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I. Introduction (p. 1-40) [1/9]
a. Corporation: legal construct, there is nothing you can touch and feel. It’s a manner of doing business, an organizational form, created and sanctioned by the legislature. If you do it right you get the benefits, if you do it wrong you’re not a corporation.
i. There are only two business forms in US that will arise if you do nothing other than conduct your enterprise: 
1. Sole proprietorship: all ownership of business in one person and all profits/losses generated go to that one person.
2. General partnership: two or more people engaged in an enterprise for profit where each of them has some ownership rights/shares. 
ii. Other business forms in wide use:
1. limited partnership: combination of general partnership and LL in non-managing investors; for many organizational and tax reasons, it’s beneficial to organize as limited partnership.  General and limited partnerships are highly contractual( statutes provide default terms, but with very few exceptions you can contract around them. 

2. Corporation: many more required aspects to it; cannot come into being by accident, it has to be intentionally created by the filing of right documents filled out correctly with right authority. 
b. Models help us describe corporations and predict outcomes:
i. Factors influencing choice of the corporate form

1. LL of Sh

2. Perpetual existence of the co

3. Easy transferability of ownership interests

4. Centralized management 

5. (Tax reasons)

ii. Economic analysis of corporations
1. Economists see the co. not as a monolithic entity but as a collection of participants – managers, investors, creditors – each pursuing their own self-interest, even if restrained by market or other forces from exploiting the others. 

2. The key point on which to focus at the outset is the nature of the agency relationship w/in the large public corporation. The master problem of American corporate law is how to control management discretion and prevent opportunistic behavior. 

3. Berle/Means, The Modern Corporation and Private Property (1932): separation of ownership and managers left SH relatively powerless: managers hired owners rather than the inverse!

4. M-form corporation b/c/ transactions costs by Ronald Coase. Rise of the M-form has mitigated problem of managerial discretion by Berle/Means

5. Behavioral model: managers seek less to profit-maximizing than to “profit satisfice” b/c of insecurity

6. Agency-cost model: Jensen/Meckling say that principals control their agents through (i) equity incentives, such as stock options (ii) monitoring controls (iii) bonding devices
iii. Contract model: views corp. as web of contractual relationships with consequences (indefiniteness is dealt with in only limited number of cases, not many implied obligations, most claims are fixed). There are serious criticisms of this theory.
iv. Fiduciary model: flows from Court’s historical need to figure out law to apply to corps. and their agents (Ds relation to SH and manager’s relations to Ds).  Existing model based on trust law( fiduciary is obliged to act in interest of beneficiary and not in his own self interest—this is in dramatic contrast to contract where assumption is that parties further own self-interest. Beneficiary of trust is powerless and dependent on trustee, which has greater knowledge and ability to act, and law imposes obligation on trustee not to take advantage of beneficiary. 
v. Corporate model: falls between pure contract notion and pure trust model( restrictive agency relationship: there are limits on what principal/trustee/director/officer can do that affects beneficiary/SH interests. 
vi. Governmental model: look like mini-govt. ( there is a constitution (public, difficult to amend, supreme law); by-laws are like statutes (not always public); resolutions of Board of Ds are like regulatory materials (transaction specific, flow from limited grant of authority to Board, not public). Looks at separation of power, checks and balances, residuary power of stockholders (akin to voters in republic). 
c. Modern corporate statutes are enabling statutes rather than regulatory statutes (i.e. tax law)
i. Govern internal affairs of corp. (between Board, stockholders, managers, sometimes employees)
ii. Statutes that govern corporate conduct, usually dealing with external issues( environmental laws, OSHA, etc. 
iii. Specific regulatory statutes (i.e. insurance, banking) deeply involved in some types of corp. 

iv. Federal Securities Acts (principle regulatory statutes we will look at)
1. significantly amended in 2002 by Sarbanes-Oxley Act (SOX)
2. drafted in response to Enron and passed in response to WorldCom
3. Securities Laws address only to limited extent relationship between corp. and stakeholders( for this we look at State corporate law
d. Most are small: about 5 million corporations in this country
i. 600,000 incorporated every year: most don’t last, but there’s still steady increase
ii. Public corporations: have a class of securities traded on liquid capital market
1. NYSE: oldest exchange in country, 3000 companies traded (varies); number of companies will likely decrease due to takeovers coupled with no increase in companies going public (IPO: initial public offerings). 
2. Nasdaq: different requirements from NYSE, more welcoming to high tech companies and those with no historical earnings. At its max, 4000 companies were traded here.  Nasdaq is divided into markets: major one is Nasdaq National Market (v. small capitalization market): i.e. Microsoft and Intel. 
iii. Only about 3000-4000 companies are the big ones we tend to think about.
e. Comparative corporate law: US is not only system, it continues to change--we’ve added LL Company (entity which tries to take benefits of corporate form and combine it with beneficial tax effects of partnership form). 
i. SOX requires certain structures be built into corporations, which worked very well for some institutions, but in many countries this is not a structure that is common. As a result, Deutsche Bank pulled out from NYSE—structure of corporate form in Germany are different (there are two Boards of Ds—supervisory and management—and what we consider job of Board is split in ways that don’t correspond to our laws). Other markets tend to be less liquid and accessible—we look at going public as realization of investment. 
f. Structure of corporation: inverted pyramids
1. SH: 
2. Board of Ds: agent of SH (elected by them) and has primary supervisory responsibility.  
3. Managers: 
ii. All of recent reforms have not radically restructured the corporation

iii. Corporations act through their agents

iv. Same person can hold all three roles( need to distinguish capacity in which a person is acting, dictates authority and consequences. 
1. this can make all the difference between personal, corporate, and no liability. 

v. We’re still implementing SOX, we don’t know what the benefits are yet.

vi. Mosaic of players involved in regulating corporate behavior:
1. state law (administered by State court judges, mostly DE Court of Chancery and DE Supreme Court)

2. Securities and Exchange Commission (administers statutes which regulate public securities market and access to this market and has some rules with respect to how corps. communicate with SH)
a. Brings own cases( Federal litigation
b. Can bring cases directly in District Court, or it can bring administrative proceedings appealable to DC Circuit Court of Appeals
3. Marketplaces (NYSE, Nasdaq): as part of job in deciding who can list, they have ‘listing standards’: (1) quantitative; (2) qualitative (i.e. audit committees)
4. Feedback among players: for example, there are requirements for Board of Ds coming from SOX—DE Courts have adopted many of these concepts and are moving back into the State law concepts. 
vii. Enron: represents series of failings in system that was then in place to oversee and regulate information flow in a public company or any corp. of significant size
g. Statutes: general application( apply to all corporations
i. There are significant differences in environment for small and large corp.

ii. While Fed. Securities Act don’t apply to small private companies, there are special sections of State statutes that apply only to small privately held corp. that elect to use them. 
II. BOARD OF DS: 
a. Corporate law delegates the co’s power and authority to its BoD. In every state, there is a statutory provision paralleling RMBCA 8.01(b): all corporate powers shall be exercised by or under authority of, and the business and affairs of the corporation managed under the direction o, its BoD …” 

b. RMBCA 8.01(b)/ DEL 141(b) One or more individuals
i. Number may be increased or decreased by amendment to articles of incorporation/COI or bylaws

c. RMBCA 8.01(b)/ DEL 141(b) Articles of incorporation/COI or bylaws may prescribe qualifications for Ds
d. Inside and outside Ds: 

i. Inside: employed full time by corp., usually officers

ii. Outside: not insiders; 

1. Affiliated: receive compensation/benefit not in form of salary, but in other ways (i.e. major supplier of corp. may be represented on the Board).  Affiliations have potential to create a bias. 
e. Independent Director( subclass of outside Ds
i. Unbiased view who is willing to give best judgment on matters affecting the company untainted by any conflict, including the appearance of conflict.

ii. Preferred decision-maker for variety of corporate matters
iii. This has become regulation

iv. In all public companies, majority of board is made up by independent Ds (under a variety of definitions)
BoD TRANSITION:

f. Boards in the US are still chaired largely by CEO
i. Titles change: currently, head of company is CEO (often only inside director on the board) and is also the Chairman of the Board. 
1. Urged in SOX and currently the case in UK: Non-executive Chair of the board (independent director).
a. This has been resisted by companies and groups:
2. Compromise: because independent Ds have such significant role, they often meet separately (if listed, they are required to meet independently)( someone has to call these meetings and conduct them, this person is called the LEAD/PRESIDING DIRECTOR.
g. After SOX, Board of listed company must have three committees composed of independent Ds and have at least three members, and have a charter (published periodically):
1. AUDIT COMMITTEE – ENHANCED ROLE: 
2. Compensation Committee: 

3. Nominating & Governance Committee: 
ii. This does not include other committees Board may choose to form (i.e. strategy, executive)
iii. This change is combined with a decrease in size of Board( at the same time time commitment is increased, and efficiency is increased when smaller. 
h. NEW INDEPENDENCE REQUIREMENTS FOR LISTED COMPANIES

i. Majority of independent D;

ii. 3 committees

iii. Definition of independent D has been tightened. 

i. Functions of Board of Ds:
i. Resource and Advisor to management: lots of experience, retired executives, special expertise
ii. Independent Agent of SH: act on behalf of SH in running the company, primarily in choosing Officers. 

iii. Checklist oriented regime for the Boards—what do we really want?

1. maximizing wealth of SH
2. monitoring corporate operations
3. establish goals & mission statement
4. counterbalance executive’s inclination towards short-term profits( develop compensation plan that will further goals of corp., maximize wealth of SH, and not incentivize officers to act in a way that will create short term profits only.
5. want Boards to look at long-term interests( Enron just had a bad business plan.
6. want Board to make sure company is in compliance with relevant laws and regulation
7. want Board to be ethical, principled, smart, knowledgeable
iv. How to create this change?

1. Process-oriented solution: we cannot define with greater specificity what we really want, but we can try to improve quality of decision making by changing information they receive, and requiring that it be processed in a certain way. Resulting decisions might not be the best, but since we can’t control the substance we control the process (classic legal solution to a substantive problem). 
2. In all the scandals, very few Ds were accused of fraud—it was pretty much all done under ‘management’ yet the Board is the place we look to for monitoring of management.
3. SH of public companies are widely dispersed so they can’t monitor

4. Institutions are not yet effective in monitoring (i.e. insurance companies, mutual funds, pension funds, bank trust depts.)

a. Many people look to institutional investors as group that has money as well as interest and expertise to actively push companies in the direction they want them to go. However, institutions vary widely and stockholdings tend to be very small in any one company (i.e. hold 2-3% in each company) and need to be able to buy/sell stock whenever they want—need liquidity in their portfolio.

i. Risk is that institutions will gain insider information that will make it difficult to trade. 
ii. Therefore, they will not go on Board of Ds and many won’t even discuss issues with management.

b. New kind of institutional investors( financial investors (hedge funds) whose goal is to make stock price rise quickly to change corporate strategy that they hope will make stock value rise.  Large pools of capital to invest.
i. Activist hedge funds: pushing companies to put themselves up for sale; pressure on companies to make changes on the business to increase value of their stock. 
ii. Many hedge funds are leveraged (they borrow the money)—the longer they hold stock the greater interest they have to pay on the debt. They are interested in fast-moving transactions. 
iii. They are causing boards to respond( we don’t know yet whether these investors will have an overall beneficial effect on companies or not. 

j. What problem are we seeking to correct?

i. Separation of Ownership and Control by Berle/Means
1. In sole proprietorship there is no divergence between what owner and management wants. 
2. In a small closely held company (non-public) situation is similar—often all owners are also managers. 
3. Once you have a passive SH (owner of shares who is not involved in management) then the problem arises of aligning interests of management with interests of SH. Interests of the owners diverge greatly. 
· Monitoring management: easy in sole proprietorship and CC; most SH have diversified portfolios (not all in one company), so they’re not dependent on performance of any one asset or anyone company. So their inclination/incentive to monitor management of a particular company is quite small and they can always get out.  
· Costs of communicating among SH are high
III. Management
a. How do we make sure they don’t act solely in self-interest? What mechanism can we use to keep managers from taking inappropriate risks? Agency Cost Model by Jensen/Meckling
i. Equity-based incentives: give them more stocks to align interests with stockholders
1. why not give them shares of stock: would be taxed as income
a. stock is worth the market price on the day they get it
b. we don’t want them to sell the stocks

c. outright grant of stock is impracticable and not very beneficial and won’t create the kind of incentive we want to create

2. stock options: option to buy shares of stock at a certain price (market value on day option is given)
a. Can’t be exercised immediately—you make no money (you would just pay market price). 

b. Idea of the option is that if stock price increases over time, officer can buy it at the lower price given when option is granted
c. When can you exercise the right? Generally, the right is not vested at time of grant, and it generally vests over a period of time (1/3 will vest each year for three years). 
i. Want to create a long-term and consistent interest. 
ii. Also works as a retention strategy
d. Particularly used by non-public companies( lucrative for Microsoft Millionaires (Microsoft gave options to all of its employees and stock became very valuable and made many people rich). 
i. Non-public companies, particularly tech companies, used stock options in pre IPO era because they don’t have to spend cash to recruit and pay employees.
ii. This is particularly true for a company that was planning to go public( option is more valuable because it indicates that stock will rise in value when it does go public. 
iii. Post IPO options can also be valuable (i.e. Microsoft) but rise in value after company goes public is considerable. 
e. Currently, stock options have gone out of favor( 

i. Companies were giving huge option grants to senior managers, who were not the people that were supposedly hard to retain/recruit and were not very restricted option grants—could be exercised pretty quickly.  As a result, senior managers were focusing on share price almost to the exclusion of any other corporate goal and were engaged in activities designed to satisfy the market and get the stock price up and keep it up to increase personal wealth. 
ii. Companies were using stock option grants as a free good instead of other kind of compensation, and wouldn’t have to deduct it (didn’t consider it a compensation expense). This has no changed, and now all public companies are being required to expense their stock option grants (required to value the grants and take the value of these grants as expenses against earnings). 
3. Restricted stock: now introduced; real stock but can’t be immediately sold. Replicate a staged ownership and incentive structure. Even if price goes up, officers can’t cash in on stocks.
ii. Performance based compensation: are compensations being keyed to right performance or is same mistake as stock option being made?
1. Another way to link manager with SH interest if you can identify performance that will maximize profits for SH over the term. 
iii. Outside Monitoring: by Board and outside auditors
1. Auditing firms (4 that monitor almost every large company)( now hired by and report solely to audit committee of board. 
a. A major problem at Enron was that auditors reported to Management

2. Auditors are no longer permitted to render other services to the corporation

a. Felt that audit was held hostage to consulting fees. 
iv. Legal rules and regulations: limit activity and way management can engage in certain activities, and prohibit certain things (i.e. loans to executives—SOX)
1. criminal sanctions have become increasingly used. SOX requires CEO and CFO each sign financial statements and certify that they are accurate under criminal penalty. 
v. Market Forces: in practical terms, these are most significant constraint on managers
1. required disclosures
2. existence of large liquid market creates possibility of takeover( this will occur when stock price goes down due to bad management
IV. Social Responsibility of Corporation
a. Large aggregations of wealth created by law with decision making authority centralized in small group have tremendous power that is often political, which carries obligation to use power in socially responsible fashion

i. ALI Principles of Corporate Governance § 2.01 (p. 38)

1. corporations should have as objective enhancing corporate profit and SH gain
2. Even if profit is not gained:

a. Obliged to act within boundaries of law
b. May take into account ethical considerations
c. May devote reasonable resources to public welfare, humanitarian, educational, philanthropic purposes

ii. News: companies getting rid of pension plans for new employees( can do that when they declare bankruptcy (which lifts all contractual commitments) 
1. what about companies that are not in bankruptcy? Or is it a social responsibility to their workers? 
a. Can destabilize society through lack of pension—create incentive for govt. to regulate against this.  
b. Is it corp.’s responsibility not to push off this cost on society? If goal is to enhance profit and SH gain, what’s wrong with this?
2. corp. are financial experts, not social/philanthropic experts
3. some people believe that corp. should take responsibility for a variety of phenomena that are not directly their concerned (i.e. child labor laws, Sullivan principle)

V. Agency of Board of Ds: 
a. Management of corp. is vested in Ds, elected by SH that have little other rights (required to vote in certain fundamental changes under State law: mergers, dissolution, changes to charter). 

i. Under Fed. law there might be other things SH must vote on

b. SH may and often do vote on wide variety of other matters( mechanism for them to propose things to be voted on (SH proposals). Governed by Fed. Proxy Rules.
i. proposals are not binding no matter how many votes they get( precatory
ii. often been held that Ds may not simply follow SH vote, they are required to exercise independent judgment on matter before them.
iii. Today, this mechanism is being widely used by activist SH and Boards are paying more attention
iv. Proxy Contests( election campaigns for Ds, sometimes used strategically

v. Proxy Season: public companies operate on calendar fiscal year.  Must give notice for SH votes( between April and June most SH mtg. of public co. take place and vote.
c. Basic Principle: Del. 141(a)( MBCA 8.01(b): the business and affairs of every corp. shall be managed by or under direction of a Board of Ds( mandatory provision. 
i. Exception: does not relate to public companies (only to CC)

ii. Need only one Director to form a corporation
1. we know there will be more than one in any corp. that is subject to Committee and Independent majority rules (above)
iii. Constraints on Board: more practical than legal; external limitations on what Board can do, but essentially it has the full power of the corp.
iv. Collegial body( limited ways for Board to act without a meeting; very rare that a single director can bind the corporation when acting as a director (and not an officer)
d. Del. 141(b): Board acts by vote at a meeting at which a quorum is present (majority of Ds unless stated otherwise in bylaws)
i. In a board of 8, quorum is 5, and there is a bare quorum present at mtg. vote needed is 3
ii. If all board is present, vote needed is 5

iii. If 7 Ds are present, vote needed is 4

iv. Exceptions: 
1. action by conference call [141(i) and MBCA 8.20(b)]( all voices must be heard, ability to deliberate 
2. Unanimous written consent [141(f) and MBCA 8.21]
VI. OFFICERS: MBCA 8.40 / Del. 142
a. Day-to-day management of the American public corporation is entrusted to officers, who are appointed and can be removed at any time by BoD!
b. Del 148: one officer must record minutes; any number of offices may be held by same person ‘as may be necessary to enable it to sign instruments and stock certificates and comply with 103 and 108’
i. These sections say that to sign shares of stock you need chairperson, president, and by treasurer/secretary -> two (2) officers.
ii. Why do you need two( need copy of authority of officer to take action, and you need a witness (president) to testify that this is the right person—certify the incumbency of the officer. 
c. Officers are primary agents through which corp. acts( can take independent action within scope of agency law.
d. Agency law: basic law of organization, simplest form of org. is sole proprietorship—as soon as he engages anyone else to help conduct business agency relationship happens. Most widely known example is employer/employee
i. Agent is person who by (1) mutual assent (2) acts on behalf of another and (3) subject to the other’s control. The other is the principal. The existence of agency relationship need not be in writing or be understood by parties—it arises by operation of law. 
ii. Ex: ask a friend to buy a book for you( agency relationship
1. control: can’t do other than told unless she can make decision based on what she knows you would want( in this way, principal is in control.
iii. Agent is liable to principal for faithful performance of his duties, principal is liable to agent for liability to results from performance of duty
iv. Transaction with third party that raises the question:

1. third party may sue either agent, principal, or both

v. corporation acts through agents( you can sue corp., agents, or both
1. SH can sue officer or corp.

e. officials are often not liable for acts of corp. ( corp. is usually ‘disclosed principals’ (everyone knows you’re acting in capacity on behalf of corp.)
i. if agent had authority to act, then agent is not bound, but corporation is (i.e. if agent signs contract, can’t sue agent for breach of contract, must sue corp.)
1. different than tort case, because there argument is that agent was negligent—not within scope of authority of agent. Here corp. is also liable due to respondeat superior. 
ii. Often question turns on whether agent acted within authority
1. ACTUAL: express/implied( through eyes of agent
a. if principal’s words or conduct would lead reasonable person in agent’s position to believe that principal had authorized him so to act, there is actual authority
b. ex: resolution of Board dictating transaction, bylaw describing duties of office

c. third parties: doesn’t matter whether third party knew or believed agent had authority.

d. Implied( authority to do such acts that are necessary to accomplish what you’re supposed to do

2. APPARENT: through eyes of third party
a. if words or conduct of principal would cause a reasonable person in third party’s position to believe principal had authorized the agent then principal is bound
b. this could be both action or inaction
c. important source is the power of position (certain positions are recognized to entail performance of certain duties, so it’s per se reasonable to believe this person has certain authority)
i. a careful lawyer dealing with significant transaction will not rely on this
d. Titles: somewhat complex
e. Certain industries use titles differently( i.e. in banks they’re all Vice Presidents
f. Ford v. Unity Hospital: transaction involving three corporations. Kraft was Treasurer of Anaconda. Robin International is an unaffiliated corp. who borrows money from GOF. Kraft issues a guarantee of this debt by Anaconda to GOF as a favor to Robin Int’l CEO. Robin defaults on debt and GOF goes after Anaconda on the guarantee. Kraft had no actual authority. GOF asserts Kraft had apparent authority—it was reasonably for GOF to assume based on Anaconda’s words or conduct that Kraft had authority to enter into this transaction. Supports this by: (1) corporate officer which carries with it lots of authority; (2) access to corp. seal; (3) picture in annual report; (4) bylaw that gives him authority to execute evidence of indebtedness. Holding: GOF loses—no authority.  (1) Anaconda is not involved in this transaction at all, so there is no apparent tie to Anaconda in any way. (2) This is an extraordinary transaction, therefore GOF was put on notice that it had to investigate authority. [Guarantee of the debt of an unaffiliated corp. in a transaction in which it has no interest is extraordinary( use of corp. asset for non-corp. purpose]. 
i. Court places burden of investigation on P
ii. Kraft could have bound Anaconda even if it was fraudulent if he had been acting within scope of his authority.
g. American Union Financial: corp. secretary sealed and certified copy of board of Ds resolution which had never been passed( fraud.  Her husband was president of corp. and sec. of another.  Holding: Third party was entitled to rely and did not have to investigate further( it’s the primary job of sec. to certify minutes and resolutions of board.

i. Sec. authority also extends to incumbency certificate
3. INHERENT: exists where there is no actual and sometimes no apparent authority. Viewed through eyes of principal. Exists because realistically all agents can be expected to deviate from instructions/limitations. The more general the agency, the longer it lasts, and the more discretion the agent has the more likely a deviation is.  Deviation may not be bad—they may just be responses to changing circumstances. Authority will be found when reasonable principal would have foreseen kind of deviation as significantly likely. We have this because in a relationship between principal and agent in long-standing relationship you cannot lay out all the specifics—you must leave room for discretion. 
a. Exists between SH and Board and often between Board and some of the executives. 

b. Alternate rule would place the risk of loss on the third party. 
c. Principal can police activity of agent and take actions to stop it

f. CCs: 
i. Characteristics of corporate form are LL, centrality of management, perpetual life, transferability of interest (as well as tax treatment)
ii. Partnership( life of entity ends where one or more of owners dies or leaves; each partner has authority to bind partnership fully in conduct of business; backed by full personal liability
iii. CC is a hybrid( it’s a partnership but it’s incorporated; limitation on transferability of shares; few partners/owners. 
1. often disregard corp. formality.
g. News:
i. SEC has been criticized for executive compensation. Securities Act are disclosure statutes so SEC’s normal response to a problem is disclosure based.  SEC has been criticized for failing to require companies to make disclosures in fuller and more transparent way. 
1. process of proposing a reform of disclosure of compensation

ii. Guidant Corp.: going to be acquired; current bids by Johnson & Johnson and Boston Scientific. Guidant is maker of defibilators. A year ago, J&J proposed to acquire it in a transaction valued at $25 billion (not a huge acquisition these days). Market capitalization (shares tradeable value). J&J decided to purchase, and due to overlap and size of acquisition it had to seek advance clearance from Anti-Trust Regulators (DOJ and Federal Trade Commission). When they received FTC approval, Guidant products had been subject of recalls involving malfunctions. J&J decided to walk away from the deal( material adverse development. In the merger agreement, J&J had a material adverse change-out, clause that allowed it to terminate its offer if there is material adverse change in business prospects of the company. Guidant strongly resisted claim that there was a material adverse change saying J&J had plenty of time to do diligence. 
1. Rather than litigate, J&J came back with a lower offer of $23 billion ($71/share).
2. In response to Boston Scientific, J&J upped its re-offer a bit to $24 billion.
3. Boston Scientific made new bid of $27 billion ($80/share).
4. View of Board of Ds of Guidant (target corp.): bidders are subject to different regulations because it’s not affecting their own SH. 
a. Accepted bid of $71/share( signed contract which sets forth terms under which transaction will take place; unless it has outs, we are bound.
b. Possible for company to accept higher bid if you’d like
i. Ramification: level of uncertainty (due to anti-trust issues of Boston Scientific, which it believes it has solved); 
ii. Huge acquisition for Boston Scientific, almost insignificant for J&J

c. Find out high end of bidding( finance dept. of corporations; outside advisors of Financial Groups; 
d. Can the board turn down $80 offer?

i. YES: what will be the effect of this acquisition to Boston Scientific to SH? 
ii. Maximize profits, look out for interests of SH. 

VII. ULTRA VIRES (Beyond the Power): Traditionally, corporate operations were limited to confines established in charter’s purpose clause. Anything else was ultra vires, beyond the power conferred upon corporation by state, and could potentially be set aside as result of successful challenges by persons conducting business with corporation. With demise of narrow purpose clause, little remains of ultra vires. 

a. Traditional Ultra Vires: Used by corporations as defense, to nullify contracts, so that they would be unenforceable by or against corporation. Exceptions to ultra vires were (1) if one party fully performed, the other would be estopped from relying on doctrine and (2) under some circumstances, SHs would be said to have implicitly or explicitly ratified ultra vires act.

b. Ultra Vires Change: Defensive aspect of doctrine (e.g. contract nullification by corporation) have been abolished, but ultra vires can be used as offensive weapon.
c. MBCA § 3.01- Purpose: Corporation may be organized under MBCA for purpose of engaging in any lawful business, unless company is in regulated business such as banking or insurance, for which there are special statutes.

d. MBCA § 3.04 - Ultra Vires: Corporation’s power to act may be challenged by:

i. Suit brought by SH to enjoin corporate act.

ii. Suit by corporation against D or officer to enjoin corporate act.

iii. Suit brought by state (Attorney General) to enjoin corporate act that violate public policy. 

e. Corporate Powers: Abolition of ultra vires leaves a few loopholes. SH may still sue to enjoin corporation from acting beyond its powers. If (1) corporation has charter that expressly limits it powers or (2) chart is silent on powers and state has not yet revised its statute to give all lawful powers where charter is silent, SH may be able to obtain injunction on ultra vires doctrine. However, corporation usually has broad range of powers. MBCA § 3.02 - General Powers: Corporation has same powers as an individual to do all things necessary and convenient to carry out its business and affairs. Such powers include:

i. Charitable Donations: MBCA § 3.02 (13) 

ii. Lend Money: MBCA § 3.02 (8) 

iii. Partnership: MBCA § 3.02 (9) 

VIII. Duty of Care
a. Corporate managers – Ds, officers and, usually, controlling SH (see Perlman v. Feldman) may be held responsible for breach of duty to 3 classes of persons 

i. Creditors

ii. SH

iii. Corporate entity itself

· Breach of duty of care and of duty of loyalty is a breach of duty to the corporation itself

· See decisions that hold corporate managers liable to individual SH for negligence or failing to exercise DD in connection w/ misstaments or omissions. See Gould v. American Hawaiian (SEA 14 – managers solicitation of proxies) and Escort v, BarChris (SA 11- corporation’s RS for distribution of its sec).

