at the same price if it obtains >90% of shares

· (c) no retributive threats

· (2) CSH duties: permit independent directors on the target board (a) free reign and (b) adequate time to assess and react to tender offer; including:

· (a) hiring independent advisors

· (b) providing recommendation re. tender offer to minority SHs

· (c) disclosing adequate information for minority SHs to make informed judgment

· this means providing the reasoning (e.g. valuation analysis) that led advisors to their conclusion, rather than simply providing their conclusions 

·  (3) independent director duties: undertake these tasks diligently, in good faith, and in pursuit of minority SHs’ best interests

· in short: real arm’s length negotiation with special committee
· board serves an important function in safeguarding SH interests when tender offer is made – SH interest: seeking highest price

· solve lack of information

· solve collective action problems

· mitigate potential coercion

· NOTE: where tender offer is not coercive, target board has no duty to block the transaction through use of a poison pill, nor do independent directors need to seek blocking power

VIII.  Takeovers: Evaluating Boards’ Defensive Actions

A.  Defensive Actions

· poison pills

· definition: selective issuance of stock

· if any SH reaches a trigger point (usually 15%), all other SHs will be given an option to buy additional shares at an artificially low price

· thus, not barred by laws against selective buy-back

· rational: gives the board leverage in negotiating a potential takeover

· must be redeemable (i.e. no dead hand pills – pills that are not redeemable by a newly elected ‘hostile’ board)

· proportionality

· pills are analyzed using BJR if put in place prior to a tender offer (Moran)

· if put in place in response to a tender offer, the pill must be assessed under Unocal
· to justify defensive measures, the board must show (Unocal Corp. v. Mesa Petroleum Co., Del 1985 – 500):

· NOTE: as Time-Warner makes clear, this test is really a variant of BJR: good faith & reasonable investigation

·  (1) threat: there was a danger to corporate policy and effectiveness

· articulate a legitimate threat 
· for example: inadequate price; nature and timing of deal; risk of non-consummation; quality of instruments exchanged; questions of legality; coercive deal (e.g. much better front-end than back-end) impact on other constituencies; post-Unocal: long term health of the corporation

· reasonable investigation: board concludes after looking into the matter that a danger exists to corporate policy & effectiveness

· e.g. meet with financial advisors and attorneys

· a court will not second guess management’s determination that a takeover bid possess a threat to the corporation as long as it is made in good faith and upon reasonable investigation

· NOTE: proof is materially enhanced when board is majority outside directors (no entrenchment concern), or board forms special committee of outsiders

· (2) proportionality: action must be reasonable in relation to the threat posed

· a preclusive or coercive response is not proportional

· if the response is not preclusive or coercive it must fall within a range of reasonableness (but this does not necessarily mean that it must be the least restrictive response)

· Unocal
· if Mesa acquired 64 million shares (37%) Unocal would purchase remaining outstanding shares for $72 in senior subordinated debt (effectively flipped the coercive aspects of Mesa’s offer because no one would want to sell to Mesa at $54 if they could get $72 by waiting)

· the offer was not extended to Mesa itself because this would have displaced some backend SHs and would have effectively financed Mesa’s takeover bid

· just say no: a firm may reject even a non-coercive takeover bid if it feels that increasing the long-term value of the firm is better served by another deal; e.g.:
· merger with different firm (Paramount v. Time, Del 1989 – 524)

· Time management changed its merger agreement with Warner in order to avoid a SH vote because they were worried that SHs would prefer Paramount unsolicited offer

· restructuring

· NOTE: it is much harder to make this argument if the board isn’t doing anything (especially if the offer price is significantly higher than the market price of shares)

· proxy contests: a defensive measure is not preclusive simply because it makes it more difficult for someone to stage a successful proxy contest

· in order to be preclusive, it must make a successful proxy contest mathematically impossible or realistically unattainable (see Unitrin)

· once sale of the firm is inevitable, the board’s sole duty is to maximize SH value (Revlon, Inc. v. MacAndrews and Forbes Holdings, Inc., Del 1986 – 520)
· the board bears the burden of proof

· if SHs receive only cash, the long term value of the firm is no longer a valid consideration

· the board can longer weigh the interests of other constituencies

· preference can be given to a particular bidder only insofar as reasonably necessary to benefit SHs (i.e. cannot prefer a bidder because it will manage firm better – after sale, SHs don’t care how the firm is managed)
· lock-ups

· acceptable 

· increase bid price (e.g. when attempting to secure an initial bid, agreeing to a cancellation fee may increase the value of the bid)

· counter a coercive or fraudulent bid

· unacceptable – beyond the authority of the board, and thus invalid and unenforceable
· end a bidding war (Revlon)
· Revlon: in response to a takeover bid, π entered into a deal with a white knight (Forstmann) that gave Forstmann three lockups: no-shop provision; $25 million cancellation fee; and a call option on π’s “crown jewels” (i.e. prized assets)

· QVC: should have used QVC offer to attempt to get a better deal from Viacom

· tip scales so wildly that it becomes much more expensive (and perhaps impossible) for a competing bidder
· when is Revlon triggered?
· (1) corporation initiates an active bidding process seeking to sell itself or effect a business reorganization involving a clear break-up of the company
· (2) in response to bidder’s offer, target firm abandons long-term strategy and seeks an alternate transaction involving break up of the company
· (3) sale of control
· board alienates control premium

· e.g. merger with firm with a controlling SH (e.g. QVC – as opposed to merger where control will be in the market); outright sale of firm (even if its to a publicly held firm with no controlling SH)
· policy issues

· should managers be allowed to defend against hostile offers?