· Also other potential liabilities for violations of various federal and state regulatory statutes (in addition to the federal sec acts)

- SOX adopted a criminal statute that requires CEO and CFO to certify that any financial statement filed w/ the SEC under SEA Sections 13(a) or 15(d) “fully complies w/ the requirements of those sections and that info contained in the periodic report fairly presents in all material respects the financial condition and results of operations of the issuer.

b. Two broad types of obligations of Ds:
i. Duty of Care: grounded in negligence theory; what is negligent varies with circumstances, but ∏ always has to show that there was a duty owed to ∏, breach, proximate causation, injury. 
ii. Duty of Loyalty: has to do with conflicts of interest; under Agency law, the agent/fiduciary has obligation to act in best interest of the principal/beneficiary. Conflicts of interest have to be either avoided or cured. 
1. determining what is an actionable conflict of interest and how it can be cured.
c. Duty of care violation may yield damages, but contract remains enforced. Duty of loyalty violation renders the contract void. 

d. Changes in law: have to do with changes in information law and who has authority to make decisions within the Board. As we change info that person is required to possess to make decisions, we will change what our reasonable expectations are of decision-making; same goes for who makes the decision. 
e. Shlensky v. Wrigley: SH of the Cubs says that all other teams play night games and has lights in stadium, so Wrigley is being wasteful by not putting lights in stadium—it would generate more income by holding night games.
i. Holding: claim dismissed
ii. Reasoning: Board had right to make that decision
1. This is a business judgment that enjoys benefit of presumption that it was formed in good faith and was designed to promote best interests of the corporation.
a. Burden of proof is shifted to ∏

b. Can be destroyed through 
(i) Fraud, 
(ii) Illegality, 
(iii) Conflict of interest
- Not in this case
2. Dumb decision: made on subjective romantic notion about old-time baseball.
a. We don’t know what affected their decision
b. We know some decisions will turn out badly( things change and companies take risks
c. If we sued all the time, the Court would be the arbiter( we would rather have the Board do it. 

3. No damage: many things affect earnings and losses, and ∏ failed to show that putting in lights would raise profits. 
iii. If company is in decline due to mismanagement, can SH bring suit?
1. NO: no particular bad decision you can tie to any particular loss
2. You can try to not re-elect Board members
3. You need fraud, illegality, conflict of interest AND cause/damage
f. What happens if breach of duty of care is found?
i. Personal liability of Ds( this is part of reason why we give them so much scope of decision-making without finding a breach.

g. Miller v. A&T (3rd Cir.1974, p.79) SH derivative action against the Board (corp. named because it’s a derivative action—claim of harm to the corp. not to SH in individual capacity—damages go to the corp.) claiming failure of ATT to collect debt from Democratic National Committee which amounts to political contribution and that failure to collect is a breach of duty. 
i. Issue: is board negligent?
ii. Reasoning: it regularly happens for good business reasons that company does not collect debt. So this is protected by business judgment rule. 
1. It won’t be easy to prove illegal contribution

a. Contribution

b. Connection to federal election

c. Purpose of influencing outcome of election

iii. Holding: cause of action exists—if ∏ can prove that this amounts to illegal contribution( probably not going to happen.  Failure to collect( protected by business judgment rule. 
h. Smith v. Van Gorkom: (1985) midst of merger mania. People thought this case would lead to the end of the business judgment rule, making Board meetings the realm of the Court.
i. Facts: P sued D (CEO-Chairman of TransUnion) and the BoD.  

1. D held a lot of TU shares, but was still a minority SH.  He was close to retirement and wanted to sell his stock before he retired.  

2. Trans Union had a large cash flow, but even more tax credits that went unused (b/c the business generated large tax investments and bought assets that were eligible for accelerated depreciation).  In order to capitalize on these credits, the sale of Trans Union was proposed.  

3. D had the CFO determine a price at which a leveraged buyout (LBO) could occur.  The CFO calculated the price at $50/share, but intimated that it could go up to $60/share.  

4. D went to Jay Pritzker, a noted LBO artist (and a social acquaintance) and proposed a $55/share deal (the company’s stock had never been traded at more than $39.50/share, but no study was performed to determine the value of the TU shares), which was accepted.  

5. TU could receive but not solicit other competing offers for 90 days (did not receive any other offers).  

6. The BoD approved the deal in a 2 hour meeting ‑ without knowledge of the specifics of the deal, seeing the documents, or relying on anything other than D’s oral presentation.

ii. note: 3 ways to acquire a company

	
	BoD
	SH

	STOCK
	NO role 
YES role under Sec Reg
	-> TENDER OFFER

-> Done by acquiring stock; theoretically doesn’t effect company

	ASSETS
	BoD of target approves
	SHs only involved if comp becomes a shell & essentially sells all of its assets DEL 271

	MERGER
MBCA § 1104, consolidation: basically same end transaction as merger, but w/>2 corporations


	BODs of constituent entitities approve (Del § 251(b))
	SHs vote (if agree then by law the 2 comp’s become 1 on effective date and can be called by any name) DEL 251


iii. notes:
1. SH have to vote on a merger and to avoid this, TransUnion and Pritzker merged through a vehicle( triangular merger: consideration for merger coming from parent (Pritzker) but merger happens between TransUnion and vehicle. SH of participating companies can receive any consideration in the merger
a. In this case, Court calls this a cash-out merger: Pritzker offered each SH $55/share. TransUnion merges into Vehicle and SH are left with no further continuing interest but with cash. 
b. Under the law, only the votes of the SH of each constituent corp. are required( so if constituent corp. are TransUnion and vehicle. Board of acquiring co. votes for the vehicle (vehicle is assets of the parent corp. that is acquiring co.).  
c. Tender Offer: mechanism by which to achieve some of these other structures. Offer made by acquirers directly to SH of the target.
· In theory this is just a stock purchase and so Board of Ds of target has nothing to say about it. 
· In fact, however, under Fed. Securities Law, Board of Ds is very involved in advising SH with respect to this offer. 
· Most tender offers are for majority or all shares. Usually company won’t get 100% of the shares (some holdouts, etc.).  To eliminate this problem, this is followed by a merger in which SH (including new majority SH) will be cashed out. 
d. Why not make an offer that’s just good enough to own a slight majority so that then you can vote your way in the mop-up merger?
e. A pain to be a majority stockholder of a public corp. and can impede your ability to use the assets of the target co. 
2. Leveraged buyout: you are A and want to buy X (a public co.) and don’t want leftover SH. However, A doesn’t have $$$ so it borrows from lenders who want security through collateral( assets of X. “You lend me the money so I can buy X and you’ll get back a security interest in assets of X that I will use to pay the debt”.
a. Kinds of lenders( some might take equity in X. 
b. Now X is very indebted/leveraged—high ratio of debt to money

c. If A can generate more income with X than it used to under old management, you can use proceeds to pay off some of the debt and the interest on the debt.
i. All of the profits go to A (after interest is paid)—this can be very high returns because claims of debt are fixed. 
3. Strategic alternatives for cash flow and unused tax credits 
a. stock re-purchases: offer to buy back shares that are trading in the market—this uses up cash. 
b. dividend increases: also uses up cash, and may increase stock price which means better access to capital, better credit, and stock is money. 
c. acquisition of other company: only strategy that addresses the tax credit problem( they will increase the revenues coming in, increase taxable income, and this will be offset by tax credits. The more shares of stock you have outstanding, the smaller each share has of the earnings, and this won’t help the stock price( dilutes interest of existing stock holders. 
i. Leveraged buyout: use borrowed money to acquire company—this leads to a highly leveraged co. with same tax credit problem and no cash.  All it does is transfer ownership. 
1. Junk bonds: risky, high interest rate.

2. Management leveraged buyout:  management is looking for lowest possible price; managers work for SH( problematic transaction. 

ii. Sale to someone who wants to buy it in non-leveraged transaction and has income that would solve tax credit problem should give SH a higher price because tax credits are an asset to buyer. 
iii. Issue: is price at which Ds are willing to sell the co. take into account value of tax credit as an asset? Case doesn’t go into this. 
iv. Terms of deal

1. Stock lock-up: Pritzker says that he will only let TransUnion accept other offers if he can buy 1.75 million shares at market price—doesn’t want to be used to start a bidding war and then lose out (this points to fact that Pritzker thought $55 was low price and he could expect higher bidders). He has locked in the profit of the difference between $38/share and whatever the ultimate bidder gets( compensation for willingness to put together a bid. Will make at least $17/share.
2. Goodbye fee ( deters other bidders by increasing the transaction cost. New bid will have to include 1.75 million additional shares. 
3. Drop dead date: Van Gorkom insists that the Board act within 3 days
4. No-shop clause: TransUnion could receive but not solicit competing offers & TransUnion could only give alternate bidders published info: bad for competing bidders

5. Market test: 90 day market test therefore if price was inadequate someone would have offered more ( validation of offer; supposed to test the price.

6. Offer had to be acted on within day after mtg.

7. Price: cash out merger

v. Ds. Van Gorkom calls for special mtg. of Board: 5 inside and 5 outside; 9 are present and they’re all experienced. Van Gorkom makes 20 min. presentation outlining terms of offer but no one looks at them. 
vi. Business judgment rule: presumption that Ds acted on informed basis in good faith, and in honest belief action was in best interest of company. 
1. This adds to Wrigley standard of fraud, illegality, self-dealing.

2. Insulates substance of decision from judicial review( look only at PROCESS. 
3. Standard is GROSS NEGLIGENCE.
Board acted in grossly negligent manner. Judgment WAS NOT INFORMED: not required to have as much info as lawyers like, but enough that would satisfy a business man( must have informed themselves of all material information reasonably available to them. 
· no inquiry about the price: could have asked CFO to do analysis
· didn’t read merger agreement
· no negotiation, treated as take it or leave it

· didn’t ask for more time
vii. Defense: Wrigley standard applies: no fraud, illegality, or self-dealing. Claimed that outcome was so good for stockholders that nothing else should matter. 
1. Court says Ds could have accepted same deal, but FAIRNESS OF SALE PRICE IS IRRELEVANT IN DETERMINING NEGLIGENCE. 
2. Board knew a lot about the company but knew nothing about the deal
· Is there a number so high that a court can accept it blindly? This case is about process, Court is not concerned with substance—so NO.
· What is obligation of Board of Ds?
3. Fulfill legal notion of fiduciary duty as defined by process

4. Get best possible deal for SH
viii. BURDEN OF PROOF ( often outcome determinative
1. Majority: willing to presume good faith and honest belief that action was in best interest of the company, but is not willing to presume that informed judgment was made. 
i. ∏ have alleged and proven that judgment was not based on adequate info

ii. Once business judgment predicate is removed, it was the price that needed to be reviewed on remand

iii. Court says a premium is not enough on its face to give rise to the presumption that decision was informed
1. Board had insufficient data AND

2. data was quickly and easily available

2. Dissent: willing to presume that informed judgment was made based on demographics of board
· Trial court looked at Board’s deliberation cumulatively, whereas the Supreme Court says that they must look at very first decision ot go ahead with merger; if that decision is effective, then everything else Board does can only be looked at in search of a cure to the defect.

· Court says merger can be sustained if approved by majority of informed stockholders. Court would not have found any decision in 2 hours satisfactory unless Ds could have undone decision at any time. Is this case limited to decision to sell the company? 
i. Can’t require this for every business decision

ii. Absent illegality, fraud, self-dealing Board will be presumed to be acting in good faith

ix. If business judgment rule does not attach (presumption of good judgment) then standard of review becomes stricter and burden shifts to Board( must prove that transaction is entirely fair (stricter standard than reasonableness)
· Since all ∆ Ds take unified position, Court treats them all as one as to whether they’re entitled to protection of business judgment rule. 
1. Whether they’re outside or inside Ds matters: inside Ds are presumed to have greater familiarity and access to information in greater detail. Outside Ds are part-timers: will rely to greater extent on inside Ds/officers. Del. 141: can rely on reports. ‘
2. If standard is unified, the higher standard will apply across the Board

3. Boards today are required to have outside Ds and have standing committees making it so that some Ds have greater access to certain aspects. 
x. ****This decision would never happen again!
xi. How do you advise a Board today re: merger offer?

1. Hire investment banker to find out what price range is
2. Lots of process: go through all reports from management—why sell? How did it happen? Where did number come from?
3. Review documents (i.e. merger agreement)
i. Might want to keep this confidential
ii. If they announce it publicly, market will move, investment bankers will try to get you a better offer( company is in play
4. Want management’s views of how merger will work. 
5. Meet, and meet, and meet
xii. What if Board decides to go ahead with merger?
1. Want to be able to shop the company
2. Want more time
3. Try not to have a stock lock up
4. Give them money—so that the transaction is worth it for them: i.e. goodbye fee
5. Want to be able to take a better offer—breach of contract ( Fiduciary out clause: if Board genuinely believes on advice of counsel in exercise of fiduciary duty that it’s required to take another transaction this contract is terminated. 
xiii. Legislative Response to Case: Del 102(b)(7)( provides for charter provision which eliminates personal liability for money damages for Ds who breach fiduciary duty of care. 
xiv. Post Van Gorkom there was a remand, and result in liability was for $23 million. Of that, only $10 million was covered by Ds’ liability insurance—they were personally responsible. Instead, Pritzker came in and paid the damages. This caused anxiety that Ds would be personally liable. 
xv. This is gross negligence liability( can have personal liability for: breach of loyalty, for acts/omissions not of good faith, for unlawful distribution, or for any transaction for which director got improper personal benefit.
i. Caremark (Del Ch. 1986, p. 99): 
i. Facts: Caremark provided healthcare services, cost of many of which was reimbursed by Medicaid and Medicare. Had arrangements with physicians, and paid physicians to induce them to prescribe drugs owned by Caremark or to refer them to Caremark facilities. Regulations changed and company was sued. Company pleaded guilty to mail fraud and other civil/criminal counts and ended up paying $250 million in fines and penalties. 

1. Settlement has been reached between parties, Court has to approve it as fair and reasonable. 

2. These are derivative suits so they require this Court approval: fear is that interest of ∏’s lawyers will outweigh interests of ∏ in settlement. 
3. Court analyzes strength of claims and defenses( this is all dicta, there is no holding.
ii. Claim: Ds allowed situation to develop/continue which exposed corp. to legal liability and therefore have violated duty to be active monitors of corporate performance. 
iii. DUTY OF CARE. Two different types of breach of duty of care:
1. Board Action: what we’ve seen so far

a. Mismanagement claims will fail

b. Evaluated under standard business judgment rule (Wrigley as modified by VanGorkom)

2. Board Inaction: in this case, failure to monitor effectively; Barely a claim that Board knew action was illegal. Source of obligation( 
a. Del. 141: Board role is crucial
b. Need for relevant and timely information

c. Federal Sentencing guidelines: section applies to organizational ∆--exposing corporation to risk of aggravated sentence when you could have mitigated it.
· This convinces court that monitoring systems are part of Board duty of care, and failure to put in place information systems and systems to monitor compliance with law is violation of duty of care. 

j. Today’s standard:

i. good faith judgment that corp.’s reporting and information system is in concept and design adequate to assure board that important info will come to it in timely manner as a matter of ordinary operations
ii. How does Board figure this out? 
1. Hire experts:  mostly lawyers and accountants; outside auditors do much of this design. Information systems experts.
iii. This won’t prevent breaking of the law or cheering of CEO to make the numbers

iv. Does Board have obligation to stop ‘corporate motivating’ talk?  US mining company payments to Indonesia( company has denied breaking laws.  What does the board have to do now? 
1. Consult outside counsel? 

2. What if Board doesn’t know about shady business? 
v. Disney litigation: decision came down in Aug. 2005( on appeal to DE Supreme Court. Case is about hiring and firing of Michael Obitz—Disney’s president for 15 months. A great friend of Disney’s CEO, Eisner.
1. Employment contract: Eisner and two Ds on Board’s Compensation Committee; assisted by compensation consultants. 
2. Things got so bad between Obitz and Eisner—company counsel could find no grounds to fire him for cause. Generally if fired for cause you get basically nothing. If executive is fired without cause he gets lots of benefits. Under employment contract, severance amounted to $140 million.

3. First, terms of agreement presented by compensation agreement as a term sheet and in one hour meeting of compensation committee, contract was unanimously approved without much conversation, sent it to the Board who also approved it unanimously. Second, Eisner had the right to terminate Ovitz unilaterally, sothat the board had no duty to act in this matter.

4. NO Duty of care liability since Disney COI has incorporated Del 102(b)(7).
5. NO Duty of loyalty liability for Ovitza since the ct found that he played no role in the co’s decision to terminate him w/o clause.

6. So SH claimed under duty of good faith.  Court allowed this claim to proceed on allegation that Board failed to exercise any business judgment and failed to make any good faith attempt to fulfill fiduciary duty. the Disney court emphasized the importance of the business judgment rule and found that all of the defendants were on the facts entitled to the benefit of the presumption contained in that rule. Without necessarily defining whether an independent or separate duty of good faith exists, the Court found that acting in good faith is central to a fiduciary’s duties, including the duty of due care. The court nevertheless set the threshold for a finding of bad faith very high, stating, “A failure to act in good faith [may be found] . . . 

(i) where the fiduciary intentionally acts with a purpose other than that of advancing the best interests of the company, 

(ii) where the fiduciary acts with the intent to violate applicable positive law, or 

(iii) where the fiduciary intentionally fails to act in the face of a known duty to act, demonstrating a conscious disregard for his duties.”  

7. The court found that the board’s failure to meet these standards did not demonstrate legally actionable bad faith.

IX. Duty of Loyalty: Interested Director Contracts
a. It’s all about conflict of interests( starts with preposition that conflict of interests are bad, or at least not favored. 
i. More likely to make decisions that are not motivated by best interest of company and its SH, and may even be motivated by interests that are adverse to these.
ii. Fiduciary obligation: dependent party has delegated power to fiduciary; generally there are disparities of information—fiduciary has much more info and expertise than beneficiary (i.e. lawyer-client relationship). 
1. parties cannot act at arm’s length with each other( weaker party is dependent 
2. great incentive for party to abuse position of power if there is no fiduciary duty
3. we identify situations where risk of abuse is great and say that fiduciary is required to act in interest of dependent party and not in own interest. 

iii. Lots of conflicts we don’t care about that are common
b. Divided loyalty or no independence of judgment: so what? As long as no actual harm to principal resulted, who cares?
i. Even if we assume that conflict of interest can raise risk of abuse to unacceptable level
c. Remedies (p. 114): 
i. All conflicts are disabling( old rule. Many forms of conduct permissible to those acting at arm’s length are forbidden in fiduciary relationships( not honesty alone, but the “punctilio of an honor the most sensitive” (Cardozo), is the standard.  
ii. Internal corporate mechanism ( ensure that decision makers are not conflicted and have sufficient info with respect to conflict. Process questions.

iii. Independent third party( make determination on the fairness of transaction to the corp.
1. while not all conflicts are disabling, the dangers of a conflict and the structural problems of the corp. make the parties incapable of making uncoerced decisions. 

iv. Conflicts are irrelevant( eligible for business judgment rule only. 

d. Statutory provisions for curative mechanisms

i. Del 144 
(1) Material facts KO: to Ds’ interests and to transaction [need to be aware of the contract as well] are disclosed or known to the BoD and a majority of the disinterested Ds in GF authorized the transaction, OK: even if less than quorum; OR 
(2) The material facts are disclosed to SHs and the majority of them voting KO: in good faith vote to approve the transaction OR
(3) The transaction is fair to the Co

ii. NY 713 
(1) the deal was fair and reasonable to the corporation when approved OR 
(2) the OK: material facts to Ds’ interests [need only be aware of the conflict] were disclosed in GF or known and the deal was approved by any of these:
(i) SH action and be approved by them
(ii) Board approval, not counting the votes of interested Ds 
(ii) KO: Unanimous approval of disinterested Ds if there are too few disinterested Ds to approve of the action. (i.e. the majority of the Board is made up of interested Ds) (unlike Del). 

iii. ALI 5.02 (1) Disclosure AND EITHER (2) (i) transactions is fair; (ii) disinterested Ds; or (iii) SH if no waste of corporate assets
e. Cookies Food Products: transactional conflict—Director is on both sides of a transaction - ∆ is subject to fiduciary duty of loyalty, independent fairness review and finds that there’s no violation of the duty. 

i. Facts: Cookies is manufacturer of BBQ and later Taco sauce. Herrig controls both Speed and Lakes.  
· Another way to realize on stock ownership (i.e. make money from your stocks)( entering into transactions with corporation
a. Being an officer—get salary

b. In a partnership, all profits and losses must be distributed out to partners in accordance with partnership shares. So a 53% owner of partnership would be entitled and taxed on 53% of the profits at the end of the year.  In corp. the money stays in the corp.—it is not distributed out or taxed at the individual level. It also means that SH don’t have same way of realizing on ownership shares on regular basis.
ii. ∏ claim: Herrig’s companies were overcompensated, distribution and space lease were too highly priced. This constitutes waste (breach for the Board) and Herrig himself breached his fiduciary duty of loyalty to company because he’s on both sides of all these transactions
· Interlocking directorate: Director sits on Board of both companies that are engaged in a transaction.

iii. Harrig is fiducriary Harrig was not member of Board but majority SH; as a result of that position he owed fiduciary duties to corp. and SH( closely held corp.
1. Inability of minority SH to liquefy their stocks without approval of majority SH gives rise to fiduciary duty of majority SH
2. This is different in corp. that are not closely held, even though there’s lots of opportunity for oppression by majority.
3. Corp. law contemplates that SH may act in their self-interest
iv. Reasoning: 
1. Statute of Iowa is complied with

2. Fairness question( ∆ has burden of proof of demonstrating transaction was fair. 
a. Compliance w/ Iowa alternatives does NOT establish that the D has fully met the duty of loyalty. Rather, such compliance merely precludes us from voiding the transaction solely on the basis of the self-dealing. The duty of loyalty also requires that the D act in GF, honesty and fairness. This is an additional requirement! GOOD FAITH, HONESTY, FAIRNESS. If conflict is cured, burden of proof goes back to ∏ to make another claim as to why K was not fair( another misrepresentation/nondisclosure claim, different loyalty claim, duty of care. Anyone seeking to uphold contract beards BOP on fairness
b. FAIRNESS: TRANSACTIONS MUST HAVE THE EARMARKS OF ARMS-LENGTH TRANSACTIONS
i. Price that is acceptable to both through negotiation: price is assumed to be reasonable. 
ii. Not convinced that ∆’s fees were unreasonable( ‘neither unreasonable nor exorbitant’ 

iii. Success of company not necessarily = fairness
c. Court says that all Board needs to do is prove enough to get Board’s decision back under the business judgment rule
i. Cookies is profitable in a time of economic disaster( “for this Court to tinker with such a successful venture…would be inequitable”
d. SH are mad because they don’t get any of these profits( not publicly traded.
i. Minority stock: in order to realize on minority stockholding you need ∆ (majority stockholder) to lose control of company, resulting in situation in which you can realize on your stock.
ii. Minority SH don’t get dividends—the fact that company is profitable is irrelevant if share is not liquid. 

1. upset that ∆ is choosing not to take dividends (which means they can’t get dividends either) and is making his money through other transactions. 

e. Court wants to retain power of doing fairness review because future cases might not present a company that is so successful.

3. Conflicts: what about other members of the Board? People loyal to Herrig and employee of the company—so chances are that everyone on the Board will do what Herrig wants and is therefore conflicted. 
a. Who controls Board? SH( in this case the controlling SH (∆)

v. Dissent: Earmarks of arm’s length transaction – dissent believed that Harrig had not met his burden of proof—talks about fair market value; majority said that company is profitable and that’s enough to show fairness. 
vi. Disney case( Board level discussion about Disney’s navigation of digital world would create conflict for Jobs (also CEO of Apple) and is major stockholder in both companies. Disney has partnerships with Hewlett Packard—> conflict with Apple!

1. He may now have inside info on Apple that could affect Disney contract—does he have to tell Disney? Is he precluded from sharing info with Disney? 
2. Recommendations:
a. Disclose as much as he can
b. Many negotiations don’t go to the Board for approval, so Jobs could stay out of it altogether
c. Get info from Management for Board to suggest that bids would be comparable: 
d. Recusal: if someone is recusing themselves you want to know why. 
vii. Should corporation be able to contract out of a conflict and duty of loyalty?
1. This could only be done by the SH by amending the charter!
2. Fiduciary duty seeks to protect the non-controlling SH (those who cannot make a decision for the corporation or elect a Director)
X. Duty of Loyalty: Parent Subsidiary: majority owner acts sin a way that affects minority SH
a. Sinclair Oil:

i. Issue: in normal course of business, are there times (other than interested director contract) that will trigger fiduciary duty review. 

1. YES: majority decides to buy out minority: squeeze-out
ii. Facts: Sinclair owns 97% of Sinven( Sinclair owes fiduciary duty to Sinven. Sinclair appointed all of Sinven’s Ds, all of whom are Sinclair insiders. 
iii. Fairness review (it’s not curable otherwise): 

iv. ∏ claims:

1. excessive dividends: Sinclair made Sinven pay huge dividends because Sinclair needed cash

2. Sinven not permitted by Sinclair to take expansion opportunities

3. Sinclair caused Sinven to fail to enforce contract claims it had against another Sinclair subsidiary

v. Reasoning:

1. where parent controls transaction and fixes terms, test of intrinsic fairness with shifting in burden of proof applies BUT not to every transaction.
2. Structural conflict: we need to find self-dealing before we do fairness review( the structural conflict is pervasive but that doesn’t’ necessarily mean that there’s self-dealing. 
3. Court adopts the benefit-detriment test: must find benefit to parent and detriment to subsidiary from transaction, at which point the Court will shift burden of proof to parent
4. Dividends-> no breach determined to be subject to business judgment standard( burden did not shift!
a. NO SELF-DEALING: dividends, though excessive, were declared on all the shares, so the minority SH got their fair proportionate share. 
b. Example of self-dealing given where there were two classes of SH
i. Under DE law, a board cannot declare a dividend payable to half members of class of stock (can declare dividend on only one class)

c. Why does Court impose additional test?
d. Otherwise the ∏ could win just by showing structural conflict.  
5. Two step analysis: (1) identify problematic transactions with self-dealing; (2) fairness review

6. Expansion opportunities issue->no breach( ∏ brought suit because Sinclair was taking money out of company and leaving them with nothing. 
a. ∏ wants money to be available for expansion programs—asking Court to review Sinclair’s internal corp. policy with respect to Sinven
b. Business judgment rule: ∏ wants Court to say business decision was bad. 
c. ∏ plans to take it out of business judgment rule with ‘self-dealing’ exception (business judgment rule applies absent fraud, illegality or self-dealing)
d. Court says NO. 
7. Breach of contract issue-> breach( Sinclair causes Sinven to enter into a contract with another subsidiary. 
a. Benefit to Sinclair for not enforcing contract and detriment to Sinven SH. 

b. Sinclair must prove that its actions were intrinsically fair to minority SH of Sinven( fails to do this. 

c. Claim for breach is an asset of Sinven( Sinven did not try to exploit that asset because Sinclair didn’t want it to( that’s self-dealing. Intrinsic fairness standard applies (business judgment rule protection is removed)( Sinclair loses. 
i. But isn’t fairness test the same as self-dealing test? 

vi. Holding: no self-dealing, so no breach of duty of loyalty on issues (1) and (2). There is self-dealing on contract issue, and Sinven wins. 
XI. Duty of Loyalty: Corporate Opportunities: 

a. Corporate Opportunity claim is based on transaction that did not take place, and claim is that it should have.

i. “when corp. managers take for themselves a business opportunity that allegedly belonged to corp. and would have enabled corp. to expand its profitable activities or decrease its financial burdens”

ii. Rapistan Corp v. Michaels: R has 3 managers (Michaels, Tilton, O’Neill) and is a subsidiary of Lear Siegler. After it was acquired, they left R and moved over to Raebarn which was in the process of acquiring Alvey. Two businesses are somewhat related.
iii. ∏ claim: 3 managers took opportunity instead of it going to R. 
iv. Holding: for managers—no liability. 
v. Reasoning: 
1. TEST:

a. Guth Rule: if officer is presented an opportunity which corp. is financially able to undertake, is in line with corp.’s business and is a practical advantage to it, is one in which corp. has interest or reasonable expectancy, and by taking opportunity the self-interest of officer will be brought into conflict with corp. the law will not permit him to seize the opportunity( Line of Business Rule
b. Guth Corrolary:  when business opportunity comes to officer in individual capacity and it’s one that, because of nature of enterprise is not essential to his corp., it has no interest or expectancy, officer can take it as long as he does not wrongfully use corp.’s resources. 
2. Capacity Test: Nature of opportunity is analyzed differently depending on individual or representative capacity of officer
a. Here opportunity was presented to officers in individual capacity( test goes way up if you got it in your individual capacity: essential, indispensable, deprivation of which threatened viability of co., for which it had urgent or practical need. 
i. Very high standard of proof for corp. ( Court says ∏ bears burden of proof
ii. If ∏ can’t prove that opportunity was received in representative capacity the burden doesn’t shift and ∏ must prove the high standard above. 
3. Estoppel: When officer uses corp. assets to develop opportunity, officer is estopped from denying that resulting opportunity belongs to corp. whose assets were misappropriated.
a. Assets: company time, cash, facilities, good will, corp. information
b. ∆ used some of the ‘soft assets’ but very little
b. Burg v. Horn (2nd Cir.174): 
i. The Horns and Burgs are friends in Brooklyn.  The Horns had invested in low-price real estate, and they urged the Burgs to "get their feet wet" too.  A slumlord venture! Lillian Burg became a one-third SH with Max and George Horn in Darand Realty, an incorporated landlord operating tenements in Brooklyn.  Max and George run the business.  When Lillian learns that Max and George bought 9 other tenements for themselves, she is upset.  

ii.  ∏ knew when corp. was formed that ∆ had other potentially competing interests. Then ∏ have burden of showing that in the formation they agreed that ∆’s other activities would be curtailed.  ∏ failed to show this in this case. 
iii. Under New York law, property acquired by a corporate director will be impressed with a constructive trust as a corporate opportunity only if the corporation had an interest or a "tangible expectancy" in the property when it was acquired.
iv. Holding: for ∆.

v. Dissent: Ds should abide by Cardozo’s punctilio test—under that they fail

1. Burden of proof should be on conflicted party (once we find that they are majority stockholders and management control)
c. ALI §5.05: corp. opportunity( 
i. ALI §5.05(b) ‘any opportunity to engage in business activity of which a director or senior executive becomes aware, either:
1. In connection with performance of official function or under circumstances where you should reasonably understand you’re approached because of your official function.
2. Through use of corp. info or property if it’s one you should reasonably be expected to believe would be of interest to corp.
ii. OR any opportunity to engage in business activity of which senior executive becomes aware and knows is closely related to business in which corp. is engaged or expects to engage.”
iii. ALI Restatement is also an attempt to push the law in a particular direction( reflecting the doctrinal reality in these areas.
iv. Inside Ds and senior executives are very closely related to corp.—hard to see them in their individual capacity.

v. ALI §5.05(a) CLEANSING PROCEDURE: first, offer corp. the opportunity; if corp. rejects it, and (i) rejections is fair (ii) in advance by disinteressed Ds or didisinteressed  SH,  then director can take the opportunity. In most close cases, that’s usually what people will do.  Once you do that, it is clearly available to the individual to take. 
1. Risks: corp. might take it, rejection might take too long
2. Hypo: director receives offer, presents it to the Board, majority rejects it. Can director grab that deal?
a. You’ve gotten rid of corp. opportunity claim, but what about competing with corp. and acquiring conflicting interests?

b. DUTY NOT TO COMPETE WITH CORP.: no general duty not to quit and compete with corp., but there’s a duty not to work at corp. against which you’ve acquired conflicting interests. Most executives are barred from competing afterwards under contract. 
vi. Can you contract out of a duty of loyalty problem?
1. if you find someone you want to hire and she’s conflicted( must be very careful in constructing what is and what is not expected from employment. 

2. Courts don’t like to restrict people in their choice of job/mobility.
3. Cases differ:
a. History: different values were seen as supreme at different times (i.e. fiduciary duty, today we’re focusing on procedural mechanisms)
b. Securities regulations (disclosure scheme): believe that disclosure can work as a cure.
c. Institutional competence concern: don’t want Courts to make substantive decisions

d. In re e-Bay: 
i. When co. is formed it’s not formed as public company—they are funded by venture capital. So how do you realize on the value that has accrued and get paid back for the risk you have taken?
1. Taking company public (offering shares to public through equity market): first time you offer shares to the public( IPO
2. During 1990s we had the internet bubble which burst in 2000-2001 and market tanked.
a. Lots of IPOs: when market is receptive to IPOs (places high valuation on these companies)—happens periodically. 
ii. Spinning: getting shares in IPO and turning around and reselling them quickly. Sale of the shares is done by underwriters who split shares among them. This allocation of shares became extremely valuable because there weren’t enough shares to satisfy demand in marketplace.
1. getting shares of companies that were already public or would go soon go public knowing that they would need services of investment banking firms going forward

2. Four ∆ were given shares in hot offerings and then sold it very quickly.

3. ∏ claim that opportunity to get hot offerings should have been given to corp. and not insiders, and that by taking them for themselves they violated fiduciary duty.

iii. TEST: corporate opportunity
1. In the line of business of corp. (not essential, etc.) The Court found that IPO transactions were corporate opportunities because eBay regularly invested in equity and debt securities as part of its cash management and had the financial ability to capitalize on the IPO allocations had they been offered to eBay. 
2. The Court did not view its holding as preventing officers or Ds from capitalizing on all advantageous investment opportunities. 
3. The Court noted that this situation was unique in that the opportunity came from the Company’s investment banking firm and placed the defendants in a conflict of interest. The Court also determined that even if such opportunities were not corporate opportunities, accepting them still may constitute a breach of the fiduciary duty of loyalty, which required the defendants to account for personal profits or transactions involving the company. 
4. The court held that the allegations gave rise to a reasonable inference that the IPO allocations were commissions or gratuities from Goldman Sachs for eBay’s business that rightfully belonged to eBay. 
5. The court also refused to dismiss Goldman Sachs based on the Court’s belief that the plaintiffs had adequately stated a claim that Goldman Sachs aided and abetted defendants’ breach of fiduciary duties. 
iv. What do you do with cash? You manage it in a way that will guarantee its growth; want to keep it as liquid as possible for company’s ongoing cash needs.
1. Cash management: very sophisticated and complex skill for large corp. 
2. Line of business eBay was in is cash management, in which they made a variety of kinds of investments, short-term and long-term. This was a short-term investment.

3. Court said that opportunity did not come to ∆ in individual capacity( Goldman Sachs was bribing them!
a. Giving them commissions for steering the business = BRIBING

b. Purpose of share allocation was to reward ∆s for hiring Goldman to manage them and to induce them to give them future business.

4. ∆s did not leave eBay, big public company whose activities are relied upon by enormous number of investors—fiduciary duty runs very far into market.
5. Court says that opportunity was not presented to corp. ( if they had done this, 
v. Holding: denies ∆’s motion to dismiss; receipt of shares was in corp. capacity. Breach of duty of loyalty( (bribe) taking a commission to direct business
1. ultimately case settled( ∆s and Goldman Sachs has paid to eBay
XII. PROBLEM 1: 

William Harman, age 65, and his son, Robert Harman, age 33, own and operate a box manufacturing concern which was highly successful but has been declining in recent years because of competition from larger corporations.  Robert has been acting as general manager and is eager to expand the business, while his father (a man of large wealth) would prefer to keep manufacturing the same type of box.  Robert has been talking to Harriet B. Lindsay, an inventor and designer with radical ideas for packaging on a mass production basis.  Lindsay had approached the Harmans with the idea of supplementing their box business by entering the packaging field.  The Harmans and Lindsay have also negotiated with J. Pierrepont Smith, an affluent investor, and the four have agreed to join forces.  Their respective contributions to the new enterprise are to be:  the Harmans, their existing business, at its book value of $200,000; Lindsay, her services; and Smith, $75,000.  In return for these contributions, the four have agreed to "share and share alike." 

The Harmans, Lindsay and Smith have requested you to "draw up the papers" for the new business.  What additional information will you seek?  What alternatives to incorporation will you weigh?  What problems will you anticipate?  What capital structure will you recommend?


a. Who is your client?
i. A lawyer shall not represent a client if representation involves a concurrent conflict of interest—if representation of one client will be directly adverse to another or if representation of client will be materially limited by other interests. 
ii. Knowledge, expertise, judgment, risk-management, advocate
iii. Clients may want to retain same client for whatever reason, and client gets to choose lawyer

iv. Access to services is in tension with conflict of interest
v. Model Rules: Lawyer can still represent clients if (1) he reasonably believes he can provide competent and diligent representation to each client, (2) representation is not prohibited by law, (3)representation does not involve assertion of claim by one client against another represented by same lawyer, (4) each affected client gives informed consent in writing.
vi. Code: lawyer may represent if it is obvious that he can adequately represent interest of each and each consents to representation after full disclosure. 

vii. Lawyer’s duty: advise clients about conflict, explain what consequences could be, get consent

viii. Enforceability of consent waivers has been challenged—it’s a risk because burden of proof on informed consent will be on the lawyer. 
b. Corporate finance: how capital market values a co’s financial & real assets

i. Valuation under certainty: present value and the time value of money

ii. Valuation under certainty” risk and diversification. Diversification reduces risk. 

1. Capital Asset Pricing Model

2. Efficient Capital Market Hypo

c. Capital structure: Does the ownership structure of a co. affect its value?

i. Traditional view that each co has an optimal structure which a mix of debt and equity that results in the highest market value for the corporation’s financial assets
ii. Traditional view challenged by Modigliani & Miller in 1958: if complete info & no transaction costs, capital structure is irrelevant Adding debt to the capital structure makes equity more risky, w/ result of a corresponding increase in the cost of equity, offsetting the lower cost of debt
iii. But here we have a single client!!

d. Forms: want to know how our clients feel about the below
1. LL:

2. Continuity of existence:
3. Centralized management:
4. Transferability of interests
5. Tax treatment: 

i. Find out what prospects of business are: growth, stability, going public, gazelle
1. bargaining leverage between venture capitalist and investor( 
2. likely to encounter difference of opinion
e. Book value ($200,000)( accounting evaluation of co.: assets and liabilities. 
i. If assets exceed liabilities you have equity

ii. Book value is ASSETS – LIABILITY( assets are carried on the books at historical (not replacement) value. 
iii. This is on the low side of evaluation!

iv. Not a very good evaluation of current value of business
f. Lindsay( her services and expertise
g. Smith( 75K, investing money( angel capital: low amount seed capital for early start-ups provided by someone who is local and has interest.
h. Talking to clients one on one:
i. Financial assets are trade-off between three factors:
1. CONTROL
2. RETURN
3. PRIORITY we care about this when there’s a problem and there’s not enough money to pay off everybody we care who gets paid first.
a. Personal preferences 

i. How does this business venture fit in with your retirement plans? Do you have any other assets, what’s your portfolio?
ii. What do you think is happening here? Do you expect this company to succeed/fail?
iii. To Mr. Harman: what do you think of his son? Should he have free reign? 
iv. LL is important( Mr. Harman has lots of money, and doesn’t want his other assets to be liable.
v. If you want to retain some control then you need to have some sort of interest in the business that will help you protect the capital
vi. If you want other entities to benefit from company’s success you want to be able to have something to give them( shares
b. Taxes:
i. In the US the returns to debt and the returns to common stock are taxed differently

1. Earnings used to pay debt are taxed only once, at the investor level, whereas dividends on common stock are taxed at the corporate level. By shifting the  capital structure from equity to debt, the taxes paid by the co. are reduced by the amount of the interest paid times the co’s tax rates, which increases the value of the co. Note, however, that value is increased in a peculiar way. The pre-tax returns resulting from the co’s real assets do not increase, only the after-tax returns. There is merely a shift of value from the government to SH. 
2. Assumption of the irrelevance proposition of Miller and Modigliani is too problematic. 

ii. Let’s assume he pays 40% taxes; so what he may want out of business may depend on whether he expects profits or losses. 

1. in partnership he would be taxed directly on his shares of profits (whether or not you cash out)
2. in corp. the corp. pays tax (current rate is 35%) BUT $$$ stays with corp.
a. Can get it in the form of dividends (which are taxed as ordinary income)—which leaves him worse off than partnership.
b. Can leave $ in business
c. Can sell stock—will be taxed on proceeds but at capital gains rate which is much lower

iii. Does he need cash out of this entity? What’s his tax position?

iv. If business incurs a loss( it will lower his tax bill
1. could sell stock at a loss—capital loss, less valuable as a tax benefit
c. Transferability of interest
i. Partnership: his interest evaporates when you die; if you leave it to your heirs they get paid out, don’t become partners

ii. Business: does he want it to continue after his death?
d. Management/control
i. How much does he want to be involved?

ii. Partnership—automatic management

iii. Corp.—does he want to be involved? Be on the Board? What does he do now? 

e. The disciplinary effect of debt. See Jensen, Agency Costs of Free Cash Flow. Judicial intervention on management’s misuse of free cash flow is an unlikely constraint b/c/ dividend decision is the quintessential business decision and it is protected by BJR. Debt imposes different level of discipline on management’s discretion than does equity b/c/ failure to pay required interest to debt would be a breach of the debt contract and would throw co into bankruptcy and management in the street. 

ii. LINDSAY: what to ask her?
1. do you need money out of this business? How much?
2. Do you plan to work for this company full time?

3. Tax situation

4. Wants business to grow—keep money in company, not going out
a. Employment contract for her
b. LL: doesn’t care, doesn’t have anything to loose

c. Transferability of interest: wants her company to grow and wants to realize on the company( wants to issue a lot of shares and making her share increasingly valuable. 
d. Centralization of management

5. what do each of the players think of one another? Do they trust each other? 
i. Can we represent them?
i. Divergence of interests: what is their BATNA? 
ii. Potential set-up:

1. Lindsay is not going to want just a salary—wants a share of the business and participation in growth of company. Also probably doesn’t want a little bit of management control—wants broad area of management control so she can implement these ideas. 
2. Both parties favor transferability( Lindsay can give Harman LL, while in return she gets…management control? 
a. Negotiation: everybody should feel like they got something form the negotiation table. 
j. Capital structure: 

i. JP Smith: wants to share profits: return on investment (what kind? Debt interest?), wants some type of control over major decisions, LL, protecting his capital (priority).
ii. Lindsay: wants share of profit: income right away and growth over time; creative/management control.
iii. R. Harman: profits: growth; management control; likely to accept risk, but somewhat risk-averse (less so than W. Harman).
iv. W. Harman: LL; protection of his capital; management control: veto power? Minimal but strong when needed. 
v. How to fit it all in? Ground rules:
1. any instrument we design must be the same for all holders and cost the same for all the people who buy it at the same time. 
2. COMMON STOCK ( gives growth and some control
a. MBCA §6.01: authors of inc. must authorize (1) one or more classes of stock that together have unlimited voting rights and (2) one or more classes that together are entitled to receive net assets upon dissolution of corp. 
b. Proposal: give everyone ¼ shares of common stock—sell to a price
i. Total capital structure has to reflect investment
ii. What about this leading to equal voting rights? 
iii. Can’t give the stock away: 
1. Del 151-153: lawful consideration for stock is needed
a. 152: BoD may charge cash, tangible or intangible property, benefit to corp. 
2. MBCA 6.21(b): tangible/intangible property or benefit, including cash, promissory notes, services performed, contracts for services or other securities. 
3. To issue stock to Lindsay you must at least have a contract for future services—this is not allowed in some states, i.e. DE (must be received at time of issuance), NY. So here we must charge for them. 
iv. Why can’t we just hire Lindsay and give her a stock option? She won’t take it—she wants control right away. 
3. DEBT ( LL and protection of capital
a. Smith: debt is good because he can continue to collect interest over long term; he gets priority to get paid out if something goes wrong. 
i. Problematic: nobody else would get cash! If company becomes insolvent Smith gets Paid First If It Goes Into Bankruptcy, if it doesn’t then you need to renegotiate his debt into equity when his bargaining leverage will be huge!
4. PREFERRED STOCK( 
a. Smith: can have a return; 
i. Can have a STATED DIVIDEND: looks just like an interest payment [you don’t go into default if you don’t pay the dividend; obligation to pay a stated dividend on preferred stock exists on an annual basis: if dividend is not paid, unless it accumulates it evaporates at the end of the year. Cumulative preferred: carries over as an obligation of corp. into next year. There is NO MATURITY (as opposed to debt): preferred stock doesn’t mature, it’s an equity instrument, so like common stock it NEVER GOES INTO DEFAULTS.
ii. Not Stated dividend: PARTICIPATING PREFERRED( stated dividend entitles you to that amt. of dividend but no more or less; if you want to participate in growth you don’t want to be limited and want to participate in growth. Amt. of dividend varies. 
iii. LIQUIDATION PREFERENCE: will get paid before common stock (but after debt)
6. Is there any limitation on what we charge for shares (assuming no active market, if there’s active market then must deal with fair market value)?
a. Absent fraud, BoD can determine what is adequate consideration for shares and their determination is binding.
b. Both are acceptable structures that will account for interests of our clients
7. PAR VALUE / STATED VALUE / FACE VALUE: attempt to protect creditors; minimum capital which must be available in corp. and it was thought necessary because SH have no personal liability
a. MBCA doesn’t use concept / Yes in Del 153
b. Very few situations where SH have personal liability (NY statute: 10 largest SH liable for 6 month wages—this is now gone)

c. If Stock has hard value—then that’s the minimum you can charge!
d. Irrelevant to market value of stock—irrelevant to its true value and refers only to initial issuance. 

e. Today, role is to find ‘stated capital account’
· if we say par value is 1c. and we charge 10c. then 1 c. goes into stated capital account and 9c. goes in another account( not earnings, just shows what you get for the stock 

· Limited in what you use par value for. Legal effect, but not much of a practical effect.
f. Must allocate some piece of the amount received to go into stated account
8. Could give Lindsay stock options (in a different class maybe) that are cash-able based on performance. 

9. What’s to stop SH from selling stock and leaving or just leaving and acting as SH?
a. Care if Lindsay leaves
b. Want to limit transferability of shares to at least give other SH veto over how and when the stock is sold. 

XIII. Corporate Structure
a. Where to incorporate:
i. Delaware (most widely known, comfortable for market) OR

ii. Principle place of business

b. Must qualify to do business in State where you’re operating: otherwise you cannot sue
c. What is Capital Structure: relative proportion of short and long term debt and equity. Description of corp.’s source of funds. 
i. Debt: interest rate/coupon, maturity date, takes priority in repayment over equity (gets paid out first)—ranking among debts themselves, principal amount. 
1. All of these characteristics are variable( hybrid mechanisms

ii. Equity: assets (law students: future earning stream, probability of default) – liabilities
	TYPE OF SEC
	CASH FLOW RIGHTS
	LIQUIDATION RIGHTS
	VOTING RIGHTS

	COMMON
	Residual and discretionary dividend
	Residual
	Yes

	PREFERRED
	Fixed and discretionary dividend
	Medium
	Contingent

	DEBT
	Fixed and certain interest payments
	Highest
	None


d. Forming the corporation 
i. Del 106 [MBCA §2.02:articles of incorporation]: commence existence upon filing with Sec. of State of certificate of incorporation
ii. Charters and by-laws:

1. statute governs and prevails
2. conflict between Charter and by-laws: Charter prevails

3. conflict between Charter/by-laws and resolution: Charter/by-laws prevail

4. Certificate is public and filed (along with amdt.), by-laws are not
5. Charter can only be amended by vote of stockholders( time consuming and expensive
iii. What goes in a Charter? Del 102 / MBCA §2.02: 
1. Name of corporation: 
a. DE: needs to have a ‘magic word’ identifying it as a corp Del 102(a)(1)
b. MBCA: must have word inc., corp., co. or ltd. MBCA §4.01
c. In NY you can’t even use the word company (corporation, inc., limited)

d. DE / MBCA: Name must be such as to distinguish it upon records from other corp. organized, reserved or registered as foreign corp.
e. To do: search for the name clients want and reserve it for period of time. 

2. Location 

a. DE: of corp. registered office in state and name of agent at that address

b. MBCA: registered office in state and agent

3. Purpose:

a. DE: nature of business or purposes to be conducted—general purpose OK Del 102(a)(3)
b. MBCA: don’t have to say anything about purposes
i. stating a purpose can be limiting to future business

ii. to amend charter later you would need vote of stockholders, so you would need 3 to agree. 
c. Some states do require purpose clauses

4. Value of shares:
a. Del 102(a)(4): total number shares of stock which corp. has authority to issue
b. MBCA 2.02(a)(2): number of shares corp. is authorized to issue

c. In this case( number of shares we plan to issue is not the same as the number of stocks it can authorize. 
i. how do we decide how many shares we want authorized? 
ii. Lindsay: would want lots, stock is currency and value!

d. Most of the time you start out small, but that’s because it’s easy to amend charter after while co. is still small, and there are filing fees based on how many stocks you authorize.
e. We have two classes, so we must designate the rights of each

i. common stock: assumed to have normal rights

ii. preferred stock: must describe

iii. if classes added later, must file certificate of designation

5. Name and mailing address of incorporators
a. Del 102(a)(5)
b. MBCA 2.02(a)(4)
c. Incorporator usually is the most junior lawyer on transaction( 
i. appoint the Board and retire.
6. Signature and acknowledgement
a. All docs must be filed as provided in the statute:

b. DE 106 and 103 (what constitutes a signature)

iv. Need to find out more from our clients at this point to figure out if we want to put other stuff in Charter: i.e. SH voting that would give WH a veto
v. Must set up Board of Ds( either incorporator can appoint Board and retire or it can stick around to elect the by-laws (that govern day to day matters of corp.)
e. PIERCING CORP. VEIL: 
i. When the courts disregard the corporate form and set out parameters for LL

ii. When the courts pierce a corporate veil, it places creditor expectations ahead of insiders’ interests in LL. 

iii. Cts do not take this step lightly b/c it could chill capital formation and desirable risk taking. Further, people who have voluntary dealings w/ the company can protect themselves by K and involuntary creditors (such as tort victims) often are protected by insurance or gov regulation. 

iv. Co. is entity treated separately from SH and officers: this underlines concept of LL
1. but we could have a system in which we have an entity separate from SH but where there is not LL for SH.
v. Corp. veil is only pierced for non-public companies—type of abuse is unlikely to happen in public company (except for parent-subsidiary context_

vi. We will only disregard entities where values of LL are outweighed by value of compensating person
vii. LL: liability is limited to amount you invested
1. Positives: encourages investment because it’s less risky; 
a. If you don’t control risk at corporate level: LL regime does not affect what corp. would do. 

b. If it’s not limited it’s joint and several( you have to know what other SH have. If it’s limited you don’t care because you’re only liable for what you put in. 
i. therefore, having LL lowers transaction costs

c. by limiting liability, standardizing price, eliminating what you need to know of other SH, you can diversify portfolio by choosing different investments based on this notion of price adjusted per risk and permits a greater risk balancing by each SH.
2. Negatives: permits excessive risk taking at corp. level. 
3. Must balance positives and negatives

viii. If PROBLEM 1 co. enters into transaction and defaults and corp. is broke but WH and JPS are not broke. When can they be held personally liable?