· justifications for defense

· board’s right to manage (DGCL §141(a)): managers must defend firm in order to continue pursuing long-term strategy that they believe is in best interest of firm

· paternalism: SHs have inadequate information (free rider problem)

· management is in a better position to bargain (to obtain higher value)

· management is in a better position to protect against coercive bids

· countervailing factors

· management has self-preservation incentives that are not necessarily in the corporation’s best interests

· if takeover is “worth it” it is likely because management is doing a sub-par job (and allowing to defend itself perpetuates bad management)

· institutional SHs should be able to determine whether management is worth keeping
· combined with classified board, defensive measures (especially the poison pill) basically give board the power to determine whether or not the firm is acquired; this reduces the power of the market to discipline bad management – so, should courts ban poison pills?

· Arlen & Talley: “SH choice” regime would not result in SH choice, but would only induce boards to retain control using other unregulable measures that could be worse

· these measures would either replicate the effort of the pill or would be worse b/c they would deter bids altogether (hostile & friendly)

· in other words: SHs may accept (see slide)

· unregulable defenses (embedded defenses):

· post-bid: white knights; spin-offs; corp. restructuring

· pre-bid: unregulable; substitutes; value reducing

· targeted: deter hostile bids only

· lower cost to managers

· lower claim to be OK

· examples: 

· dual class stock (“sweetheart” preferred)

· spin-off with SHs of SO held by voting trust

· popular pre-Time-Warner: issue debt with change of control provisions (if there’s a hostile deal, debt holders can force firm to buy back debt at huge premium)

· termination / exit option

· competitor

· friendly hands

· penalty / liquidation option

· JV: 3rd party can buy JV at discount

· Schering-Plough/Merck: if S-P is taken over, M gets to buy joint venture at far below market price

· debt covenants with change of control puts

B.  Manipulation of Proxy Contests

· NOTE: be careful not to apply the following cases everywhere; apply them only exactly where they apply

· test (Blasius)

· (1) did board act primarily for the purpose of impeding SH voting power

· the action must interfere with the integrity of the vote

· that is, it must prevent SHs from being given a full & fair opportunity to vote

· NOTE: the board can take actions that obviate the need for a vote (e.g. Time-Warner)

· (2) if so, the board bears the heavy burden of demonstrating a compelling justification for such action

· the board cannot change the date of the annual SH meeting in order to achieve an inequitable advantage in a proxy contest (Schnell v. Cris-Craft, Del 1971 – 559)

· board had previously resisted request for SH list

· in advance of a proxy contest wherein π (∆’s largest SH) sought to increase the size of the board from 7 to 15 (the maximum allowed by the CI) and fill the 8 new spots with its own candidates, ∆’s board amended the bylaws to increase the number of directors to 9 and filled the two new spots with allies (thus preventing π from gaining control of the board through the proxy contest) (Blasius Industries, Inc. v. Atlas Corp., Del Ch 1988 – 560)

· restructuring intended to deprive shareholders of right to elect new directors at upcoming annual meeting is impermissible (Hilton Hotels Corp. v. ITT Corp., D. Nev. 1997 – 177)

· in an attempt to defend against a hostile takeover, ∆’s board devised a plan to spin off approximately 93% of ∆’s current assets into a subsidiary whose stock would be distributed to SHs as a dividend

· the board for this new corporation would have the same membership as the existing board but would be staggered into three year election cycle

· an 80% shareholder vote would be required to remove board without cause or to alter the classified board provision and removal provision
IX.  Insider Trading
A.  Rule 10b-5:  Classic Insider Trading

· §10(b): it shall be unlawful to use or employ, in connection with the purchase of sale of any security registered on a national securities exchange or any security not so registered, and manipulative or deceptive device or contrivance in contravention of such rules and regulations as the SEC may prescribe as necessary or appropriate in the public interest or for the protection of investors
· Rule 10b-5: governs all securities fraud

· basically, when you lie in a way that touches on the value of securities, you’ve violated this rule

· elements of the offense:

· materiality nonpublic information

· material: would reasonable SH consider it significant?

· nonpublic: 

· scienter (knowledge – that it was a lie)

· standing

· transaction causation

· loss causation

· deceptive device: a trade by traditional insiders, who have “a relationship of trust and confidence” with SHs, is a “deceptive device” because that relationship gives rise to a duty to disclose or abstain (SEC v. Texas Gulf Sulphur Co., 2d Cir 1968 – 592)

· SEC cannot define an offense in a way that does not fit within common law fraud (Chiarella v. United States, 1980 – 608)

· fraud is not simply having nonpublic information and trading

· there must be some sort of special relationship (fiduciary duty)

· officer or director of firm (although court has to push law a bit to say that this is a duty to SHs rather than to firm)

· NOTE: the Court ignores fact that when a director or officer sells stock, she is usually dealing with strangers (i.e. non-SHs – although they’re about to be – to whom the director or officer owes no duty)

· who is an insider?

· for a tippee to inherit a tipper’s liability (Dirks):

· (a) the tipper must flunk “personal benefit” test; and
· that is, the tipper must receive a personal benefit by passing along the information

· in other words, when the tipper breaches her fiduciary duty by exchanging inside information for some sort of benefit, the tippee inherits the duty (and violates Rule 10b-5 by trading on the information)
· (b) the tippee must know or have reason to know (recklessness rather than negligence) of the breach

· footnote 14: constructive insiders – a fiduciary duty arises where corporate information is revealed to an outsider (e.g. an accountant, lawyer, consultant) who has entered into a special confidential relationship in the conduct of the business of the enterprise & is given access to information solely for corporate purposes
B.  Misappropriation & Rule 14e-3

· misappropriation: with regard to tender offers, material, nonpublic information cannot be traded on if the individual knows that the information is nonpublic and that it came directly of indirectly from the target firm, the acquirer, or an officer, director, employee, or any other person acting on behalf of the target or acquirer (see O’Hagan)
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