1. INADEQUATE CAPITALIZATION: prob. not the case here where capital was $275,040
(i) Zero capital

(ii) Siphoning: profits are systematically siphoned out as earned

2. INTERMINGLING THEORY( NO CORPORATE FORMALITIES: corp. and SH were so commingled that corp. was treated as SH’ private property. Must respect the entity as independent.
3. FRAUD
· Most common combo for veil piercing + inadequate capitalization & failure to follow corporate formalities

ix. What does this mean?
f. Kinney Shoe Corp. v. Polan: (4th Cir.1991, p. 261) ATTEMPT TO HOLD THE SOLE SH OFA ONE-PERSON CO. PERSONALLY LIABLE FOR ITS DEBTS
i. Polan has two subsidiaries: Industrial and Polan Inc. Kinney enters into lease with Industrial which in turn it sublets to Polan Industries. Kinney sues and gets judgment against Industrial but Industrial has no money—it never did. Polan Inc. declares bankruptcy so Kinney tries to satisfy judgment against Polan.

ii. Polan says it was a corporate obligation, he’s just a SH and therefore not liable.

iii. Holding: for Kinney

iv. Reasoning: inadequate capitalization: 
(1) unity of interest and ownership such that separate personalities of corp. and SH no longer exist (alter-ego theory); 
(2) would equitable result occur if acts are treated as those of corp. alone? 
1. Industrial was only a shell( NOTHING IN, NOTHING OUT—NO PROTECTION.
2. Previous History: when you are entering into contract with corp. you assume the risk since you have the opportunity to investigate the party you’re contracting with. 
a. Circuit Court rejects this( limited to financial institution lenders; would add cost to transaction.
b. Kinney probably knew that Industrial was a vehicle created for purpose of entering into lease—what was purpose of vehicle? 

i. Tax reasons

ii. Limit liability

c. Kinney could have asked for a personal guarantee
d. Here there was no capital, so it’s easy, but otherwise the question would be, how much capital is enough? 

i. It almost never happens that inadequate capitalization alone is enough to pierce the veil, all cases combine it with everything else

ii. Here we also had intermingling( therefore entity won’t be respected
3. Courts cannot address only inadequate capitalization (too hard to measure what’s adequate). 
a. We’ve accepted you can set things up to escape liability—you may do this, but you may not incorporate in order to perpetrate a fraud on your creditors (this happens when you incorporate at a time when you already have creditors). 

g. Walkovsky v. Carlton (1966, p.266) ATTEMPT TO HOLD THE PARENT OF A WHOLLY OWNED SUBSIDIARY LIABLE FOR DEBTS OF THE SUBSIDIARY 

i. Facts: ∏ is hit by cab negligently operated; cab is owned by corporations with following assets: two cabs; insurance policy. ∆ is SH. Insurance policy is in statutory minimum amount of $10K. Each of the cabs is subject to a mortgage. Medallions cannot be levied upon. ∆ owns nine other cab companies that are identical. 
ii. ∏ sued company and cab driver( wins but there are insufficient assets so he wants to reach through and get money directly from ∆.
1. all 10 corp. were operated as a single entity( intermingling
2. entire structure is, was intended to, operate as a fraud on the public( fraud
iii. Issue: what policy is sufficiently strong to overcome policy that favors LL? 

1. Why doesn’t the Mangan case (other cab case) control? 
a. Difference is that in that case ∏ sought to pierce the veil to hold another corp. liable( vertical intermingling, here ∏ is seeking to reach individual ∆’s assets, alleging that all corp. were operating as a single entity( horizontal intermingling.
b. Court would have granted the remedy if it fell under Mangan( instrumentalities; but ∏ did not claim this. 

2. Existence of another competing balance
iv. Holding: in favor of ∆. 
1. No allegation that D was conducting business in his individual capacity

2. The co form may not be disregarded merely because it assets together with the mandatory insurance coverage of the vehicle are insufficient to assure him the recovery. 

v. Dissent: recovery for individuals injured through negligence of corp. ( this should allow us to pierce the corporate veil. More important to provide recovery than it is to respect the corporate form. Need inadequate capitalization + something else—in this case that something else is the existence of an uncompensated tort victim. Says SH engaged in fraud—in imposing risks outside the company that should have been retained in the company. 
1. HYPO: WH is 25% SH, someone in plant is injured, corp. carries liability insurance but is insufficient to pay for damages. Can injured pierce corporate veil?
2. TEST: participating SH of corp. vested with public interest, organized with capital insufficient to meet liabilities certain to arise may be held personally responsible. Where corp. income is not sufficient to cover cost of insurance premiums above statutory minimum, SH will not be liable. 
a. Participating SH( 

b. Corp. vested with public interest( common carriers? 
c. Capital( insurance policies are not capital; what is sufficient to meet liabilities which are certain to arise?
3. What level of risk was it appropriate for company to take on or to lay on public? Dissent is worried about uncompensated risk bearer—the injured.
a. This is not a strong value in tort law (completely compensating the victim)

b. How is a corporation to know what is an acceptable risk? 
4. Corp. are set up exactly to escape personal liability( legislature sets a minimum insurance level (10K), and corp. complied with this.  So where’s the fraud?
a. Decision made w/in corp.--> business judgment rule

b. Fraud: if problem is risk shifting from SH to creditors, that’s what LL does. So what did ∆ do wrong?
5. HYPO: ∆ sought expert advice and was told that ‘best’ amt. of insurance is $100K—looking for amt. that is most likely to cover most of the foreseeable claims but the minimum necessary to do so. 

a. This amount is not designed to cover all claims

b. Should we have different rules depending on whether SH/injured are rich/poor? The system says no. 
c. Corporate veil theories are addressed to the question: why, in this type of case, a party who was not part of transaction is going to be held liable? To say that SH share in benefits therefore they should share in costs is to do away with LL. 

i. Badness seems to come from ability of corp. to impose costs on others—but that is exactly what LL is about!

ii. So we need a different reason to pierce the veil than simply saying that excessive social costs were imposed. 
d. Why do statutes fix these insufficient thresholds at all? It is an issue of Entrepreneurialism: in Europe the thresholds are higher because the policy is to protect creditors and torts victims. In America, the policy is to protect  ownership, SHs (exceptions: banks and insurance companies)
h. Parent Subsidiary context( all or most of shares are held by parent company. Should the grounds to pierce the corp. veil easier or harder? There are no bars to allowing companies to form wholly owned subsidiaries (or for individuals to form wholly owned corp.). 
i. Bartle v. Home Owners Cooperative (1955, p.279) ATTEMPT TO HOLD THE PARENT OF A WHOLLY OWNED SUBSIDIARY LIABLE FOR DEBTS OF THE SUBSIDIARY – Facts: subsidiary operated so that it could not make a profit (akin to Polan)—one enterprise separated into multiple entities. Cooperative that exists to provide housing creates a general contractor to build that housing. Does a company have to be run so that it can make a profit? There can be no such legal requirement. 
1. Holding that “the corporate fiction is generally recognized, even when set up for the very purpose of avoiding personal liability.” 

2. Doctrine of piercing invoked “to prevent fraud or to achieve equity”. Where there has been neither fraud, misrepresentation, nor illegality, the doctrine of piercing the corporate veilî will not be invoked It is a contract claim and not Courts are not going to find that principle alone to be enough to pierce corp. veil.

3. Should law require that if you make money in excess of operating costs you must leave it in the corp.?  Can’t do this.
4. Dissent: would have pierced corp. veil on an alter ego theory( subsidiary having same Ds & managements was merely an agent of the parent corp. Most of the time the alter ego theory requires more than an identify of interest, but some messing around of the assets. 
5. Reasoning: contract claim( foreseeable, don’t arise by operation of law, can be negotiated, extend over time, paid out of operating expenses (not profits). 
a. Courts are more likely to pierce corp. veil in contract rather than tort claim( reflection of strong LL principle. 

b. Majority says it won’t pierce veil unless there is fraud: without it we assume that problems are one of management or market
c. Effect on risk: allowing LL increases amt. of risk entities will undertake—and we want entities to take some risk as it has greater benefits than downsides. 
d. Understand that business failure occurs
e. But in parent subsidiary question, some people argue that excessive risk taking is encouraged by allowing double insulation( Courts have not been willing to engage in inquiry of what constitutes excessive risk taking.

i. Piercing veil is still very rare.

ii. Courts are very reluctant to second guess business strategy or management decisions( if that’s what the claim comes down to the court will stay away.

f. In piercing corp. veil, with exception of some regulations, Court will only do so if there is evidence that the form itself has been subject to abuse. 
XIV. CORPORATE DISCLOSURE AND SECURITIES FRAUD
a. Six major Securities statutes—all passed by Congress 1933-1940. Two are major statutes to which people refer: Securities Act of 1933 (Securities Act or the ’33 Act) and the Securities Exchange Act of 1934 (Exchange Act or ’34 Act)( we’re only looking at ’34 Act. Other ones are:
i. Public Utility Holding Act

ii. Trust Indenture Act
iii. Investment Company Act (mutual funds)
iv. Investment Advisors Act (companion act to above)
b. The Acts: passed to address market flaws that had contributed to the Depression—a reaction similar to SOX: major scandals involving issuance and sales of securities culminating in market becoming highly speculative and crashing. 
i. Acts were superimposed on existing systems:
1. self-regulatory system of market and its participants (i.e. NYSE)
2. state regulations (blue sky laws): existed before Acts and continued to exist—State demanded that their laws be respected and not be obliterated by Fed. statutes
3. state corporate law: still exists and governs some of the questions that arise in transactions that look like securities law transactions.
ii. Congress tried to use the full extent of its commerce power( there have been challenges to constitutionality of the Acts because transactions take place often within state—such challenges have been rejected because such transactions still facilitate interstate commerce. 
iii. Disclosure provisions( challenged on 1st Amdt. grounds and largely challenges have been rejected.
iv. Disclosure provisions have an affirmative component and a negative one. 
v. The broad disclosure obligations created by the federal securities laws apply not only to the corporation but also to those who stand in a fiduciary relationship to the corporation, its “INSIDERS”.
vi. The two competing goals of sec laws are allocative efficiency and distributive fairness. 
vii. 1933 Act: regulates process by which issuers (of securities) sells or distributes its securities into the public markets (stocks in equity market, but also applies to debt market and others)
1. definition would also extend to futures and things regulated by a different agency—this jurisdictional division was made by agreement( so SEC does not regulate trading in futures and commodities.
2. remained largely untouched by Congress
3. principal players are issuers, underwriters and dealers

4. principal mechanism is creation and distribution of disclosure document which is called a prospectus wrapped in something called the registration statement. 
a. Registration process allows SEC to bar transactions if not registered, exempt some transactions (by statute or regulation), and it’s a disclosure system.

b. All public offerings must be registered with SEC. 
5. Exception: issuances that take place after issuers are involved (among stockholders)
6. SEC has very broad grant of regulatory rule making
viii. 1934 Act: intended to regulate secondary markets (issuers selling securities are primary offerings—where proceeds go to the company; other offerings are secondary—where proceeds do not go to the issuer: selling SH). 
1. Three main mechanisms:
a. Created the SEC—initially headed by William Douglas
b. Require all markets to register with SEC
c. Requires that all market professionals register with and be members of national securities association( NASD (members are prohibited from transacting with non-NASD members—monopoly of membership)
i. Both markets have regulatory power over their members—subject to oversight by the SEC (self-regulatory organizations)
2. Debate about efficacy of self-regulation and jurisdiction of self-regulatory authority
a. Congressional compromise to keep Wall Street from seriously opposing the Securities Act. Some of self-regulatory initiatives have saved SEC lots of time and money but there are stories of corruption. 
3. Created disclosure regulations for companies:

a. every public company has to register( who has a publicly trading class of stock or debt security
b. once you hit 500 SH and $10mil. in assets you have to register and become subject to reporting requirements.
c. Must file quarterly, annual and interim reports if certain specific things happen
d. Must file proxy statement; must be distributed before SH mtg. can happen. 

4. Ongoing reporting obligations:  annual report
a. Proxy statement: announces when SH mtg. will happen, and allows you to vote through proxy document. 
b. System is called continuous disclosure but it’s actually periodic

5. Prohibits fraudulent practices:

a. §9: market manipulation

b. §10b and §17a: broad ( conscious decision by Congress and SEC not to create roadmaps for what constitutes fraud. Ingenuity with which fraud can be designed is endless—don’t’ want to give narrow definition. 
6. Listing requirements of the markets
a. Self Regulatory Organizations: primarily regulate their members

b. Two standards:
i. Quantitative (highest are NYSE, similar to NASDAQ nat’l market system)
ii. Qualitative: corporate governance req.—strictly observed. In theory these are private contractual matters
1. states securities laws

2. listings standards (apply only to public companies)
ix. Once you are a reporting company what do you have to disclose?
c. Financial Industrial Fund v. McDonnell Douglas Corp (10th Cir.1973, p. 319): ∏ bought stock in McDonnell, shortly after McDonnell made announcement that their earnings were going to be lower than expected. ∏ sues saying there was a duty to disclose that information earlier. 
i. Rule 10(b)(5): broad anti-fraud regulation
1. when admin. agency promulgates rules they have the force of law.
ii. ∏ claim: could have and should have disclosed earlier, and the delay was improper
iii. Reasoning: this has to do with timing of disclosure, not its content

1. McDonnell Douglas is compiling info which it’s required to file in Form 10Q( company is on a weird fiscal year, so their quarter ends a month earlier. 
a. McDonnell is going to issue unsecured debt( replace existing class of debt. In order to do this they have to comply with disclosure requirements
b. In the meantime they’re putting together their quarterly report
c. Get word that there’s a problem in one of their divisions( after they’ve verified it they make a public announcement that this will affect earnings

i. Nothing in this statement discusses how serious this will be.

ii. Bring in the auditors and they find out the effects on June 22nd.
iii. On the next day, the press release is issued (the day before the market opens)( Always reviewed by lawyers

2. this really is question as to whether management correctly evaluated urgency of information and acted with ‘dispatch’
a. business judgment rule: first court says this doesn’t apply; however concepts are the same ones Court uses( management retains considerable discretion over this decision. 
b. When a company discloses information has some flexibility (beyond mandatory obligations)( management retains some discretion when in-between those dates of quarterly or annual reports

i. Where we haven’t hit a duty to speak date created by statute, then we need to find the obligation somewhere else. ∏ has no absolute right to receive all material info at the moment it arises—there is discretion.
c. Discretion is based on: 
i. Ripeness: must be sufficiently verified so that the company is confident that it’s accurate and that there’s no valid corp. purpose that it not be disclosed.
d. Court finds this was satisfied and there is no reason why duty to disclose should have arisen earlier.
3. Contract misrepresentation claim( very different when you are alleging an omission rather than a misrepresentation. For omission, you must establish a duty to speak and that failure to meet obligation is source of liability claim. 
a. Court found no obligation to speak earlier than when corp. did.
4. Company has no obligation to disclose until the information is ripe. 
5. If company makes premature disclosure of info which turns out to be inaccurate( liable for misrepresentation. 
a. Court doesn’t want to encourage this

b. Federal interest in disclosure under securities law is not implicated in absence of materiality( materiality is a threshold. Some things are material as a matter of law—
i. Must disclose location of your plants

c. Soft information (speculative, opinion, contingent info)( that information is usually what the market really wants
d. Basic v. Levinson: (SC 1988) preliminary merger negotiations. 
i. Explicitly adopts materiality standard (originally from TSC v. Northway):

1. a SUBSTANTIAL LIKELIHOOD that a reasonable SH would consider it important in deciding how to vote; OR substantial likelihood that disclosure of omitted fact would have been viewed by REASONABLE INVESTOR as having significantly altered the ‘TOTAL MIX’ OF INFO MADE AVAILABLE.
ii. The PROBABILITY MAGNITUDE TEST: (Texas Gulf Sulphur)
1. must assess probability event will occurred and 
2. the anticipated magnitude of the event in light of the totality of the company’s activity. 
iii. Facts: Basic was involved in merger negotiations for 2 yrs. It made three public announcements, some denying negotiations were ongoing, and some were no-corporate developments announcements (stating they know of no activity that would explain unusual activity in stocks—now they say ‘no comment’)
1. ∏ class is sellers of stock( sold stock during period from first public denial until the day before the merger was announced (curative disclosure)( claim they were materially misleading statements.
iv. Previous History: DC found lack of disclosure was immaterial. CC found that even if negotiations themselves were not material, lying about them made them material. 

v. Reasoning: conflict in the Circuits: 
1. Sixth Circuit test -> FALSE STATEMENT TEST: info became material because statement denying existence of info
a. Response: not enough that statement is false or incomplete if statement itself is immaterial( are you free to lie about immaterial things? NO: materiality is a constant concept and doesn’t vary by the claim
2. Third Circuit test -> AGREEEMENT IN PRINCIPLE TEST: 3rd Circuit took position that preliminary merger negotiations become material when agreement in principle between the parties is reached (i.e. agreement covering price and structure) and therefore may trigger a disclosure obligation.  Arguments in favor of this standard: 
a. not to be overwhelmed by excessive detail 
i. response: investors are not nitwits—assume they can process contingent/speculative info knowing it is just that.  This all depends on who you think the ‘reasonable investor’ is. SEC has been gearing its req. towards institutional investors, but when Securities Act started, the typical investor was a smart but not an expert
b. limits scope of disclosure obligation and helps preserve confidentiality; 
i. response: this has nothing to do with whether info is material; 
c. provides a bright line rule
i. response: may be hard, but that’s what the statute requires

3. Court severs materiality issue from duty to disclosure( materiality test is the same no matter what the purpose of determining it. Materiality inquiry won’t tell you whether you have a duty to disclose( if it’s immaterial you don’t, but if it is, you still don’t know. 
a. ∏ must prove materiality and duty to disclose
b. This Court did not discuss duty to disclose. 

4. There will always be winners and losers in securities disclosure case.

vi. Issue: when do Securities clauses kick in? When is materiality? 
e. NO COMMENT (FOOTNOTE 17): there are times when co. has material info but is not obliged to disclose it—can make available something which is equivalent of silent

i. Texas Gulf Sulphur.
Duty to correct A duty to put out new information to correct prior disclosed information that was incorrect at the time of the prior disclosure

Duty to update A duty to disclose information when previously disclosed (and correct at the time of initial disclosure) that turns out later to be misleading

- Duty to disclose if trading in securities (sometimes)
- Duty to update, in some circuits (1st Cir. cautious acceptance; 3rd Cir. acceptance; 7th Cir. outright rejection), if prior disclosure has become materially misleading so long as “alive” or has forward intent and connection upon which parties may be expected to rely
- Duty to correct in all circuits if statements were misleading at time they were made
- Duty to avoid “half-truths”

- MD&A in Annual Report
Periodic disclosure requirements impose additional disclosures for specified categories ( Real time disclosure: 
§ 409 SOX gave the SEC authority to require SEA reporting co. to disclose “on a rapid and current basis” material info re. changes in a co.’s financial condition or operation

The 8-K, or “current” report, it comes closer to requiring “real time” disclosure; items required must be made within 4 business days of the specified event 

Forward Looking Safe Harbor

· 34 Act § 21E(c)(1) a person shall not be liable with respect to any forward-looking statement, whether written or oral, if . . .(A)(i) identified as a forward-looking statement, and is accompanied by meaningful cautionary statements identifying important factors that could cause actual results to differ materially . . .; or . . .

· It rules out a caution such as “this is a forward-looking statement: caveat emptor”. But it does not rule in any particular caution. 

· Boilerplate warnings won’t do

· 34 Act §21E(c)(1) a person shall not be liable with respect to any forward-looking statement, whether written or oral, if . . . (B) the plaintiff fails to prove that the forward-looking statement . . . (i) was made with actual knowledge by that person that the statement was false of misleading . . .

· 34 Act 21E(c)(2)(A)(ii) Oral statement (i) accompanying oral warning referring to w doc (ii) identification of w doc (iii) w doc is cautionary statement

· See also Rule 175 under 33 Act
f. Backman v. Polaroid (1st Cir.990,p.329): DUTY TO UPDATE PRIOR DISCLOSURE WITH FORWARD INTENT, BUT NO DUTY TO UPDATE PRIOR DISCLOSURE  B/C IT IS HISTORICAL INFO
i. Duty to disclose arises when: (1) filing requirements; (2) when co. goes public it’s required to comply with registration requirements; (3) when insiders are trading and co. knows (company dealing in its own shares)
ii. Issue: when is there a duty to update?

iii. Facts: Polaroid introduced Polavision—product flopped. Company had disclosed that the expenses were higher than expected in their quarterly report. Made a second disclosure which led to stocks dropping greatly. 
iv. ∏ class: purchasers of Polaroid in period between January 1979 and Feb. 1979 (when curative disclosure was made)( co. should had made disclosures during this period and did not. 

v. Reasoning: 
1. If speaker finds that disclosure that was misleading when made, he has -> DUTY TO CORRECT
2. But what about when statement BECAME misleading even though it was correct at the time it was made? Statement when made have a forward and direct connotation upon which parties may be expected to rely -> DUTY TO UPDATE
i. Court finds no liability because the statement was of historical fact
g. Quaker Oats (3rd cir.1997,p.330): DUTY TO UPDATE PRIOR DISCLOSURE WITH FORWARD INTENT
i. Acquisition of Snapple( Quaker was in bidding war, and they went up by raising debt. They issued a statement stating “for the future”( this indicates that this is forward statement and therefore a duty to disclose arises.
ii. Once acquisition became probable, Quaker had a duty to disclose because it affects the statement it previously made that is still alive( this requires updating.
iii. Elements:

1. forward looking statement (as opposed to historical fact in Backman)
a. not verifiable—SEC prohibited them: over time, even the SEC came to realize that investors really want this information, even though speculative. 
i. Safe harbor rule: if co. complies with req. of rules they don’t have to worry about liability—safe harbor for co. who wants to make a projection. 
ii. As market has evolved and everything has gotten faster, SEC has moved more into allowing projections and now requires a great number of them, particularly in a section of Annual reports (Management Discussion & Analysis( MD&A) 
1. required to identify certain trends and uncertainties

h. Earlier cases:

i. Duty to update

ii. Duty to supplement original disclosure if incomplete

iii. Duty to correct third party statements/rumors

i. In re Time Warner Securities Litigation (2nd Cir. 1993, p.333): WHEN CORP. ANNOUNCES A GOAL AND APPROACH IT MAY HAVE AN OBLIGATION TO DISCLOSE OTHER APPROACHES TO REACHING THAT GOAL WHEN THEY ARE UNDER ACTIVE/SERIOUS CONSIDERATION. 

i. Facts: Time acquired Warner in very expensive leveraged hostile takeover. Time sought to reduce debt by publicly announcing it was seeking strategic partners to make equity investments in the company. This didn’t work—no one wanted to be a strategic partner. Time eventually adopted a different strategy: made ‘rights offerings’ (very common in the UK: offering of securities that is made first to the holders of the securities; usually there is an underwriter involved in a stand-by capacity who agrees that it will purchase and resell into mkt. all the stock that is not purchased pursuant to the rights). 
ii. Court dispenses w/ statements that have been made in the press( not material because investors discount info in press when it doesn’t cite source w/in co.; co. has no obligation to respond to rumors. Cannot be material because investors ignore them
1. Class discussion( not true! People read and consider them.
iii. company has taken no action that triggers a duty to disclose
iv. ∏ claim: omission rather than misrepresentation—did not disclose problems in strategic partnership negotiations and consideration of alternative method of raising capital.
1. this has significant affect on claim( this one could have gone either way
2. omission is harder to prove: it’s hard to prove reliance on something that was not said. 
3. Without obligation to disclose, there is a large area for people to remain silent.
v. Court says there is no misrepresentation and that no statements were false when made
vi. Incompleteness of statements( was there duty to disclose?

1. Strategic alliance: public statements lacked definite projections that required later correction, it only stated hope that deals would go well( could not be relied upon by market in any way that would require updating because it contains no facts.

a. Not definite enough to require duty to correct 

2. Alternative methods: Court says this info. does materially change the disclosure that was out there. In updating situation, duty to disclose arises with materiality of info( duty arises whenever secrete info renders public statements materially misleading, when it changes the total mix.
a. Having publicly hyped strategic alliances, the change in direction puts those statements in materially different light.

i. Interplay btw. co. choosing to speak about a matter in a material way makes it take on the obligation to update that matter—even though there was no duty to speak about the first matter that way. 

j. Holding: Co. does not need to disclose every piece of info that could affect the stock price. Rather when corp. announces a goal and approach it may have an obligation to disclose other approaches to reaching that goal when they are under active/serious consideration. 
i. Balancing between disclosure req. of securities fraud v. practical risks co. take on when they speak into the market place. 
k. Class discussion:

i. Material info does not always have to be disclosed( materiality is necessary but not sufficient for disclosure requirement. 
ii. There is a way to stay legally silent: ‘no comment’
iii. Difference between omission and misrepresentation claim
iv. There is a duty to correct when statement was incorrect when made

v. Statements of historical fact don’t change even though subject may evolve

vi. Duty to update: much harder to prove because courts tend to treat this as a form of omission (whereas duty to correct is a form of misrepresentation)
1. Batman: is the statement still alive? (mkt. reliance on continuing validity of statement)
a. Historical fact statements are limited to their time period
b. No duty to update can exist if statement is no longer being relied upon.

2. if statement has forward connotations then we look at whether mkt. can be expected to rely on this statement and how the changes will affect the reasonable expectations of the market. Must place statements in materially different light. 
vii. If a co. has material non-public info about which it has not yet spoken, and it’s between filing dates, does it have a duty to disclose? UNANSWERED: there’s no trigger that we know of yet (no filing date, no insider trading, no affirmative statement made).
l. Texas Gulf Sulphur (2nd Cir. 1968. p.385): 
i. Corp. nondisclosure case as well as insider-trading case. On issue (1), 2nd Cir. principle has been confirmed but the SC in Basic Levinson in 1988. 
ii. Facts: Co. was engaged in mining in Canada, it drilled a promising test core (K-55-1). Co. decided to keep info secret because they want to buy surrounding land cheaply. Had there been no insider trading, Courts agreed co. could have kept it secret for a while while it pursued legitimate corp. goals.
iii. Test of materiality is whether a reasonable man would attach importance in determining his choice in the transaction in question ( Material is any fact which in a reasonable and objective contemplation MIGHT affect the value of the co’s stock or sec 
iv. ( Probability Magnitude trade-off
v. McDonald Douglas: reaffirms this principle( valid corp. purpose served by withholding info from public—thus a matter within business judgment of management.
m. The might/would distinction. Texas Gulf Sulphur “Material is any fact which in a reasonable and objective contemplation MIGHT affect the value of the co’s stock or sec” ( Mills SC 1970 in a proxy fraud case; Contra TSC Industries v. Northway narrowed the test: SUBSTANTIAL LIKELYHOOD & ALTERATION OF THE TOTAL MIX in an another proxy fraud case
n. DISCUSSION: what if you have material info and no valid purpose to keep it secret? Do you have to disclose it? Is there a bias towards disclosure in our system or is left to business judgment? 
i. VALID CORPORATE PURPOSES: includes competitive reasons
ii. Other reason to delay disclosure( RIPENESS 
iii. LIMITS to how often and how much corp. will have to disclose

iv. REAL TIME DISCLOSURE – Listing agreements of marketplaces require co. to tell markets of any material developments that might affect stock price and require co. to comment on market movements( through press releases. § 409 SOX gave the SEC authority to require SEA reporting co. to disclose “on a rapid and current basis” material info re. changes in a co.’s financial condition or operationThe 8-K, or “current” report, it comes closer to requiring “real time” disclosure; items required must be made within 4 business days of the specified event 
v. Doesn’t always work because co. are more afraid of 10(b)(5) suits than of being delisted (which basically never happens). 

vi. Virginia Bankshares v. Sandberg: squeeze-out merger. ∏ were SH; bank is 85% owned by First American Bank and 15% held by public. Co. decides to get rid of public minority SH. It creates a subsidiary (VBI) and merges itself into VBI in a merger transaction through a cash-out merger. Stockholder vote is held and FAB is going to win. Minority SH get cash ($42/share). Parent company (FAB) is on both sides( decides to get fairness opinion—gave investment bank little info. 
vii. ∏ are unwilling sellers( Claim that disclosures co. made in document to SH were misrepresentation. Opinion of Board was that this was a high value merger
1. said it wasn’t a high value
2. challenged statement that that’s why Board approved it—motivation
viii. Court found that statements of opinion were made by people upon whom the recipient is entitled to rely( therefore they’re treated as statements of fact which can be proven false.
1. Material: what Board thinks of the deal is very material

2. Sufficiently susceptible to verification: was it in fact high-value? NO
ix. Motivation: Court was willing to let it go in this case because of the falseness of the opinion, but not to let it go generally. 
1. Statements of motivation are of psychological fact( misstatements of speaker’s belief. 
2. If you can show statement of fact then you can use 10(b)(5)—but not just for this.
Implied Civil Liability: Rule 10(b)
I. Private Cause of action recognized since 1946: 
a. When Supreme Court first looked at 10(b)(5) is conceded this point( too engrained
b. Congress that enacted 10(b) intended that there be a new cause of action, and that it wouldn’t be governed by common law. 
i. Significant problems in applying common law to securities market: causation, reliance, privity of dealing. 

c. 10(b) reaches any transaction in connection with purchase or sale of securities; small/large, public/private. 

II. 10(b): (p. 359) unlawful for any person, directly or indirectly, by use of any means or instrumentality of interstate commerce, mails, or any facility of any national securities exchange:
a. To use or employ, in connection with the purchase or sale of any security registered on a national securities exchange or any security not so registered, any manipulative or deceptive device or contrivance in contravention of such rules and regulation as the Commission may prescribe as necessary or appropriate in the public interest or for the protection of investors.

b. 10(b)(5) unlawful

i. To employ any device, scheme, or artifice to defraud

ii. To make any untrue statement of material fact or omit material fact necessary to make statement made, in light of circumstances under which they were made, not misleading, or

iii. To engage in any act, practice, or course of business which operates or would operate as a fraud or deceit upon any person, in connection with the purchase or sale of any security

III. Interpretation

a. For many years it was construed broadly( (canon of interpretation: remedial statutes should be construed broadly)
b. Starting in 1975, Court severely limited actions that could be brought under 10(b)(5) going back to its underlying common law basis.

IV. Five elements of a cause of action under rule 10(b)5 approximate the traditional elements of a cause of action for deceit -> five fingers of fraud

a. STANDING

b. MATERIALITY

c. CAUSATION

d. SCIENTER 

e. DAMAGES

V. Materiality: essentially an economic test; 5% rule (if what you’re talking about affects any measure by 5% it is material).

a. When public debate is heated, market starts reacting to stuff that may not otherwise be material

b. Example: SA apartheid( amount of business done with SA was immaterial, but conditions under which they conducted the business became material and became subjects under which disclosure practically became required—because people cared. 
c. Judgments have to be made before you have all the facts, class of ∏ can be extremely large

VI. STANDING: Blue Chip Stamps: (1975) antitrust suit by excluded retailers. Entered into settlement in which Blue Chips had to make an IPO to invite all excluded retailers in. ∏ was a retailer who chose not to buy the stock and alleged that the prospectus that was issued as part of the offering was intentionally materially misleading because it was too negative, and that this was intentional because Blue Chip didn’t really want new people.
a. ∏ asked for damages for right to purchase and a right to purchase at the original price (stock had increased) 
b. Court held ∏ had no standing to sue because it was neither a buyer or a seller

i. Plain meaning rule: 

ii. Policy rationale: first statement by Sup.Ct. which showed hostility to 10b-5. 
1. Case did not present problems Court is concerned about (open ended remedy, flood of litigation) because class of ∏ was very narrowly defined and damages were very easy to ascertain

2. Court’s identification of danger of vexatious litigation brought for settlement purposes only.
a. 10b-5 is particularly susceptible to this, and it’s exacerbated by liberal discovery rules in Federal court.
b. Earlier cases had indicated that burden should be on ∆ who have committed the fraud, BUT Court places BOP on ∏
i. Investing public is diffused and it’s the issuers who are in danger of being overcome by imposition of unwarranted cost.
1. directly contrary to legislative history: Congress believed that when you avail yourself of public mkt. you have obligations and statutes were an attempt to shift from caveat empteor to a caveat vendor philosophy—imposes liability on sellers.
3. Holding: Must be a buyer or a seller in order to bring the case
VII. RELIANCE: very hard problem for the courts. Under common law claims (contract/tort), causation and reliance are part of the claim but lots easier to prove because connection is clear. Intermediation in securities claim of this very broad market makes causation and reliance harder to prove. Causation is an element, though Courts have articulated it differently
i. Transaction causation: RELIANCE—but for proof, made the transaction happen in this case

ii. Loss causation: PROXIMATE CAUSE—still must be proved in every case!

b. Affiliated Ute Citizens (SC 1972, p.400): 
i. tribal assets belonging to the Ute had been placed in a corp. the shares of which were held by members of the tribe. The Bank ∆ was transfer agent, so whenever shares changed hands it went to through ∆. Only market was created and maintained by the Bank—shares were not sold anywhere else. Stock was trading in an outside market which was trading it at higher prices than what tribe members got through ∆. Defense was that ∏ had not proved any reliance on false statements or representations—this was true because ∆ had remained silent.
ii. Holding: Court held that proof of causation was met and proof reliance was unnecessary
1. ∆ devised a plan and induced tribe members to dispose of shares w/out disclosing material facts that reasonably could have expected to influence their decision to sell.
2. ∆ were market makers so they possessed affirmative duty to disclose—may not stand silent.

3. Reliance is not prerequisite to recovery—it’s enough that facts withheld were material( this establishes element of causation in fact. 
iii. Unusual facts:

1. Fiduciary duty between seller and buyer

2. Face to face transaction: makes it easier to establish reliance

iv. Case does not get rid of causation( combination of omission of material fact + affirmative duty owed by virtue of position as market makers
(i) There was no other market for these shares, sellers had no choice but to go to ∆. 
(ii) Duty to disclose takes the place of proving reliance: even if ∆ said nothing, because of obligation to speak, ∏ were entitled to rely on them.
(iii) Materiality takes the place of causation.
v. Affirmative defense: Non-reliance (burden on ∆)

vi. Insider trading is omission based( failure to speak; depends on finding a relationship that gives rise on duty to disclose

c. Basic v. Levinson (SC 1988, p.403) FRAUD ON THE MARKET THEORY: takes the expectation that the markets are free from fraud, and it makes it enforceable by investors. Investors can base their claims on the notion that you’re entitled to trade on a market that is untainted by fraud. Presumption of reliance in 10b-5 litigation.
1. This presumption of reliance enables class actions to go forward in the securities market—absent a class action vehicle, individual damages are low and cases are rare to be brought individually.
2. If each ∏ had to show reliance, this would overwhelm proof on other elements
i. Even if statements are found to be material under circumstances where there is a duty to disclose, which would thereby establish causation, there would still be no proof of connection between the fraud and each particular ∏’s injury. 
1. But fraud on the market theory creates this connection: ∏ relied on integrity of market, which means they relied on the market price to accurately reflect all publicly available info about the company. 
2. Dissemination of misinformation results in a defective market price

ii. FOOTNOTE 27: Court sets out 6th Circuit definition for fraud on the market theory:
· ∆ made public misrepresentation

· Which was material

· Shares are traded on efficient market( this substitutes ∏’s proof of reliance
· Misrepresentation would induce reasonably reliant investor to misjudge value of shares

· ∏ traded

iii. Who are the ∏? How do you narrow this class?
· fraud is perpetrated when bad information affects the price and ∏ suffers economically—not ∏’s receipt of false information
· ∏ doesn’t have to prove fraud is the reason or a reason for the business decision( this is what is presumed under the fraud on the market theory. 

iv. Fraud on the market doesn’t really work in an omission case( need to have publicly disclosed, materially misleading information. This affects how you bring a case depending on whether it’s an omissions or misrepresentation case.
v. See economic theory Efficient Capital Market Theory

	RELIANCE
	FACE-TO-FACE
	OPEN MARKET

	OMISSION WITH DUTY TO DISCLOSE

& HALF TRUTHS?
	No reliance requirement (Affiliated Ute)
	No reliance requirement (Affiliated Ute)

	
	HALF TRUTHS

Some courts require proof of reliance ( see Abell v. Potomac Insurance (5th Circuit, 1988) and others apply Affiliated Ute presumption ( see Chris-Craft v. Piper Aircraft (2nd Circuit, 1973)

	AFFIRMATIVE REPRESENTATION

& HALF TRUTHS!


	Investor must show individual reliance!
	Presumption of reliance (Basic) in efficient markets

If market is efficient! See Binder v. Gillespie (9th Circuit, 1999) where Basic presumption did not apply to issuer whose stock was traded in the “pink sheets”, which is a mk lacking in informational efficiency.


d. SCIENTER: Ernst & Ernst v. Hochfelder (SC 1976, p.415): E&E is an accounting firm that audited accounts of small brokerage house, whose Pres. and majority SH were engaged in ongoing fraud. Pres. induced people to invest in ‘special escrow’ accounts promising unusually high returns and he was stealing the money. Pres. ended up committing suicide. E&E did not discover this fraud in course of audit, but when Pres. committed suicide and left a note.
e. ∏ sued E&E because the brokerage firm was dissolved( claimed E&E aided and abetted the fraud by negligently failing to discover it.
f. Holding: NO PRIVATE CAUSE OF ACTION UNDER 10B-5 IN ABSENCE OF PROOF OF SCIENTER( NEGLIGENCE DOES NOT SATISFY THIS.
g. Reasoning: 

i. Plain meaning of the statute: manipulative/deceptive device/contrivance( intended to prescribe knowing and intentional misconduct
· SEC argued that effect on investors is the same regardless of scienter -> Response: 10b-5 is not a compensatory statute—creates too much liability; 10b-5 is regulatory or punitive—focus more on conduct of perpetrator rather than effect on victim 
· EFFECT ORIENTED APPROACH REJECTED ( “it would impose liability for wholly faultless conduct where such conduct results in harm to investors, a result the Commission would be unlikely to support.”
ii. Legislative history: silent on the issue
· SEC argued that when Congress meant to specify scienter it knew how to say so

· Response: where Congress wanted liability on negligence it knew how to say so
iii. Statutory scheme: if we allow liability for negligence here it will nullify some of the other express claims under the statute which require a higher threshold or are subject to procedural limitations that 10b-5 is not.
iv. Rule 10b-5 cannot exceed §10b (statutory source of rulemaking authority): rule will be limited to the scope of its statutory authority.
h. Recklessness FOOTNOTE 12: “We need not address here the question”
i. Central Bank of Denver (SC 1994, p.452): aiding and abetting liability does not exist.
j. Congressional amendment: Private Securities Litigation Reform Act (PSLRA) of 1995-> 20(e) of ’34 Act
i. Prosecution for a/a only where they knowingly provided “substantial assistance”.

ii. Also, Requirement that P pleads with particularity facts “giving rise to a strong inference” that the D had the requisite state of mind, BUT discovery is stayed until after the motion to dismiss making it difficult for P to uncover facts to meet the pleading w/ particularity and avoid dismissal. Which facts??
iii. Result of many of these cases is that # of securities class actions has not gone down, it has only gone up.

VIII. Damages: Mitchell v. Texas Gulf Sulphur (10th Cir.1971, p.423) TX Gulf has press release on April 12 held to be false and misleading( incomplete. They then issue a curative press release containing all right info on April 16. 
a. Issue: how to measure damages?

b. Reasoning: ∏ each sold their stock at a different time, and AFTER the curative press release. 
i. Due diligence of investors: when should ∏ be charged w/ knowledge of curative press release? 

· Effective dissemination: there is some time period between release of info and its full and effective dissemination to the investing public.
· Once it’s effectively disseminated, prior fraud stops having effect
ii. Calculation( today, effective dissemination period still exists but it’s very short (under 24 hr.)
· Found period to be 5-7 days (would never happen in today’s market)
· Can still have a claim if you sold before effective dissemination
iii. SH’ benefit: dissemination to investors generally; today, effective dissemination applies to market professionals who will immediately transact and effect on mkt. price will be fast.

iv. DAMAGES:
· ∏ argued for restitution measure: Court rejects this as inappropriate because the co. didn’t get any benefit.
· Out of pocket measure of damages( reliance: difference between price they received when they sold the stock and the actual value of the stock (amt. by which stock went up once curative statement was effectively disseminated)
a. Measures true value of stock by the highest value it reached( punitive

· No required formula to measure damages under 10b-5: Court’s discretion. 
IX. Limitations:
1. A/A -> Central Bank of Denver (SC 1994, p.452): aiding and abetting liability does not exist.

2. Corporate Mismanagement -> Santa Fe
a. Statute and rule apply to transactions in connection with purchase or sale of securities( defines scope of claims Courts will hear
b. Fraud is often not alleged about the transaction—rather transaction is incidental
i. Ex: dispute between parties in closely held corp. ( not limited to public markets. ∆ wrongfully fires ∏. Turns out that being fired triggers a buy-sell provision that affects stock (if you leave, your stock must be sold back)( that’s a purchase or sale.
· But it’s not in connection w/ purchase or sale of securities for federal securities purposes—the dispute is about the firing, not the buy-sell provision

· However, if purpose of firing is to trigger the buybacks (to get ∏’s stock back) then it is in connection w/ purchase or sale of securities.

c. Santa Fe v. Green (SC 1977, p.443): SECTION 10(B) DOES NOT “REGULATE TRANSACTIONS WHICH CONSTITUTE NO MORE THAN INTERNAL CORPORATE MISMANAGEMENT” – virtually all state statutes have provision where if you own enough of stock of a co. you may engage that co. in a merger w/out getting votes of stockholders (still have to inform them). Ordinarily a merger requires SH vote, which comes w/ many requirements and time commitment. 
i. Short form merger( adopted to facilitate this, esp. when one co. is basically a subsidiary of another. 
ii. SF owned more than 90% of the stock of Kirby and uses short form merger to merge Kirby into SF w/out prior notice to minority SH
· Must give subsequent notice of merger and what they’re getting, and if they don’t like it they can seek appraisal: 
· SF sought expert advice on price to offer minority( 

iii. Assets were appraised at $640/share; stock valued at $125/share; SF offers minority SH at $150. All this is disclosed.
iv. ∏ claim (1) merger had no valid business purpose—only did it to freeze out the minority, so that’s a manipulative and deceptive practice—lack of prior notice is part of the fraud because it does not allow SH to challenge it; (2) price was so low that it was fraudulent.
v. Court rejects these claims:

· No deception( 10(b) requires a disclosure defect for an action to be brought (i.e. material omission or misstatement). 
· Once full and fair disclosure has occurred, the fairness of the terms is not our problem( no substantive review of the terms in the Securities Act.

a. Not a fairness statute, it’s a disclosure statute
· Claim is a state claim
· Mere instances of corporate mismanagement or fiduciary duty breach fall outside the scope of the antifraud provisions of the federal securities laws and should be left to state corporate law to address.
INSIDER TRADING
I. The history

a. The only provision of the securities statutes that expressly regulates insider trading is Section 16 of the ‘34 Act, but present-day liability for insider trading stems primarily from Section 10(b) and SEC Rule 10b- 5 which do not formally define (or even mention) insider trading 

b. The SEC and government prosecutors1 have utilized Rule 10b-5 as a primary weapon against insider trading. This method of enforcement began when Securities and Exchange Commissioner Sumner Pike indicated approval of the rule by asking, “Well, we are against fraud aren’t we?”

c. Although section 10(b) of the Exchange Act was not initially designed to be used in such capacity, the section's broad language has allowed the government to utilize it to combat trading by corporate insiders.

d. Indeed, Chief Justice Rehnquist in Blue Chips  noted the undefined and expansive powers of Rule 10b-5 when analogizing the Rule to “a judicial oak which has grown from little more than a legislative acorn.”
II. What is insider trading? Why is it a violation of §10b and 10b-5?
a. Cady Roberts (SEC, 1961) DISCLOSE OR ABSTAIN RULE

i. Facts: Cowdan was director of Curtiss-Wright and associated with Cady Roberts, a broker firm. Cowdan tells a Cady Roberts partner-Gintel- that his company is going to cut the dividend and he should sell. Gintel sells the Curtiss-Wright stock in discretionary accounts. Covered short: sold borrowed stock at current mkt price in anticipation of price decline after public disclosure of dividend cut at which point it would purchase an equivalent number of shares and return them. 
ii. Corporate purpose v. personal benefit( 
1. If insider can’t trade, then broker-dealer can’t trade either: ‘by logical sequence’( don’t know exactly why and court doesn’t say. 
iii. ABSTAIN OR DISCLOSE RULE: insiders must disclose material facts which are known to them by virtue of their position but which are not known to persons with whom they deal and which, if known, would affect their investment judgment
1. May trade on it if you disclose it first

2. If disclosure would be improper you must forego the transaction
iv. ∆ arguments:
1. even real insiders owe duties only to stockholders, so there could be no liability
a. Response: it also applies to buyers—statute and rule talk about purchase and sales, whatever distinction between sellers/buyers existed in common law it is not appropriate to include them in broader anti-fraud concept. 
2. made no affirmative representations therefore no duty to disclose( there is no duty to speak unless you’re in a relationship where there’s a face to face transaction and reliance.
a. Response: modern securities markets don’t operate like this—we can’t have this rule and have an effective anti-fraud system.
i. Commission understands anti-fraud provisions to be different from state regulations. 

b. Chiarella v. US (SC 1980, J. Powell) INSIDERS (CHIARELLA WAS OUTSIDER) INSIDER TRADING: CLASSICAL THEORY - BREACH OF 10(B)5 ONLY IF YOU TRADE STOCK OF A COMPANY YOU OWE A DUTY TO – DUTY ARISES FROM SPECIFIC RELATIONSHIP B/W PARTIES THAT ARISES OUTSIDE THE SECURITIES REG. Analysis changes from one of the information and information flow to the duty. 
i. Duty that insider trading law imposes on individuals

ii. After this case, insider trading (trading while in possession of material non-public info) only constitutes fraud if non-disclosure is in breach of a duty to disclose
1. Silence/mere possession of non-public information cannot give rise to a fraud claim unless there is a duty to speak first. 
iii. SEC disciplinary proceedings—SEC gets lots of deference and entity is unlikely to appeal
iv. Criminal prosecution( first insider trading case to get to the Supreme Court
1. insider trading was a hot topic at this time—criminal prosecutors and SEC have a complex relationship for dividing jurisdiction, but when these big corp. scandals arise, the US Attorney’s Office can enforce it criminally. 
2. threshold of proof should be harder to meet in criminal cases( 
v. Facts: Chiarella is a financial printer; he was responsible for proof reading take-over documents. A lot of confidentiality—if deal was revealed the stock price would go up. Normally names of companies are disguised, but Chiarella figured the names out and traded on the market based on info. He is arrested.
vi. Reasoning: Chiarella is not an agent, not a fiduciary, not a person in whom the seller had placed their trust and confidence. Market had no interest and no justifiable reliance on Chiarella. Because of this, he had no duty to disclose: Chiarella is an outsider and therefore not liable.
1. Regardless of nature of information, he’s not subject to duty to disclose or abstain
a. Info being used was the fact that a bid was going to be made by one co to buy another – that's not inside info about the co – it's info that's market moving, but not inside info. SEC tried to make that distinction that different prohibitions should apply to market info. Court didn't buy that distinction. 

2. NO MERE POSSESSION OF NON PUBLIC MARKET INFO, BUT FIDUCIARY RELATIONSHIP. The court rejects a general duty from securities law( 
a. Cady Roberts: focus on how you got info, and if you got it in relationship in which confidence was expected you couldn’t use it.

b. Duty arises from a specific relationship between two parties—there is no generalized duty to refrain from trading. Relationship must be one that arises outside the securities laws. 
3. no general duty to market; duty exists independently of information
a. limits class of potential ∆ and ∏

b. kill off level playing field theory of 10b-5 (purpose was to create a parity of information—rejected)
c. Dirks (SC 1983, p.465) 
TIPPEER: 

(I) FIDUCIARY DUTY (REAFFIRMED)(**)-> SEC V. LUND (P. 476) TEMPORARY INSIDERS. – TWO FRIENDS (**)DIRKS FN 14: UW, ACCOUNTANTS, LAWYERS, OR CONSULTANTS MAY ENTER INTO A “SPECIAL CONFIDENTIAL RELATIONSHIP” WHEREBY THEY COME UNDER A FIDUCIARY DUTY SIMILAR TO INSIDERS WITH RESPECT TO NON-PUBLIC MATERIAL INFO OBTAINED THOUGH THE RELATIONSHIP

(II) PERSONAL GAIN 

( BREACH OF FIDUCIARY DUTY

TIPPEE: 

(I) ONLY IF TIPPER IS LIABLE -> Derivative liability & 

(II) ONLY IF HE SHOULD HAVE KNOWN THE TIPPER WAS BREACHING A DUTY -> tippee must know or have reason to know that info was nonpublic and improperly obtained (see FOOTNOTE 20)

( ASSUMPTION OF FIDUCIARY DUTY TO THE SH OF CO. NOT TO TRADE ON MATERIAL NON PUBLIC INFO

i. Problems with duty analysis:
1. Duties vary under state law

2. What duty? Duty of care and loyalty; duty not to steal assets( 
ii. Facts: Dirks is a securities analyst—received info from Secrist (former officer of Equity Funding). Dirks decides to investigate, tries to disclose info to WSJ who refuses to believe it and publish info. Dirks tells enough people who sell the stock and stock price goes down.
iii. Reasoning: disciplinary proceeding of Dirks for disclosing info to clients before it was publicly disclosed.  SEC found he aided/abetted violations of Rule 10b-5. 
1. DOJ thought this was a whistle-blowing case that should not be prosecuted under the securities laws. 
2. Dirks is not an insider: no relationship to company in whose shares he traded (nor did Chiarella)
a. Chiarella said that duty must be pre-existing transaction—then Dirks should be like Chiarella, an outsider and therefore not liable

i. But this is a loophole( insiders have duty, but if they don’t trade and simply tell people info., then others can trade and get off. 
ii. Is there liability if original info came from an insider but person who traded is not an insider?
b. Unclear how a tippee acquires the Cady Roberts duty to refrain from trading
i. Tippee’s liability is entirely derivative of insider duty
3. Tipper (the insider): giving info to tippee (I) in the context fiduciary duty (see fn14, temporary insiders) (II) gains a personal benefit (absent of personal gain there is no breach to stockholders)-> it is a breach
a. Court must focus on objective criteria: pecuniary gain, reputation (i.e. relationship between insider and recipient which suggest a quid pro quo or gift of information to a friend/relative)
4. Tippee (the outsider): assumes fiduciary duty to the SH of the co. not to trade on material non public info if (I) tipper breached duty in making the tip and (II) tippee should have known (see fn 20).
a. It is a DERIVATIVE LIABILITY (see v)
iv. Court in Dirks decides that lia is entirely derivative and there must be initial breach.  Dirks is found not liable – though he did get a personal benefit – because as a tippee we can't even look at him unless there's personal benefit to insider and court says no benefit to whistle-blowing insider
v. After Dirks: Paul Thayer (deputy sec. of defense, before that he was CEO/Director of a big defense contractor)—meretricious relationship. Gave to this person inside info that he got from his position so that he could fulfill what he saw as a support obligation of this person.

1. Court established ‘personal benefit’

vi. What do you have to show to get liability for tippee if there were a breaching insider? There is lia where the tippee knows or should know that there has been a breach. What does this mean? no one knows exactly

1. One way of reading is – if you don't know every element of the breach, the tippee is not lia.  This is troubling b/c often you'll know something but you don't know what the other party's getting out of it (some kind of company incentive plan e.g. his bonus depends on the stock price on a particular day).
2. But you could also read it to mean that all tippee needs to know is that the info was material and nonpublic and came from a corporate source and that's enough for you to know that the info is being given to you improperly. Court doesn't really answer this Q – suggests their possible view in FOOTNOTE 20 (p. 471) – better view is that tippee must know or have reason to know that info was nonpublic and improperly obtained – this implies that if info was material and nonpublic and from corp source you should've known improper – this Fn suggests that the SC would accept the arg that there should be lia if info was nonpublic and improperly obtained

vii. Hypo: a THIEF breaks in to corp HQ, finds material nonpublic info. Then trades on this info. Should there be lia? She's not an insider nor a tippee of insider and no duty to s/h, not a constructive insider, not rcving info in course of relation by which info is legitimately transmitted. The thief trading is not what we are trying to prohibit. She can be prosecuted for theft, but not for insider trading. 1st Q is always "where's the orig breach?"  the thief's tippee also could not be lia, b/c all lia is derivative of the original breach (and with a thief, there was no original insider breach).
viii. TEMPORARY INSIDERS: INDEPENDENT CONTRACTOR? A corp hires a consulting scientist to evaluate an invention. Sci is independent contractor. On basis of info he gains from this relationship, he trades. Is he lia for insider trading? Q: are they covered by the insider trading prohibition – are they an insider or a constructive insider? Not a classic insider – not even an employee.  Footnote 14 tells us who're constructive/temporary insiders – 

1. Test for constructive insider 

a. Relation w/company by which you receive confidential info from company for pursuance of legit corp goals. 
b. The corp must expect the outsider to keep the disclosed info confidential and the relation must at least imply such a duty

2. Does the relation b/w a co and independent contractor imply such a duty? They name underwriters, lawyers, accts, consultants.  With this type of person, a confidentiality provision is usually in the K – we'd have to know if there were a confidentiality provision in the K. but does this mean corp merely has a breach of K claim or insider trading lia?  It depends on how the clause “the relationship must at least imply such a duty” is read.

ix. INSIDER BY K. Spose there's a K that says execs can trade on material nonpublic info – K approved by board and s/hs – exec then trades on material nonpublic info – is there lia? 

1. There's a claim that allowing execs to trade increases efficiency of market by getting info to marketplace faster b/c price will be more accurate.  Also claim that it's a good form of management compensation
2. If execs allowed to trade, might focus solely on short term trading info. Might skew activities if they knew they could capitalize on it in stock market fast. Also, you can profit off of it b/c you know and they don't – this creates an incentive to delay disclosure.

3. Also Cady Roberts argument – the insider can get out before everyone else – insider is then being rewarded for failure. If management engages in activities which, if known to the marketplace, would send stock price down – we don't want to reward mgt by letting them get out b/f stock price declines.   
4. Disparity of power and info b/w fiduciary – if you give fid power to act at expense of beneficiary, that's what they'll do – this is not what a fiduciary relationship is. 
5. But the Q of consultants, etc and if you can create an insider by K is an open Q

x. TEMPORARY INSIDERS Court in Dirks was told that this was huge loophole – people who get info legitimately but who aren’t insiders – so FOOTNOTE 14 says that when you have a special confidential relation, for purposes of securities law, you take on underlying state law duties - more properly treated as tippers than tippees.  This is not a duty that exists under state law or pre-exists the transactions, but one that exists due to the securities law.  Under state law, these people (consultants, underwriters) not deemed to be fiduciaries.  Fn 14 is necessary to close the loophole.
1. In Chiarella, another theory – structural information theory – says that people who regularly receive material nonpublic info should be included in the insider prohibition – incl consultants, lawyers, and financial printers. This theory was rejected in Chiarella which wanted to get rid of the level the playing field theory
2. SEC v. Lund (CD Cal 1983, p. 476) – Lund was told by his friend, who was president of P&F – friend told him p&F was going to do a JV, invited him to join, he declined to join but bought stock on theory that the joint venture would be good for P&F – he was found lia. The info he recd was a legit use of corp info and friend is not a breaching insider so Lund should have no lia under Dirks. He’s found lia as a temporary insider and temp insider status is grounded in his friendship w/the Pres – that friendship was enough to create this special confidential relationship which gave him access to this info on which there was an expectation of confidentiality and the relation at least implies such a duty. 

a. At what point in the friendship did L take on duties to the s/h with which he has no other relation?
b. Spose he hadn't been friends with the Pres but had been approached anyway – business relation only? Court in Chiarella and Dirks says that obligation has to be found separately and independently from info itself = if that's true, it must only be the friendship that makes him lia – if they're just business assoc cannot be a duty! 

d. Regulation FD – The Regulation against analysts (p. 479) – regulation "Fair Disclosure" (FD) promulgated by SEC in 2000 after enormous comment and debate – part of SEC response to a problem of selective disclosure – before Reg FD it was common for cos to have conference calls w/sec analysts and institutional investors and discuss material nonpublic things, and these calls would be open only to a select group and not to the public. 
i. In Dirks Court recognizes role of securities analysts – ferret out and analyze info, expose fraud, and this is critical to functioning of market FOOTNOTE 17 (p. 469), - court notes SEC expressly recognizes value of analysts Why is the SEC going after this after all this lang about how awesome analysts are? Difference in time b/w dirks case and this reg.  Selective disclosure had become so institutionalized and so corrupt – These conference calls became a means for cos to reward or punish people. Securities analysts had become marketers of securities and ??? to make sure that analyst was gonna give em positive coverage after the offering or they'd take business elsewhere – compensation started to become tied to not substance of analysis and how right they were, but to the amount of business they brought in. companies started framing conference calls in terms of who they liked. Clear that the info conveyed in these calls was important b/c the stocks routinely moved while the conf call was going on and often right after. SEC got lots of complaints. Small public investors lost out on this game; couldn't get in on it til too late, til it was already reflected in price

ii. Reg FD says that if you choose to disclose material nonpublic info to any market professional or s/h likely to trade then the co must make full public disclosure and must do it simultaneously.  Reg recognizes that there can be inadvertent disclosures. If that happens, co has 24 hours to make full public disclosure.  

a. Analysts predicted market collapse b/c everyone would know everything. That hasn't happened. A lot of cos like FD – there was no analytical basis for selective disclosure. Plus with FD can use the net for disclosure

b. Now cos announce conf calls and dialing # - anyone can dial in – cant participate, but can listen. Also usually simultaneously webcast. 

c. For a long time SEC wouldn't accept web based transactions, but now Scott thinks they do. 

d. Filing with SEC is always deemed effective disclosure. 

e. US v. O'Hagan (SC 1997, p.481) MISAPPROPRIATION THEORY – attempt to fill in the holes created by Chiarella and Dirks.  This was first discussed in Chia but the SC hadn't decided how it would react to misapp.  b/f O'Hagen most cases came out of 2nd Cir. 1st 2 cases to reject misapp came out of 5th cir. SC granted cert to resolve circuit split. 

i. MISAPPROPRIATOR IS AN OUTSIDER THE BREACHES A FIDUCIARY DUTY OWED NOT TO THE TRADING PARTY BUT TO THE SOURCE OF THE INFO. 

ii. Facts: 

a. D is a lawyer in DorseyandWhitney. D&W rep Grand Met, which is considering making a takeover bid for Pillsbury, but they haven't made it yet. D doesn't work on this deal, but knows about it b/c in the firm.  Buys stock and makes 4.3 million dollars. 
b. He bought call options – option to buy stock at a certain price.  (also there are put options – can require another to buy stock at a certain price. If you know the stock is going up, you buy call options and then sell it and you make profit.) so he's not even in the stock market, but in the options market.  He may have thought being in the options market would save him from lia, but it doesn't. 
iii. Under Dirks and Chiarella, no lia though constructive insider b/c the stock in which he traded was not the stock of his client, the entity to which he takes on fiduciary obligations. He steps into the shoes of the insider, but the insider is the bidder, and he was trading in the shares of the target (( Under misappropriation theory, we don’t need this relation
iv. 8th cir reversed on ground that can't base lia on misappropriation and that it exceeded SEC rulemaking authority and that all other claims were derivative on sec claims and must be thrown out as well
v. SC – Ginsburg finds misappropriation actionable – has to answer – is it fraud and is it in connection w/purchase/sale of a security. Upheld misappropriation theory and rule §14(3)
a. Misappropriation theory: outlaws trading on basis of non-public info by corp. outsider in breach of duty to source of information (not to trading party) Breach: must find duty by trader to keep info confidential, such that trading on it is a breach of the duty. 
b. Need for duty( there is no duty to general public (Chiarella) so you need to find relationship Without a duty which is breached by silently trading; without a breach of duty there is no deception.  You may stay silent. Trading w/out disclosing is not a fraud UNLESS silence is in breach of a duty that pre-exists a transaction

c. Fraud in this case( ∆ owed duty to firm and to clients of law firm, as a partner in the firm he owes a duty of trust and confidence to the firm. 
d. Breaches that duty: taking info entrusted to him and confidence and using it for his own benefit. Doesn’t matter whether source intended to trade or not
e. Who do you have to disclose to? Must disclose people to whom the duty runs( firm & clients
f. Harm: not necessary to prove that there is harm. When pre-take over info is traded on (stock of the target), there is harm to fiduciary of bidder: stock price is going to go up thus increasing the necessary bid. 
vi. Consent or disclosure as defenses to IT – in the case of tender offer all would remain potentially liable for breach of Rule 14e-3

vii. Section 14(e) and Rule 14e-3.  The Williams Act amendments as a whole were about regulating tender offers by requiring disclosures, so SHs wouldn’t be required to respond to tender offers w/o having good information. 14e-3(a) prevents anyone who acquired inside information form a bidder, target, or their officers, Ds, employees, etc. from trading without disclosure of the trade even in the absence of a duty to disclose.  The O’Hagan court upholds the rule (thus overruling the 8th Cir) saying that it’s a reasonable way of preventing insider trading in which a breach of duty is likely and difficult to prove. 

f. Carpenter: Financial columnist breached duty to his newspaper. 

i. Info in column was NOT material inside non-public info, but info reporter gathered doing research and talking to people. Column regularly moved stock prices. Info that he ‘stole’ and tipped to his partner was advance notice of the publication schedule for the column. Info was used by tippee to trade info ahead of the column( made $36K only and were prosecuted criminally. 
a. Conceded in the case that the WSJ could have traded on info, but it nevertheless prohibited the practice through its employment manual.

ii. Appealed to Supreme Court( split 4-4. Result of split is that lower court decision stands.
iii. What if you use info about one company to trade in another one—is there a violation?
iv. Fraud akin to embezzlement (Carpenter): but Court goes on to say that we don’t prosecute embezzlers for insider trading even if they use the money to buy securities

1. Difference is that fraud is not complete until there is a trade—until there is no-risk profits through purchase or sale of securities. 

g. Theory furthers one of the most important purposes of the securities act: to enhance the integrity of the market and thereby promote investor confidence
i. Stated purpose of Act( SOX: stated purpose was to restore investor confidence
ii. There is a link between the sense that market is generally fair and liquidity—extent of that link is difficult to figure out.
iii. Liquidity: the more liquid the market the more beneficial effects
iv. It makes sense to hold a lawyer a 10(b) violator if he works for law firm representing the target, but not if he works for a law firm representing the bidder.

1. If target knew somebody was thinking of making a bid for it, and insider traded( Chiarella
2. Dirks and Chiarella drew this distinction( Court found it unworkable—must hold those working for bidder liable 
· Distinguished cases: Chiarella did not deal with misappropriation; Dirks was decided on the classical theory of insider trading, but it has no relevance for misappropriation because source of info was not misappropriator and did not expect ∆ to keep info confidential. 
h. ∆ raised a Blue Chips Stamps objections: person to whom duty ran were neither purchasers nor sellers; fraud is against non-trading parties.
i. Court response: this matters for standing in private litigation but it is irrelevant for criminal prosecution. 
ii. Standing to bring misappropriation standing: DOJ and SEC always have standing; parties to whom duty is owed have no standing here under Blue Chip. Misappropriation gives SEC and DOJ this power to enforce these duties. 

iii. SEC can enforce any duty to anybody else that is breached in connection w/ breach of duty in securities transaction. 

i. 14(e)( Williams Act, now part of ’34 act, enacted in 1968 to regulate tender offers.

i. Rule 14(e)(3): rule promulgated by SEC w/in a few months of Chiarella. Makes it unlawful for any person to engage in fraud in connection w/ any tender offer. 
ii. Issue: validity of 14(e)(3)( 8th Cir. struck it down as beyond statutory authority
iii. Holding: gives wide latitude to SEC to make rules and is careful to show difference between statutory grant of rulemaking power between 14(e) and 10(b). 

1. Commission is empower to prescribe means reasonably designed to prevent such acts

2. Court holds that it owes more than mere deference to this admin. agency given this broad grant of power. 
3. When SEC issues regulation announcing why they’re promulgating the rule, Court says this is sufficient
We have insiders (Chiarella), tippees of insiders (Dirks), misappropriators (O’Hagan), but what about tippees of misappropriators?

j. US v. Chestman INSIDER TRADING AND THE REMOTE TIPPEE 

i. Background: most European insider trading statutes were passed as a result of scandals in US. 

1. European statutes much more clear than 10b-5; 
2. Dirks: when we have an insider who tips, liability of tippee is derivative of insider’s liability

ii. Issue: Does tippee of misappropriate has to know or should have known of misappropriators breach? What does tippee need to know?

iii. HYPO: your Dr. is same as CEO of a company and you learn that CEO is very ill—can you go out and trade on that info?

1. SEC v. Willis: psychiatrist treated wife of corp. executive who was very stressed out because executive told her they would have to move because co. was about to be taken over. Shrink takes this info and goes out and trades. Prosecuted under misappropriation theory. 
iv. Procedural History: ∆ found guilty of insider trading & perjury under 10b-5 and 14e-3; overturned by 2nd Cir.; decision was reheard en banc by 2nd Cir. and the 14e-3 were reinstated and 10b-5 thrown out. 
v. Facts: Waldbaum was a grocery chain, acquired by A&P (friendly acquisition). The Pres. and controlling SH of Waldbaum (Ira) is involved in these negotiations and has agreed to tender his shares in the transaction—way of showing they believe transaction is a good one. Ira told sister Shirley about the sale because he wanted to save them the trouble of tendering their own shares, so he told them to give him their stocks so they could tender them together—warned them to keep it confidential. Shirley tells her daughter Susan—don’t tell anybody. Susan tells Keith, her husband—don’t tell anybody; she tells Keith in context of discussion of benefits from this transaction because they have a lot of stocks. The next morning, Keith calls ∆ (his broker) and asks for advice, ∆ refuses to give straight out advice. ∆ goes out and buys Waldbaum stock “based on his research”
vi. Reasoning:

1. 10b-5: 
a. Court reviewed Chiarella and Dirks and standards for tippee liability( looking at ∆ as a tippee. Insider trading theory is NA because there’s no fiduciary relationship between parties to transaction (SH)—no breach by insider to SH. W/out breach by Ira, w/out constructive insider status pushing duty down the chain, we have no liability( no breach by insider, and tippee liability is derivative of insider liability. So under traditional insider liability theory there is no liability.
b. Amendment to Act in 1988: added §21(a) of ’34 Act( a company can be liable for insider trading of its employees or partners unless it has taken appropriate steps to prevent insider trading. Statutory imposition of secondary liability. 
2. Misappropriation
a. Carpenter didn’t do much by finding liability. What relationships give rise to the duty which when breached give rise to insider trading liability?
i. Fiduciary relationships: attorney-client, executory-heir, guardian-ward, principal-agent, trustee-beneficiary, corp. official-SH, doctor-patient, priest-parishioner.

ii. TEST: how to find fiduciary relationship

· Cannot be imposed unilaterally

· Marriage by itself cannot create fiduciary relationship
· Discretionary authority and dependency: 
1. Discretionary authority & dependency: reliance & de facto control

a. Proof repeated disclosure of business secrets
b. Proof that Keith had been brought into family’s inner circle who discussed business

c. Proof regarding nature of confidences that Keith and Susan had shared in the past
vii. BUT no evidence!

viii. Holding: ∆’s conduct clearly violates 14e-3. Found rule to be valid, but no liability under 10b-5. 
SH Voting
ICARUS IN THE BOARDROOM: THE FUNDAMENTAL FLAWS IN CORPORATE AMERICA AND WHERE THEY CAME FROM, by David Skeel. Three factors 

1. Excessive risk-taking ( Risk-taking might be tamed by curbing executive compensation and by rethinking the function of new financial instruments such as derivatives

In ancient Greek mythology, Icarus was given wings in order to escape a labyrinth that housed a ferocious monster. The feathers of the wings were attached to its frame by wax. Ignoring warnings to be careful, Icarus thought less and less about risk, and more and more about the majesty of his powers. When he flew too close to the sun, the wax melted, the feathers gave way, and he crashed into the ocean. The lesson? Corporate executives who take intemperate risks jeopardize themselves and the financial well-being of employees, investors, and suppliers.

2. Competition ( consistent antitrust enforcement and by using funding mandates to assess the effects of deregulation and, where appropriate, to finance new regulatory efforts.

3. Increasing size and complexity of corporations ( the misuse of corporate size and complexity through the multiplication of special purpose entities (SPEs) can be discouraged if SPEs that are not truly separate from the overall company are denied separate treatment for accounting purposes

 – interact to produce the “devastating crises that have punctuated American corporate and financial life for the past hundred and fifty years-> Corporate breakdowns that fit this pattern are called “Icarus Effect failures” 

See 

· the nineteenth century collapse of Jay Cooke’s Northern Pacific Railroad; 

· the crisis of competition that occurred in the Gilded Age when business titans such as John D. Rockefeller tried to “rationalize” American business by taming competition among small and medium-sized corporations;

· the 1932 crash of Samuel Insull’s Chicago-based utilities empire;

· the takeover boom and bust pioneered by Michael Milken’s junk-bond operation in the 1980s; and 

· the Enron and WorldCom collapses in 2001-02

Sarbanes-Oxley Act that was passed after Enron fell to earth

1. “cognitive disruption” it caused among corporate executives who were forced to rethink their standard operating procedures 

2. Stock options still are not treated as an expense in financial statements. 

3. Corporations do not need to rotate their auditors on a regular basis, and the company itself gets to decide who the watcher will be. When auditors consider a company their client, they are significantly more likely to find that it has complied with the law –

(  SOA leaves the Icaran tendencies largely untouched.

“SH democracy” movement has limited potential to rein in risk-taking because most SHs are concerned solely about the corporation’s bottom line Thus, instead of stressing more SH activism, each of the Icaran problems be addressed directly.

I. Background:
a. SH democracy( power of SH to 
(I) vote on Ds; 
(II) organic corp. changes; 
(III) amendments to certificate of inc.  
Mostly, these are the only things SH have the right and are required to vote—they may vote on many other subjects. 
(IV) Under Federal law, there are additional requirements: SH must vote on stock option plans
i. Audit committees and such were imposed by NYSE, not by SEC( Federal interest is one in disclosure-> SEC is careful not to enact substantive governance rules because of the cases that have limited its jurisdiction to disclosure defects (i.e. Santa Fe). Market places listing agreements are viewed as contracts.
ii. Problems of collective actions 
1. Cost of organizing a campaign is greater than any individual SH’s potential gain.

2. Even institutional investors (who control over 70% of shares traded) the block of stock invested and the change they want made and the likely effect it will have on the stock price will be too small for them to invest in a campaign
3. Cost of information acquisition: companies only disclose what they’re required to and no more( they do this for protection because it’s much harder to prove an omission case rather than a misrepresentation/materially misleading case.
4. Wall Street Rule: if you don’t like it sell, that’s the easy way out

5. Separation of ownership and control: wide dispersion of ownership across the country; SH lack incentive/power to effect major changes in corp. policy
iii. As a result, management is rarely challenged and when it is challenged such challenges are rarely successful. Management controls the machinery: no one else could (unless we have an external agency which decides when SH mtg. are called, what info will be distributed, there is nowhere else where this kind of machinery could be put to use).
1. Institutional investors: until very recently, they have had far less effect on these issues than people hoped they would. SEC has tried to make it easier for institutional investors to get involved w/out violating the proxy rules—not as successful as hoped.

a. As a practical matter they can’t just sell—must be substantially invested in all the large markets to invest all their money
b. Possible conflicts of interest: can’t serve on Boards, must retain liquidity of investments.
c. Fiduciary obligations to further the best interests of their beneficiaries—at all times they must be able to take action in best interests of beneficiaries( so they must be able to buy/sell, otherwise they can be sued. Regulated by SEC, required to not lock themselves in by sitting on Boards or otherwise getting nonpublic info. 
d. In not taking an active role, they might also be breaching a duty of fiduciary duty( 
2. Who is active: public institutions, pension funds

iv. Does it matter that SH don’t have much say? Isn’t power to sell enough?

1. Responses range from enormous power of corp. and the need for some control by owners, to view that market is sufficient discipline. 
b. Proxy (developed under state law): legal relationship under which one party is appointed a fiduciary to vote another’s shares.
i. Power of attorney( power is limited by terms of proxy to power to vote them under circumstances specified in proxy.
1. Can give power to vote on shares on any matter at any time

2. Proxy is an enforceable document (w/out consideration)—grant of power, creation of limited agency relationship for a specific purpose. 

ii. STATE LAW:
1. Annual mtg. to elect-at least some-Ds – all the states (Del. §211(b))

2. SH are required to receive 10-60 days notice of mtg. (Del. §222(b))
3. Board must declare a record date (at least 10 and no more than 60 days before mtg. date) (Del. §213(a))
a. On record date, recording of transfers of ownership of securities stop for purposes of determining who is on the list of eligible SH. When you buy stocks, you can ask seller for a proxy so you can vote—almost never done.
· Street name ownership: most people are not in possession of stock certificates, they leave them with bank or broker (not practicable to transfer them so often) – One or two big companies are Depositaries (the big one is Depositary Trust Corporation, which owns huge numbers of shares). Clients of Depositary Trust are brokerage firms. As brokerage firms trade shares, they change the amt. of shares they own and at the end of the date they adjust the books at the Depositary Trust.  Shares held in Depositary are listed in books of company in a name that has nothing to do w/ who owns right to sell or vote.
i. CEDE & Co. ( street name

ii. Brokerage houses maintain internally large pools of shares, and when they buy/sell for customers they reflect these in books.  Those accounts are called nominee accounts.

An ordinary investor SH is two steps removed from actual stock certificates and his name is not reflected on books of corp.

Beneficial SH has right to get dividends, vote, etc. ( separate from record ownership.
Brokerage firms required to notify SH( brokers tell corp. how many copies they need.
4. Meeting may be held as laid out in certificate or bylaws or as set by the Board by resolution (Del. §211(a))
a. Del. also provides that a mtg. can be held by remote communication (relevant to small private co. w/ few SH)
5. Get one vote per share (Del. §212(a))—default rule. Unless specified otherwise, common stock will get the vote (required under MBRA).
6. SH do not have to be present but may vote by proxy.

a. Proxy may be in writing (Del. §212(b)) or w/ significant limitations by electronic submission (Del. §212(c)).

7. Proxies are revocable (not contracts—not bilaterally enforceable)( grants of authority from SH to agent (Del. §212(b))
· Exceptions in closed corporations
a. Latest signed dated proxy is the one that counts. 

b. New proxy automatically revokes older proxy
8. Quorum must be present (Del. §216)—default rule is that majority of voting shares must be present.
9. Requirements must ALWAYS be met.  Federal law is superimposed, does not replace.

iii. FEDERAL LAW: package of information:
1. Annual report & proxy statement( only two documents required to be sent directly to SH.

2. Proxy System is based on §14(a) of ’34 Act (p. 658)( unlawful to solicit or permit use of his name to solicit any proxy or consent or authorization in respect of any security. 
a. Commission can prescribe rules it considers necessary or appropriate in public interest or for protection of investors( not unlimited (i.e. may not require end to animal testing)
b. Does this cover any public statement? What about opinions expressed in newspaper interviews? 
iv. SEC goals: 
1. Information disclosure( proxy statement (Schedule 14A)

a. Companies prefer to use annual report to supply bulk of info—must be filed w/in 75 days of end of FY (new rule is 60 days)
b. Financial statement in annual report go STALE as soon as 1st quarter is completed (90 days after end of FY) and 10Q must be filed (quarterly report filed May 10)

c. Annual report must go before or with the proxy statement
d. Cannot begin to solicit proxies until info is received. 

e. Company has to have its proxy statement available to SH in order to give all info—use annual report, so you must do it while annual report is current. So you must do it sometime before it goes stale (sometime between March 15 and May 10)( this is when you’ll schedule the mtg.
i. must give 10-60 days notice of mtg; can’t give notice until proxy statement is given; it takes about a month;

ii. Annual report & proxy statement is sent, and mtg. will likely take place between mid-April and mid-June. 

2. Increase SH access to proxy machinery for reasons other than a fight for control 
a. Example of HP and Compaq merger( one SH spent $32 million trying to fight the merger through a proxy fight and lost.
v. Seeking to change management/Ds or oppose proposals( proxy fight
1. management sends out a proxy: makes it easiest to support management

2. if you don’t check anything, just sign it, date it, and return it( counted as favorable to management
3. there used to be no place on form required to vote against Ds or any particular director( you either had to vote all YES or not send back your proxy
a. this has been changed—you can now vote NO or withhold a vote.

4. most proxy fights are about director elections—not issue fights
a. very costly: but not compared to the cost of buying out stock in a tender offer
b. see them being used in connection w/ another takeover mechanism

c. could use it to battle for board seats
5. Junk bond market: money to wage proxy fights readily available

a. High yield bonds( below investment grade (risky)

b. Certain institutional investors can only invest in investment grade securities

c. This market was not highly liquid and very risk( Michael Milken wrote on junk bond market and proved that default occurred much less frequently than predicted. These bonds were actually of higher quality than thought.
d. Junk bond market fell apart and it became harder to finance leveraged takeovers
e. Lawsuits followed—clarified legal standards applicable to these actions, particularly the ones used to defend hostile takeovers. 
i. Most companies erected defensive walls: included shark-repellant provisions (meant to delay/deter a hostile bid)—i.e. the poison pill.
6. Today, we’re not seeing that many hostile takeovers, because stock prices dropped so much during the early 2000’s. When stock is cheap we see more takeover activity. 
c. Issues:

i. Hedge fund: activist SH; have to comply w/ proxy rules if they want to solicit proxies.
1. We’re starting to see hedge funds willing to aggressively move forward and say to corp: either you negotiate or I will wage a proxy fight to get some new Ds on board.
ii. Nomination by SH of Ds: management controls the slate 
1. can wage proxy fight for just one seat if you want

2. most SH won’t do that—many groups believe that they should have access to nomination process w/out having to incur expense of proxy fight.
3. SEC response: proposed a rule that would permit SH under very limited circumstances to nominate 1, 2, or 3 Ds depending on whether they overcome certain hurdles.
a. This has been opposed by companies and rule has not been adopted

b. SH would have to withhold votes from director up to certain % over a period of 2 yrs. before SH can nominate new Ds.
4. Companies claim that Boards are deliberative bodies, not intended to be adversarial body made up w/ different factions—to the extent that a Director is issue-based, this will be destructive. 
iii. Majority voting for Ds: corporate statutes, Ds don’t require majority vote to be elected, rather simple plurality. 
1. If you have 9 seats to be filled, and propose 9 Ds, they will all get elected.

2. SH object to this( it sends the message that no matter how many SH object, they will still get elected.
3. SH have requested simple majority voting( this won’t work because it’s hard to get quorums and many SH never vote
a. Variations of this has been proposed.

b. ABA proposal: 

c. Pfizer policy: if more SH dislike you than like you, you have to resign. Corporate governance committee shall make a recommendation to the Board. 
i. This is being copied by others and is the subject of many proposals (i.e. Intel)
iv. Combine potential for change in control, change in market, available finance techniques for take-overs and many technical legal issues.

1. today, we have nominating committee of the board
2. limits on retirement age and number of boards Ds can serve on

3. this has led to greater turn-over
4. issue: how long can independent director stay on Board and still be independent?

a. UK: presumption that after certain yrs. you loose independence—not the case in US.
d. Datapoint v. Plaza Sec (Del 1985; p. 603) whether bylaw designed to limit taking of corp. action by written SH consent instead of meeting conflicts w/ Del. §228
i. SH consent: don’t get a vote, send in a form stating they consent
1. Del. §228 permits SH to take action w/out a meeting. Authorized by statute( statute requires that you need consent of enough shares needed at meeting where all shares are present. if 100% of shares are present, how many shares need to vote for action? 51%

ii. Facts: corp. is under attack by investor (Edelman) who is threatening to change the Board. Edelman actually wanted Board to pay him off( green-mail: buy position in a company and threaten a proxy fight or tender offer. Edelman says that he will go solicit consent of SH to accomplish removing the board.
1. In response, company adds a bylaw( designed to establish procedure to govern attempt to take corp. action on company’s behalf by written consent—no action by SH can take place until 45th day after record date and record date is at least 15 days after receipt of notice of such action.  This way, the Board has gained 60 days in which the Board could have completed its own deal.  
a. Mean to deter Edelman or get SH involved and get them to approve corp.’s course of action.

iii. Holding: bylaw invalid
iv. Reasoning: not valid under §228

1. court says it’s arbitrary and unreasonable
a. delay is unreasonable because intent was to give Board time to seek defeat—its’ not about validity of consent

b. delay is arbitrary
2. now codified in Del 213(b)
Del 228: Shs can act w/o a meeting by giving their written consent. Consent by a MAJORITY of all shares (like they were present in a meeting) [and does not have to be unanimous as for Ds].

Del 213(a): Who can vote, boards choose artificial date, record date and voters are determined as of record date. Sh who owned shares on a given date. 10 days no more than 60 days before the meeting

Del 213(b): Record date not before fixation date or after more than 10 days after fixation date

3. how to advise Board after this case( 

a. OK to adopt a bylaw imposing ministerial review of validity of action of SH consent

b. Focus is on motive( if Board genuinely believes that transaction w/ Edelman is not in best interest of corp. and SH, it must act on that belief. But there’s a line
c. If corp. doesn’t pass any such bylaw until it’s under attack, its reason for bylaw is going to be incredibly suspect. 

d. Boards are not permitted to impede exercise of SH rights but they are allowed to administer them. 

e. Boards can use these structures under right circumstances

4. The more expensive you make the transaction, the fewer you will have

5. When you wage a proxy fight, you must do it in compliance w/ proxy rules—that’s why it’s expensive!

a. Management has a series of disclosure obligations, including proxy statement
b. Opposite side must also provide disclosure, Schedule 14B
i. Info must be sent out before or with the first solicitation of proxy.
ii. Access to proxy statement is key—w/out it, company has no obligation to include proposals w/ which it doesn’t agree.

c. Two proxy statements: SCHEDULE 14A from company and SCHEDULE 14B from insurgents

i. Two different proxy cards

ii. Same disclosure req. apply to both groups

d. Professional firms are hired to get proxies back: proxy soliciting firms
i. Last signed dated proxy counts unless you show up in person
6. Incumbents have access to company treasury, but insurgents normally don’t

e. Rosenfeld v. Fairchild Engine (1955, p.607): insurgents won proxy contest, corp. paid for both management and insurgents expenses. 
i. ∏ SH claim: not legal to reimburse both sides; illegal expenditures( theory of corp. waste
ii. Reasoning: corporate waste theory( unreasonable expenditure of corp. asset for no corp. benefit (way out there)
1. Requires ∏ to say that expenditures would have been fine if approved by unanimous vote of SH
2. Ultra vires: can be cured by unanimous vote of SH (highly improbable)
3. ∏ admits that expenditures were fair and reasonable( Court would have examined each expenditure for its reasonableness, but this is not an issue in this case. 
4. TEST: when Ds act in good faith in contest over policy, they have right to incur reasonable and proper expenditures to solicit proxies and in defense of corp. policies and are not obliged to sit idly by.

a. Lack of good faith: hard to prove
b. Not reasonable/proper: not an issue in this case, hard to prove
c. Not policy contest but one of personal power: hard to tell
iii. Holding: split decision (3-1-3)—gives management a free hand in spending money in proxy fight
1. Burden of proof: Dissent said it was enough for ∏ to prove expenses and then burden shifts to ∆ to show that they were reasonable/proper

2. Difference in view as to whether these things are good( what is legitimately necessary for the SH to know?
3. Is it beneficial for corp. to see management challenged?
a. Rule on insurgent expenses: if they win they can be compensated for reasonable expenses if SH vote to do so.

f. Are proxy contests good?

i. Management has access to treasury for any reasonable expenditure; insurgents can join fight but management can respond—what becomes reasonable depends on circumstances. 

ii. Insurgents get nothing unless they win

iii. Disruptive—change in control threat
II. Section 14(a) 
a. 14a-1 is the first rule promulgated under 14(a)

b. 14a-1: definition of proxy

i. Proxy 14a-1f: may take form of failure to object or dissent; every attempt to get a SH to act w/ respect to his shares (except buying/selling)
ii. Proxy solicitation 14a-1l: furnishing of proxy or other communication to SH under circumstances reasonably calculated to result in procuring, withholding, or revocation of a proxy
1. asking people if they’re willing to oppose management( SOLICITATION

c. Studebaker v. Gitlin: (2nd Cir.1966, p.668) Gitlin solicited 42 SH to get 5% of shares to get access under state law to SH list.  Under most state law (in this case NY) you are required to state purpose for getting SH list( can’t just want it, must be purpose related to interest as stockholder. Gitlin said he wanted to consider changing Board of Ds( proper purpose. 
i. Company sues him for violation of the proxy rules
ii. Holding: Gitlin violated proxy rules( his activities were covered by 14(a)

iii. Reasoning: SEC took position that he had solicited proxies; Court believed that he would ultimately engage in a proxy fight, but under the rules, even if he decided to never go ahead with a proxy solicitation, his activities at this point violated the proxy rules

1. Contacted SH under circumstances reasonably calculated to result in the procurement of a proxy—even if it never happens.

2. Exemptions: 

a. Contacting less than 10 SH [14a-2b2]
b. Any solicitation by or on behalf of person who does not seek a proxy [14a-2b1]

i. Put in there at insistence of institutional investors who wanted to talk to each other 
ii. Officer, director, registrant (and registrant related people) can’t talk to each other

iii. Lose exemption if you actually choose to solicit proxies( retroactive
d. HYPO: Nader on national TV to talk about car safety, excoriates GM for lack of safety equipment—says that Board at GM is composed of ‘lazy, complacent, fools, etc.’.  Is he subject to the proxy rules?
i. Reasonably calculated to result in procurement of proxy?
ii. If he has no connections w/ SH, and makes statement day after proxy statement begins

1. not clear( 14a-2b1 might apply: (ix) any person who is likely to receive a benefit not shared by other SH is not exempt
a. If he’s running for public office( SEC would never go after him
b. If he’s seeking contributions to a foundation( under proxy rules, people can be swept in to the definition of ‘solicitation’ if they don’t meet the technical requirements of the exemptions.
iii. If he’s one of the insurgent’s nominees( clearly subject to proxy rules

iv. First amendment: prior restraint has been approved( proxy rules have always been upheld; overriding justification is the prevention of fraud: deceptive commercial speech was strongly disfavored by the courts for many years, but even where it’s not necessarily deceptive, the disclosure requirements arguably are not related to deceptive speech per se—but even those requirements have not been challenged. 
FEDERAL LAW 

SOLICITATION TO WHICH THE RULE APPLIES

Three Step Analytical Approach:

a.
Is it a solicitation?  See 14a-1(l)(1), especially subdivision (iii), which provides that a solicitation includes any communication reasonably calculated to result in getting a proxy.  See 14a-1(l)(2), which notes those things that are solicitations:

i.
Any request for a proxy;

ii.
Any request to execute or not to execute or revoke a proxy;

ii. Furnishing of the form of proxy or other communication which under circumstances reasonably calculated to result in the procurement, withholding or revoking of proxy.

iii. NOT a solicitation if it only says how the person requesting the proxy is going to vote, without telling people how they should vote.

- Must give every person to whom communicating with a proxy statement – expensive to produce

- If put ad in mass media then assumed to be directing at all SHs so must send a proxy to everyone

b.
If a solicitation, do they have to file a proxy under Schedule 14A – Is it exempt?  14a-3 triggers a need to file 14A.  See 14a-2 for solicitations to which 14a-3 and 14a-4 do not apply:

i.
14a-2(b)(1) is the big exception here. Any solicitation by or on behalf of person who does not seek a proxy:

- Put in there at insistence of institutional investors who wanted to talk to each other; 

- Officer, director, registrant (and registrant related people) can’t talk to each other

- Lose exemption if you actually choose to solicit proxies( retroactive

- Lose exemption any person who is likely to receive a benefit not shared by other SH is not exempt (ix)
ii.
14a-2(b)(2) - Do not have to file 14A if the solicitation is to fewer than 10.

c.
If exempt from filing 14A, are there still filing requirements?  See 14a-2(b)(2) & 14a-6(g) , 14a-7 & 14a-9.

i.
14a-6(g) states that it is triggered only by solicitations subject to 14a-2(b)(1) & it applicant owns more than $5M in stock he must provide the information in Notice of Exempt Solicitation.  Exceptions include a solicitation by public media & an oral solicitation.  Oral solicitations thus have no filing requirements.

ii. 14a-7 provides the obligation of a registrant (person who has registered shares under the SEA).

iii. 14a-9 covers false & misleading statements.

iv. Under 13(d)(1) & 13D, there is a filing requirement if the person owns 5% of the stock.  Must file because 13(d)(3) states that a person can become a group for purposes of solicitations.

III. SH Proposals
a. Not interested unless materiality is involved( threshold for federal interest
b. What is the extent to which there is a non-economic aspect to the concept of materiality? Are there any things that objective SH would consider important, or that would significantly alter the total mix available to the reasonable SH that are non-economic in nature?
i. Issues of management integrity( these at bottom have an economic rationale

ii. Do all issues need an economic justification in the end?

c. Why are SH proposals includable at all?

i. Required disclosures: generally these are determined to be material as a matter of law, because omission is a claim under 14a. 
ii. SH proposals are material: 

1. if you believe in SH democracy, then they must have a voice

2. SH are sometimes said to have inherent rights to communicate w/ each other bound up w/ definition of ownership and right to make decisions
3. necessary under 14(a): if they want to talk to each other, 14(a) establish right to receive relevant info, including that which SH want to communicate to each other
4. cant’ do w/out SH proposals: necessary safety-valve

d. Why are they limited?
i. 14a8-b1: proponent must own 1% of securities entitled to vote, or at least 2000K in value and have held it for 1 yr. before proposal is eligible for inclusion
ii. 14a8-c: can’t submit more than one proposal

iii. 14a8-d: May not exceed 500 words

iv. HYPO: should we be able to submit proposal that requests Board of Ds of DOW Chemicals which would prohibit company from producing saran wrap?
1. Phrasing of proposal: RESOLVED: SH hereby request to consider an amendment to the charter… 
a. Gives Board latitude( precatory: state law inhibits you from saying: ‘RESOLVED: DOW Chemicals shall…’.  
b. Board has power to make resolutions under state law( Del. 141(a): Board has power to manage policies and operations of the company.
c. Delaware law( Charter gets amended by Board proposal to SH; SH cannot 
d. 14a-8i:  ground for exclusion( improper under state law (SH cannot directly amend the charter—Board can exclude proposal that calls for a charter amendment, see Medical Committee: first proposed a direct amendment to charter and it got rejected) 
v. Balanced other interests against materiality: 
1. intrusiveness

2. cost

3. ability of SH to take effect on proposals

4. potential for abuse if someone who is opposed to corp. policy can just go out and buy one stop and submit proposal

e. Grounds for exclusion: 14a8(i)
i. (7) Management functions( ordinary business operations: 

ii. (5) relevance criteria( if proposal relates to operations that account for less than 5% of its total assets and is not otherwise significant related to company’s business

iii. HYPO: proposal to stop using the red diamond logo. Does one of these exclusion grounds apply?
1. Related to more than 5%? MAYBE: significant related to business? YES
2. Ordinary business operations? YES( this would exclude it
iv. HYPO: stop making saran wrap—can show injuries have resulted
1. Related to more than 5%? NO 
a. But is it significantly related to business? YES (injuries)
2. Ordinary business operations? NO—extraordinary business? 
v. State law says SH can’t do this directly( so are SH proposals just a run around of state law? 

f. Medical Committee (DC Cir.1970, p.684): SH proposal to regulate and then stop making napalm. 
i. Rationale: (1) human rights concern; (2) recruiting efforts hampered due to use of napalm
ii. Ground for exclusion: 

1. not to be used as forum for airing general political concerns that are not significantly related to business [this is no longer a ground of exclusion]
2. ordinary business

iii. If company wants to exclude SH proposal, it bears the burden of proof on showing that an exclusionary ground applies
iv. Court says that it founds grounds of exclusion unconvincing

1. not clear that it’s related just to the ordinary business function( it’s something more. 
a. Overriding purpose of 14(a) is to assure SH ability/duty to exercise their right in controlling important decisions which affect them in their capacity as SH and owners.
b. This fits( napalm was a huge problem: continuing to manufacture it not because of business considerations but in spite of business considerations( little profit and bad PR because management considered this action morally and politically advisable.
c. Extraordinary business: 

v. Holding: proposal not necessarily excludable( remand
g. Campaigns are considered very successful when they get 10% of the vote( they basically never win

i. Why are they so important, then?

ii. In the 1983 proxy season, a group called Action for Smoking and Health proposed to airline companies inclusion of SH proposals for smoke free flights and smoke free airport areas. Excluded on ordinary business( some airlines included the proposals anyway, and now they’ve taken over. 
iii. A way for company to become acquainted w/ issues that may become big and may affect them critically in terms of PR. 
iv. Climate change resolutions( 4 were filed to Exxon-Mobile; 

h. In 1983, SEC made amendments on SH proposals

i. If company decides to exclude, it must file w/ SEC and give reason. SEC has to respond and either say that they will take no action if company excludes, or tell the company they must include it. 

ii. Three alternatives:

1. abolish 14a-8( got no support: risk is that you file proxy statement omitting SH proposal which can be challenged as misleading because it omits a material fact (i.e. a material SH proposal) 
2. require co. to include all SH proposals up to max /yr. w/ no review of content( got no support

3. leave 14a-8 as is

i. Roosevelt v. DuPont (DC Cir., p.693) brought under 14a-8i(7)—ordinary business
i. Roosevelt proposed phase-out of CFC timing

ii. DuPont wants to exclude on ordinary business grounds

iii. Ordinary v. Extraordinary business:

1. extraordinary: fundamental business strategy or long term goals

2. ordinary: mundane in nature, do not involve substantial policy considerations
iv. Holding: ordinary business; DuPont had already agreed to phase out CFC, and it was only a dispute on timing. 
v. If Roosevelt had submitted proposal when DuPont did not already have a plan to phase out, would that have changed the outcome? 

1. what if she submitted it before it was widely accepted that CFC were harmful?

j. Cracker Barrell: received in 1992 a SH proposal which request co. have non-discriminatory hiring policy for sexual orientation. Until this case, SEC had refused to allow employment-related proposals. 
i. Holding: employment-related proposals are not blanket-excludable; SH proposal when it’s tied to social issue is no longer necessarily ordinary business.
1. Compensation of senior executives/officers is always includable

2. SEC stopped giving advice on ordinary business( it has now resumed, but one area which is always includable are governance areas: compensation; board composition and practices; majority voting issues( notions of inherent rights of ownership
SH PROPOSALS

Limits

1. Proponent must own 1% of securities entitled to vote, or at least 2000K in value and have held it for 1 yr. before proposal is eligible for inclusion - 14a8-b1
2. Can’t submit more than one proposal - 14a8-c
3. May not exceed 500 words - 14a8-d
Grounds for exclusions

1. Improper under state law - 14a-8(i)
2. Ordinary Business Operations - 14a-8(i)(7)
3. Relevance criteria (i) operations that account for less than 5% of its total assets and (ii) is not otherwise significant related to company’s business 14a-8(i)(5)
IV. 14a-9: anti-fraud provision that applies to proxies: similar to 10b-5, but not exactly the same

a. Private right of action: recognized by SC in 1964 in Borak( Court held that it was necessary to find private right of action to make effective the Congressional purpose of proxy rules—preventing deceptive or inaccurate proxy solicitation.
i. Remedy: In Borak claim was for damages—but availability of damages is not necessary.  Could formulate a remedy that does not include damages: invalidating proxies, re-soliciting the votes. Remedies like these are often imposed.

1. damages can be very difficult to figure out
b. Standing: plaintiff must be subject of proxy solicitation; SC revisited this concept in Virginia Bankshares discussing causation( 
c. Materiality: triggers federal interest, disclosure trigger is simple in proxy area—requirement to file and to disseminate proxy statement is mandatory (unlike press release). When you are required to prepare/file/disseminate proxy statement, you must disclose all material facts to make the statements made not misleading. 
i. Materiality is a constant( TEST: substantial likelihood that reasonable investor would find info important/significantly altered the total mix of info. 
ii. Fact can be material to one sort of decision but not another—depends on context. 

iii. Hang yourself disclosure: are there circumstances where securities law requires you to make disclosures that w/out disclosure wouldn’t generate any liability for you and would not otherwise be public. 
1. US v. Matthews (2nd Cir. 1986, p. 704): ∆ did not disclose fact that he was object of grand jury investigation—convicted of securities fraud due to lesser burden of proof (even though he was acquitted of the crimes which were investigated which carried criminal burden of proof). Circuit Court reversed—require disclosure of convictions and pending criminal proceedings post-indictment.  Here ∆ had not yet been indicted. 
2. GAF v. Heyman (2nd Cir. 1986, p. 704): Circuit Court refused to order disclosure that head of insurgents had a pending action against him by his sister for breach of fiduciary duty in connection w/ management of family assets. 
· Court said that there is a sphere of info which, while interesting and maybe relevant, really needs to be protected from public disclosure. Presumption that unless it’s really business related or has to do w/ self-dealing, it’s private. Stick close to listed line items that need to be disclosed. 
iv. Executive compensation—we require lots of disclosure in this area. 

d. Scienter: different from 10b-5 where you have to prove more than negligence.
i. Gould v. American Hawaiian (3rd Cir.1976, p.705): negligence alone is enough. Two reasons: (1) language of statute and rule—14(a) and 14a-9 don’t talk about ‘manipulation’ and ‘deception’ like 10b-5; (2) fact that proxy statements are required disclosure documents allows us to have liability for negligence w/out deterring info flow—co. has no choice but to disclose anyway—this is unlike press release.
ii. Adams v. Standard Knitting Mills (6th Cir.1980. p.706): required proof of scienter, but this case is read as involving liability of third parties (the accountants). Court said that liability is tort based and misrepresentation for the purpose of influencing someone for your pecuniary benefit has been actionable for negligence. 
e. Causation: 

i. Mills v. Electric Auto-Lite: (SC 1970, p.707) Auto-Lite was being merged into Mergenthaler. Proxy statement sent out saying that it was a good merger.  However, proxy failed to disclose that M was majority SH and therefore controlled Auto-Lite’s board and made it bias (this could not happen today w/ requirement of independent Ds—not all Ds could have been elected by M).  Proxy statement was challenged. 
1. Lower courts had held this info material
2. ∆ claimed that there was no causal relationship between omission and merger: merger was fair, so SH would have voted for it anyway. Merger did not involve any loss causation. 
3. Holding: ESSENTIAL LINK TEST: where there has been a finding of materiality, SH has made sufficient showing of causal relationship between violation and injury if he proves proxy solicitation itself rather than particular defect was essential link in accomplishment of transaction. 
4. Reasons for this standard:

a. Don’t want federal courts to judge substantive fairness of transaction

b. Don’t want fed ct to decide which statements actually did influence SH vote. 
i. Federal interest is not in fairness, it’s in disclosure (as a practical matter the SEC asks for more disclosure when they think the deal is unfair)

5. Virginia Bankshares (SC 1991, p.710): Charter required 2/3 vote for a merger and, therefore, soliciting the proxies was an essential link. What if majority SH owned 75% and didn’t need votes of minority SH?  If the company decides to solicit proxies anyway, is this enough to make them essential?  
6. Supreme Court says there is no essential link: votes were not needed, therefore there is no causation therefore no 14a-9 claim.
7. ∏ claimed that proxy statement was necessary because vote of minority SH was required under state law to insulate Ds from state breach of fiduciary duty suits. 

a. Interested director transaction provision (like Del. 144): transaction can’t be voided if you get a vote of majority of disinterested SH. 
8. Court response: any SH whose vote is not legally required to authorize the action has no standing—not circle of people intended to be protected by statute. 
9. Authority for Court’s holdings here is based on Congressional silence

10. Court cites Blue Chip Stamps: this is problematic--result is that federal interest in proxy system is not furthered in many egregious examples of misrepresentation.
ii. HYPO: proposed amendment to include a class of SH that are ‘blank check preferred’—rights and privileges not specified until it’s issued (so Board can take account of prevailing interest rate, pricing of preferred stocks in mkt. w/out getting SH vote each time). 
1. Del. 242(b) requires majority of outstanding stocks to vote for amendment
2. Board recommends approval of amdt. because it will increase flexibility

3. Board really doesn’t care about financing flexibility, and the real reason is that it would powerfully increase Board’s ability to resist a take-over.
a. Material misrepresentation
· Situation 1: Board controls 54% of outstanding

- Board has enough votes to pass amendment w/out extra votes( proxy is not essential link, so misrepresentation is not actionable. 

· Situation 2: Board controls minority (5%)

- Cannot amend charter w/out vote of SH( proxy becomes essential link (even if you need only 1 additional vote)
· Company be sued for material misstatement under 10b-5
- STANDING: Not by any SH: must be in connection w/ purchase or sale (Blue Chip Stamps). SH must buy or sell while statement is out there.
- People in the market who bought or sold could sue under 10b-5 but would have to show scienter( something more than negligence (at least recklessness).
CCS

I. Characteristics:
a. Not publicly traded
b. Owned by small number of people (often family)
c. High overlap between SH and managers/employees

d. Most managers are not diversified and lack liquidity
e. Restrictions on transferability: care about identity of SH
II. Statutory provisions

a. Just sections w/in general corporations statutes ->NY..
i. NY 620-> any co other than a public co. Lack of market.

b. Formal elections in the article before the provisions apply-_ Del; CL..

i. Del 342 (i) < 30 persons; (ii) restrictions on transfer; (iii) no PO

c. No definition of CC as a separate entity

i. MBCA 7.32 reastriction of power of BoD if agreement signed by all SH + notice + note on shares.

III. Special problems of CCs
a. Corporate statutes are structured around the model of the passive SH, which is not the model of CCs. SH’s major concern is normally to monitor effectively managers, and managers’ concern is to keep SH out of day-to-day operations( when these two roles are united in one person this is unnecessary
b. CCs most resemble partnerships( the issue is: how can we allow things to happen in a CC that we would not allow in a public corp.?
IV. POOLING AGREEMENTS -> SH AGREEMENT RE: ELECTION OF Ds
a. Generally. SHs agree to vote together or as a unit on all matters.  Generally held valid RMBCA – two or  more SHs may provide for the manner in which they will vote their shares by signing an agreement for that purpose 

b. Duration. Usually remain in effect for an indefinite period of time. Does the law want to encourage perpetual, binding contracts? 

c. Problems with enforcement 

· Ringling v. Ringling Bros (Ch. 1946, p.756) 3 SHs sign a vote pooling agreement.  when they can’t agree, their lawyer will act as arbitrator Holding: Agreement is valid, but it did not create an implied, irrevocable proxy (which would allow arbitrator to cast votes of non-complying votes), result is that non-complying votes will not be counted. The problem was that pooling agreement was not self-executing. 

· Del 218 (after Ringling) An agreement between 2 or more SHs, if in writing & signed by the parties, may provide that in exercising any voting rights, the shares held by them shall be voted as provided by the agreement, or as the parties may agree, or as determined in accordance with the procedure agreed upon by the parties.

V. VOTING TRUST
a. How do we give RH a ‘free hand’ in management?

i. Voting trust: how does this differ from voting agreement?
ii. Abercrombie v. Davies (Ch. 1957, p. 765): CC organized by A & D, joint venture with 9 oil companies—11 SH. 15 Ds, and cumulative voting: designed so that each SH could elect at least one director to represent his interests, but no one could elect a majority. Here, 6 SH who controlled 54% of stock entered into voting agreement with their agents( the Ds they elected. Agreement provided for:
a. Delivery of all shares to agents for 10 yrs. (endorsed in blank( stocks are registered—there’s a name, and that’s the record owner. To sell a share, the share is a negotiable instrument that has on back a stock power that you have to sign( endorsed in blank means that you signed but you didn’t write who it goes to, like a blank check. So this means that there’s a risk that those shares could suddenly be owned by someone else—SH can’t stop this)
b. Shares were all voted by the agents through irrevocable proxies for 10 yrs.
c. Votes cast were to be determined by 8 agents by agreement of 7/8 w/ arbitration to resolve disagreement
d. Agreement convertible into voting trust by any time by action of 7/8

2. This was designed to make sure what happened in Ringling didn’t happen again

3. ∏ were non-signatory SH( wanted to invalidate warning agreement. If you use cumulative voting, must protect it against changes in who’s pooling their shares. 
4. ∏ claim that nobody is supposed to have control—but now this pooling agreement allows those 6 SH to control.

5. ∏ claim that it’s invalid because it’s not a voting agreement but a voting trust and that it doesn’t comply w/ requirements of voting trust

a. TEST: essential feature of voting trust is separation of voting rights from other ownership.

i. Agents have irrevocable proxies to vote shares on all matters (comp. Ringling in which you have an irrevocable proxy only if there’s a disagreement and noncompliant SH). 
ii. Voting rights are pooled in the agents as a group—must vote as a unit, no one SH can determine directly how shares will be voted
iii. There’s a provision to turn this into a voting trust—this is enforced by deposit of stock certificates endorsed in blank( voting trust agreement has same terms as voting agreement. 

b. Del. 218(a): voting trust v. voting agreement
i. Voting trust you transfer title of stock and are no longer the record owner of the share, in return you get voting trust certificates; file copy of trust w/ corp.; new stock certificates are issued to trustee; certificates are legended; 
1. SH becomes beneficiary of the trust
2. limited in duration ten year under 7.30(b) MBCA 
· Del 218 no more from 1994-> Del 218 applies to both voting agreements and voting trusts
c. Should we create an irrevocable proxy in voting trust agreement? 
i. If you have one voting trustee, you don’t need an irrevocable proxy, only if you have multiple trustees and you need a deadlock breaking device. 
iii. Lehrman v. Cohen (SC Del 1986, p.769) THIS WASN’T A TRUST – THE CREATION OF THE STOCK MERELY DILUTED THE POWER OF THE OTHER STOCK, IT DID NOT DIVORCE THE STOCK FROM CONTROL. 

1. Facts: Created new stock by amending the certificate( agreed unanimously at board and SH level—worked fine for 14 yrs. (perpetual agreement)

a. L and C controlled, and they created three classes of stocks: AL and AC were equal and they could each elect two Ds. 
b. Then they gave class AD who had right to elect one Director and thus could break the tie (if AL and AC agree, AD is irrelevant). 
c. Also had cumulative voting (useless when there is only one director being elected, most useful when there are many getting elected).
d. AD doesn’t get any dividend or any other benefits. 
2. Problem: AD voted for himself as president (along w/ AC) and gave himself a 15 yr. contract. First, a resolution was adopted by SH to give D a 15 yr. contract—Board could NOT have done this—unusual and extraordinary contract.
a. Adopted by SH: vote was 3-2.
b. Board appoints D as president( SH could have done this only if it had been moved to SH level under 218(c).
c. D resigns as Director and votes his stock to elect a new fifth director. This is fine because SH can vote however they want. 
d. BoD ratifies D’s election as president and his employment contract( exercise of duty of care (Van Gorkom) and conflict of interest (duty of loyalty). They will regain business judgment rule protection to insulate this decision from attack.
3. Advantages/Disadvantages: 

a. Perpetual( voting trusts are limited, whereas voting agreements are not

b. Self-executing( operates at Board level
c. Abercrombie: separating voting rights from ownership for purpose of acquiring voting control is trust; but Court in this case says it’s different.

4. Application of this to Lucent/Alcatel below( can create a new class of stock; require class vote for a matter to be approved (assuming you can move decisions to the SH level—varies depending on what the decision is and what jurisdiction it’s in)
a. in Lehrman, AD only had one share—intended to operate at the Board level.
b. One possibility is to figure out how this class, which would be held by one person, could control certain decisions at the Board level w/out having to enter into agreement at the SH level that would move decisions to the SH.

5. Why did they not go after Lehrman as a conflict but as a voting trust?  Because when SH vote they can vote however they want—there are no conflict issues. 
6. Qualifications for Ds( Del. 141(b): certificate of inc. or by-laws may prescribe other qualifications for Ds.
a. Could, in Alcatel case, put into the charter that Director must have certain qualifications. 

b. In Lehrman, they had no grounds to contest someone who was qualified, so they had to attack ability of the class AD to exercise the deciding vote( either the stock is issued illegally, or it’s a secret voting trust which is void. 
i. Court said it was not a voting trust( even though it’s a perpetual, irrevocable shift of decision-making power, it does not work by separating the vote from the other characteristics of the stock. 
· Why didn’t the Court recognize that it wasn’t stock but just a voting mechanism that was void?

7. it was not a secret( it gets rid of lots of the Abercrombie problems
8. it was unanimous (no complaining minority SH)

9. non-participatory stock( legislative policy is Del 151(b): if stock is redeemable, it’s required that there be outstanding one class w/ full voting rights. 
a. MBCA 6.01(b): requires that at least one class have unlimited voting right & liquidation rights—don’t both have to be in same class.
b. Courts are not good at assessing whether issuance of stocks was the way to go( decision of when and how is for BoD and is usually a ‘business judgment decision’
RESTRICTIONS ON TRANSFER OF SHARES 

Allowed so that owners of CCs can better control who they’ll be working with.  Also prevents entry of people who may be hostile to the corporations’ best interests (competitors) 

Four General Types 

1. Absolute Prohibition of Transfer 

Law does condemn an effective prohibition against transferability, but only an outright prohibition

Rafe v.Hindin (NY 1968, p.745) SH got stuck with his shares because he could only sell them to his co-SH and they didn’t want them. 

Unreasonable restraint on alienation:  legend contains no provision that the consent may not be unreasonably withheld giving D arbitrary power which violates public policy and is illegal.

Oral agreement insufficient:  Oral agreement alleged by D that consent would not be unreasonably withheld would not survive parol evidence rule.  Any such agreement must be embodied in the writing.

No stated price:  Since D has arbitrary power and legend states no fixed price, legend could be construed to render sale impossible to anyone except D at whatever price he wishes to pay, such that it is illegal.

Penthouse Properties case (N.Y.S.2d) (upholding restriction on transfer) distinguished as related to special circumstances of housing cooperative

2. Consent Provision 
3. Right of First Refusal - upheld as long as its not unreasonable 

4. Buy Out Provision Right to sell back stock to corporation - Modern judicial trend has been to favor these 

Allen v. Biltmore Tissue co. (NYSD 1957, p.743) upholding bylaw that imposes limited time option to corporation at original price if SH tries to sell or dies

Corporation had right to buy back shares at issue price (offered 2x that).  Heirs of SH refused. 

Holding:  Restriction is “reasonable and valid”

Restriction fine, prohibition condemned:  Courts have uniformly held valid and enforceable the first option provision requiring SH seeking to sell his stock to first offer it to corporation or fellow SHs.  Here there was a distinct time limit, such that provision amounted to a restriction and not a total prohibition.

Price-fixing does not render restriction unfair:  As there is rarely an easily ascertainable market value for the shares of a closely held corporation, there is no uniform practice for fixing the option price and the original price is one commonly used formula.  “To be invalid, more than mere disparity between option price and current value of the stock must be shown.”

Del 202:  written restriction valid if

a) noted conspicuously on certificate

b) adopted before issuance of shares in question unless holders are party to agreement or voted in favor of restrictions

c) satisfies one of the following forms

1) obligation to offer to corp/holders prior opportunity to buy within reasonable time

2) obligation of corp/holder to purchase restricted securities pursuant to agreement

3) requirement of consent or approval by corp or shs

4) prohibition of transfer to designated class of persons that is not manifestly unreasonably

Del 349 Corporate Opportunity :  even if no restriction under 202, corporation has automatic option for 30 days after the judgement setting aside the restriction becomes final to acquire restricted security at agreed upon price or fair value determined by Ct. of Chancery, which may appoint an appraiser.

REASONABLENESS OF RESTRAINTS:  In the absence of controlling statute, courts do a balancing test between need by particular enterprise and public policy against restraint on alienation, looking to the following factors in particular:

1. Size of corp.

2. Degree of restraint on power to alienate

3. Length of time restriction remains in effect

4. Method to determine price

5. Likelihood of contribution to attainment of corporate objectives

6. Possibility that hostile SH seriously injure corp

7. Likelihood that restriction promote best interest of enterprise as a whole

AGREEMENTS B/W SHs RE: ACTIONS OF Ds 

Express Agreements - Orthodox Corporate Rule: The business and affairs of a corporation shall be managed by (or by the authority of) the board of directors. Del 141(a) / RMBCA 8.01
New York Case Law 

McQuade 

Majority and 2 minority SHs agreed that they would use their best efforts to keep one another in office as directors and officers at specific salaries, then 2 decided to drop McQuade 

Holding – SH agreement was INVALID because SHs may not place limitations on the power of directors to manage the business of the corporation by the selection of agents at defined salaries 

Rule – An agreement among stockholders where they attempt to divest the directors of the power to discharge an unfaithful EE of the corporation is illegal as against public policy.  Stockholders may not agree to control the directors in the exercise of the judgment vested in them by virtue of their office to elect officers and fix salaries. 

Clark v. Dodge (2 years later) 

Plaintiff and D made agreement to elect P as director and to pay him as long as he remained “faithful, efficient and competent” 

Holding – Agreement was VALID because 

1. all the SHs had signed the agreement and there was no sign that anyone would be injured by contract and 

2. impairment of board’s powers were negligible since plaintiff could be discharged for cause and board could pay him his income after deciding corporations other needs. 

Rule – If the enforcement of a particular contract damages nobody, not even in any perceptible degree the public, one sees no reason for holding it illegal even though it impinges slightly upon the broad provision of section 27.  Where directors are sole stockholders, there seems no objection to enforcing an agreement among them to vote for certain people as officers. 

In order to be valid the agreement must: 

1. not harm creditors, the public or non-consenting SHs AND 

2. involve only an “innocuous variance” from the rule that the corporation’s business should be managed by the board 

3. There may be a requirement that all SHs consent 

MBCA 7.31 no limit on voting agreement, BUT 

MBCA 7.32 UNANIMITY( device in place of close corporation

· 7.32(a)(8) ( Corporate Basket Provision

· 7.32 must be in bylaws or charter, requires unanimity 7.32(b)(1), valid for only 10 years 7.32(b)(3)
Del 350 MAJORITY agreement that impinges on board’s duties

· NOTE: taking on director-type liability

· Matters in non-unanimous case.  Only SH who sign the agreement are bound by it.

· Non-signatory SHs can go after signatories personally for D-type liability for decisions made at SH level

· In unanimous cases, nobody can go after anybody else

Del 351 lets you get rid of board entirely require unanimity, so there are no complaining SHs

BoD level 20 years contract is extraordinary

NB Most of the provisions are available for use in a public corporation as well.  

· However, certain devices are not:  the Del CCs sections and MBCA 7.32 agreements are only  available to companies whose shares are not publicly traded.  

KEEPING CONTROL IN THE CC
PRACTICAL CASE

Problem 1 – Assume that the Harman Corporation is not a public company, and the equity ownership of Harman Corporation is equally divided among William Harman, Robert Harman, Harriet Lindsay and J. Pierrepont Smith.  You are told the following:  Robert Harman wants a "free hand" to manage the business.  His father, Lindsay and Smith are all willing to go along … [provided they may keep some controls to prevent major change in the business without their approval.  Further, Lindsay and Smith do not want the decision of the Harmans to prevail if both of them feel otherwise.  Finally, they want to keep out newcomers in the event of death, or decision to sell, of any one of them.]
A.  How would you accomplish these objectives in Delaware?

I. FREE HANDS AT SH LEVEL

1. Pooling agreement or voting trust?

When and why would you use a voting trust?  Would it be a good solution for RH?

If RH were voting trustee( this would mean that he would vote 100% of the shares, and other SH can’t do anything. Voting trust is self-executing. 

Voting agreement can be for longer term in most states (voting trust is usually limited to 10 yrs, unlimited in Del.). 
Voting agreement can be kept secret, whereas voting trust is public.

Voting trust is particularly appropriate (i) Family-controlled co. wants to retain control; (ii) Given to creditor when co. is in trouble( more reassuring, self-executing; (iii) Alien ownership rules; (iv) Antitrust divestiture situation

2. Another co., a CC. Options other than voting trust( if 3 SH want to keep JPS out

3 SH could form another co which becomes an asset of HC( the Board of new corp. decides how it will vote. Create SH agreement in new corp. w/ respect to voting interest in HC. 

Would want restriction on transferability—you get that automatically if you’re a CC – JPS didn’t want to be in CC, so restriction on transferability is not automatic, so JPS will have to negotiate for it. If there is no restriction, there is no notice of creation of new corp. 

JPS can either seek to invalidate this transfer (by claiming it’s illegal voting trust) or sell-out—most likely buyer is other 3 SH, and the price will be low.

Could you have planned around Lehrman v.Cohen? If you were advising L and C now when they were entering into this arrangement, what would you have done differently to avoid this problem, while still issuing a new class of stock? 

Could write in that AD SH (or his friends and family) is not eligible for Board( can do that

Must also restrict transferability( make sure D can’t transfer stock to someone else and then that someone can elect D to the Board.

Why can’t it say that D can’t be Board member? It could, but it’s not a structural solution—D could die and someone else would take the AD stock. 

Is this enough to prevent what happened in Lehrman (that D won’t side w/ one set of SH, appoint somebody they like pres. and give him a 15 yr. contract)?
We can require a supermajority for employment contract( this way a tie breaker still wouldn’t be enough.  This brings us back to original problem of deadlock. 

You could limit all employment contracts to 5 yr.

Can design stock to have any sets of rights of privileges; AL and AC have full voting rights and liquidation rights( we have already met statutory req. Del 151(b). 
Under Del. 151(a) we can have stock that is issued with special conditional or limited voting rights( 

II. WHAT ABOUT GETTING RH A FREE HAND AT THE BOARD LEVEL?
1. Make RH the only director & move decisions to SH level

Can you have only one director? YES Del §141(b) / MBCA 8.03(a)
JPS wants to have control over major decisions—merger, changes in co. value, control over dividends, appointment of officers, etc. What are the priorities? 
i. VETO over merger:  it’s enough to give JPS majority of shares so that he can veto at SH level

ii. Appointment of officers:  can move to SH level 

iii. BUT Dividends: cannot move this to SH—Board of Ds must make these decisions. 

If some of JPS’s requests cannot be moved to SH level, then having RH sole director will not work—JPS will have to be on the Board.
If you choose the route of specifying issues that are moving to SH level, JPS might be sure that his list is complete. Good thing about not being on the board is that he doesn’t owe fiduciary duties. 

Shifting major issues to SH is possible but changes all of the leverage in the situation—puts burden on L and JPS to specify list of issues they want to move, and there are legal complications to moving them.

Can abolish BoD under CC provisions( Del §351 and MBCA 7.32. SH can decide everything, governed by SH agreement enforced by irrevocable proxy. This may be worse than a one person board—all done at one level, all SH take on directory type liability. 

2. Capital structure
Can create new class of stock all shares who are owned by RH. Ok under Lehrman
Can increase Board to 7 from 4, and give RH power to elect 4 out of 7. Is this a voting trust under Abercrombie test? irrevocable separation of voting powers from ownership.

…provided they may keep some controls to prevent major change in the business without their approval.  Further, Lindsay and Smith do not want the decision of the Harmans to prevail if both of them feel otherwise.  [Finally, they want to keep out newcomers in the event of death, or decision to sell, of any one of them.]
VI. PROBLEM 1 PART II: Give RH a free hand, provided other 3 may keep some control to prevent major changes w/out their approval.

a. ALL SHs in the BoD - Assume that RH is CEO and each SH is on Board( do we need anything else? 

i. If each one wants the ability to prevent major decisions, this is not enough. 

ii. How to ensure they will be on the Board
1. Four different classes of stock, each one gets a director

2. another way is cumulative voting: to ensure everyone gets to elect one director

a. If cumulative voting is what we choose to use, we have to protect it from being diluted by increase # of Ds or by issuance of additional shares.

3. Limit number of Ds( Del 141(b) fixed by manner provided in by-laws or it’s fixed by certificate & SH agreement under Del 218(c) (Ringling): benefit that cumulative voting doesn’t have: if SH agree to cast their votes through a pooling agreement reinforced by irrevocable proxy, it doesn’t matter how many shares they hold. Even if number of shares shift for some reason (and this may happen here because WH is old and RH will probably get his shares), this wouldn’t affect the agreement. 

b. if RH is SOLE DIRECTOR or controls who’s on the Board, then we’ll have to move certain decisions at SH level( (I) input on sale/merger of company Del 251, (II) amendment of certificate Del 242, (III) sale of all or substantially all of the assets Del 271. If that’s all they care about as ‘major changes’ then you don’t need to be on the Board. If they want control over more, though, they need to decide what to move to the SH. 

c. Veto: need your vote to go forward; could make it so that they need a supermajority for certain actions (in this case it would basically be unanimity). 

d. Creation of an EXECUTIVE COMMITTEE( authorized by Del. 141(c) / MBCA 8.25(a). May have one person committees( not every state lets you have one person committees. 
· You can then delegate whatever powers you want to that committee 
· except for statutory exceptions (making recommendations to stockholders on any matter on which stockholders have to vote; adopting, amending, repealing a by-law; etc.)

VII. Lindsay and JPS don’t want a supermajority to prevail if both of them feel otherwise

a. SUPERMAJORITY PROVISION: 
1. Del Provisions can be either in the charter or the by-laws - Del 141(b) / Del 216 (for SH). 
· If it’s in the charter, a supermajority provision may not be amended or repealed except by the same supermajority vote Del 242(b)(4)
2. MBCA 7.27 

i. For Ds it can be either in charter/article of incorporation or by-laws MBCA 7.09
ii. For SHs it must be in charter/article of incorporation;

· preserved from change by lesser vote in same section. 

b. Problem: you have received a draft charter and by-laws from RH’s lawyers, they provide that w/ respect to both SH and Ds, no action is effective unless it gets 80% of the vote.

i. This means that unanimity is required. 

Finally, they want to keep out newcomers in the event of death, or decision to sell, of any one of them.

B.  Smith believes the blanket exclusion of "newcomers" goes too far.  He suggests, as a variation, that sale of shares be permitted on a "controlled basis," i.e., by agreement among SHs to sell only to persons approved by the other three SHs.  Does such control present any problems?  Can you achieve Smith's objective?  How?

Can you make stock utterly and completely nontransferable?  NO

The RESTRICTIONS ON TRANSFER OF SHARES are allowed so that owners of CCs can better control who they’ll be working with.  Also prevents entry of people who may be hostile to the corporations’ best interests (competitors). There are 4 general Types 

1. Absolute Prohibition of Transfer 

Law does condemn an effective prohibition against transferability, but only an outright prohibition

Rafe v. Hindin (NY 1968, p.745) SH got stuck with his shares because he could only sell them to his co-SH and they didn’t want them. 

1. Unreasonable restraint on alienation

2. Oral agreement insufficient:  

3. No stated price

4. Penthouse Properties (N.Y.S.2d) (upholding restriction on transfer) distinguished as related to special circumstances of housing cooperative

2. Consent Provision 
3. Right of First Refusal - upheld as long as its not unreasonable 

4. Buy Out Provision Right to sell back stock to corporation - Modern judicial trend has been to favor these 

Allen v. Biltmore Tissue. (NYSD 1957, p.743) upholding bylaw that imposes limited time option to corporation at original price if SH tries to sell or dies

Corporation had right to buy back shares at issue price (offered 2x that).  Heirs of SH refused. 

Holding:  Restriction is “reasonable and valid”

1. Restriction fine, prohibition condemned

2. Price-fixing does not render restriction unfair “To be invalid, more than mere disparity between option price and current value of the stock must be shown.”

Del 202:  written restriction valid if

d) noted conspicuously on certificate

e) adopted before issuance of shares in question unless holders are party to agreement or voted in favor of restrictions

f) satisfies one of the following forms

5) obligation to offer to co/holders prior opportunity to buy within reasonable time

6) obligation of co/holder to purchase restricted securities pursuant to agreement

7) requirement of consent or approval by co or SHs

8) prohibition of transfer to designated class of persons that is not manifestly unreasonably

Del 349:  even if no restriction under 202, corporation has automatic option for 30 days after the judgment setting aside the restriction becomes final to acquire restricted security at agreed upon price or fair value determined by Ct. of Chancery, which may appoint an appraiser.

REASONABLENESS OF RESTRAINTS:  In the absence of controlling statute, courts do a balancing test between need by particular enterprise and public policy against restraint on alienation, looking to the following factors in particular:

8. Size of corp.

9. Degree of restraint on power to alienate

10. Length of time restriction remains in effect

11. Method to determine price

12. Likelihood of contribution to attainment of corporate objectives

13. Possibility that hostile SH seriously injure corp

14. Likelihood that restriction promote best interest of enterprise as a whole

Problem 2 – Assume that, after William Harman's death, his stock interest was sold to Liz Taylor, an outsider, and the ownership of the Harman Corporation stock was now divided equally among Taylor, Lindsay, Smith and Robert Harman.  The latter continued with the Harman Corporation as its chief operating executive.  Though Robert Harman holds a quarter of the stock, he has contemplated selling out and accepting a very attractive offer from American Can Co.  The three other stockholders, who with him constitute the four Ds of Harman Corporation, consider the company's future to be entirely dependent upon him, and have offered to match any salary he may receive elsewhere.  Robert Harman, however, seeking long-term security and assurance of exclusive power over the business, insists on a twenty-year contract as chief executive officer.  Only one director, Taylor, shows any hesitation, but all four decided to consult you as their counsel.

(1)  Should the stockholders (as stockholders) contract individually with Robert Harman, agreeing to vote for him as chief executive officer throughout the twenty-year period? What if Taylor refuses to go along?  Should she be informed?  What would be the effect of incorporating the agreement in the stock certificate?
a. 20 year contract
i. SHAREHOLDER LEVEL ( RMA state vs. DE

1. Del 218 ( no durational limit on voting agreement; shareholders can do what they want

2. RMA ( no limit on §7.31 agreement, BUT

3. In RMA state, you need to use §7.32 agreement, but 7.32(b) requires

a. Unanimity

b. Set forth in articles of incorporation or bylaws
c. 10 years!!
d. no listing of shares
Voting agreements & BoD job issues 

MBCA 7.31 agreements are ordinary voting agreements that apply to any or every matter which comes to the SHs for a vote under normal principles.  That is, it is generally used for the election of directors.  Unlike Del 218(c), 7.31 agreements are not available for things like appointment of officers.  

Officers’ appointment can be moved to the SH level in Delaware (and then becomes something that goes to the SHs for a vote), but  it cannot be moved to the SH level in a MBCA state.  

That’s when you need 7.32 - for any agreement that relates to something that would normally be the job of the Board.  But a 7.32 agreement must be unanimous, legended, etc.  

I. Delaware has four available structures:  

Del 218(c)
Del 218(c) with appointment of officers moved to the shareholder level, 

Del 350 agreements for CCs involving a majority (but not necessarily all) of the shareholders, and 

Del 351 agreement removing the Board entirely (which does require unanimity)

II. MBCA state have only two mechanisms:  

MBCA 7.31 agreement for ordinary shareholder matters, and the 

MBCA 7.32 (unanimous) agreement for everything else - everything that would normally be the job of the Board.

Answer: It does no good for the shareholders to contract individually with RH unless they’ve moved the matter to the SH level.  

If Taylor doesn't go along, the outcome depends on the quorum and voting requirements
Does she have a veto? Putting it in the stock certificate is often required by the relevant statutory section, so it depends on which mechanism we're using. 
 Finally, should she be informed?  Yes - if the matter is secret, the risk of it being invalidated (for fraud, or fiduciary breach) is much greater. 

ii. BOARD LEVEL ( 20 year agreement is an extraordinary contract

1. Taylor would claim duty of loyalty (against Harman) and duty of care

2. CORPORATE WASTE ( if board has to fire RH, they’ll have to pay 20 years damages

a. “no rational business person would have done this”
b. Vs. Van Gorkom, didn’t avail selves of information

3. FORM OF ULTRA VIRES CLAIM, can only be cured by unanimous vote of shareholders (Taylor won’t do it)
iii. IN SOME STATES, TAYLOR COULD ATTACK OTHER SHAREHOLDERS FOR BREACH OF FIDUCIARY DUTY

(2)  May the SHs simply assign their proxies to Robert Harman? 

PROXIES

Yes of course they can, you can give a proxy to anybody you want
The problem is that proxies are revocable and in any event they expire under the Statute in 3 years Del 212(b)
· NY only 11 months
To make them irrevocable, see Del 212(e) statement & interest in the corporation. Interest in the stock or in the co. The interest supports the irrevocability. ( INTEREST TEST.
· In NY also irrevocable proxy part of an employment agreement  

(3)  Would a resolution of the Board of Ds approving the contract, but with Taylor dissenting, be advisable or preferable?

K - It is advisable and enforceable and it would be binding on the corporation. 

The contract is binding on the company in the sense that creates a financial commitment. 

Most of these contracts have termination provisions. However, if the BoD want to give rid of the CEO who is not doing nothing in breach of the contract, but he is just dumb and lazy, the BoD can choice to fire CEO and breach of the contract. 

Breach of a contract entails (i) damages or (ii) specific performance (not available because damages are adequate).

This is why this termination provisions are so heavily negotiated. 

(4)  Do you recommend a voting trust?

VOTING TRUST

1. Self executing 

2. Limited in duration in some states

3. It covers all the votes

(5)  Are there any other methods available to satisfy Robert Harman?  Could a recapitalization of the company achieve the desired result?

RECAPITALIZATION

Lehrman v. Cohen. Yes, every recapitalization would work, but it is for ever and it is very difficult to get back.

You can tailor it and create what you want and the minimum in some states is a specific class of stock.

(6)  May his salary be fixed at $200,000 per year for an extended period?

EXCESSIVE SALARIES

It depends on the authority

If this is a very large corporation, who cares. It will be the authority of the executive of the personnel, it will not even go up to the BoD.

If small corporation, the BoD risks claim of violation of duty of care. 

You can change the elements of the compensation package so that the net value is the same. 

There are rules of thumb

EXCESSIVE SALARY

Mlinarick v. Wehrung (Ohio App. 1993) - holding that challenging minority SH in family business had not met burden of showing that majority stockholders had unreasonably overcompensated themselves for work ( Burden of proof on challenging party
Crowley v. Communications (Mass. App. 1991) Manifest unfairness and requirement of ratification by independent Ds and SHs

Ruetz v. Topping (Mo. Ct. App. 1970) Failure to show reasonableness of compensation - Assessing reasonableness:  Ct. cited factors from Internal Rev. Code

a) qualifications

b) nature, extent, scope of work

c) size and complexities of business

d) salaries v. gross/net income

e) prevailing economic conditions

f) salaries v. distribution to stockholders

g) salary policy of taxpayer v. employees

h) in close corp. – amt. of compensation paid to emp-ee in previous yr. 

Problem 3 - 
A recent law school graduate who was asked to prepare a restriction on the shares of Harman Corporation drafted the following: “Prior to the sale or disposition of his stock, any stockholder of Harman Corporation contemplating such a transaction shall offer his shares to his fellow stockholders at a reasonable price”. What criticisms would you offer of this draft?

It expresses a concept in any way that can be implemented. 

This is a SORT OF RIGHT OF FIRST REFUSAL. 

Checklist

1. What triggers it? We do not know. 

2. Does it matter whether he is selling 1 or all of his stock?

3. Does death counts as a disposition? 

4. A gift to your spouse counts as a disposition

5. Transfer to other stockholders counts as a disposition

6. What is a reasonable price? Use a number, market value, capitalize the earnings, have something that has at least a formula for determining it.

7. How this price gets enforced? 

8. Notice? 

9. How long does the stockholder can exercise it?

10. How long does the seller can sell it to someone else when fellow stockholders do not exercise their right?

CC (continued) - FIDUCIARY OBLIGATIONS OF SHS IN CCS
Donahue v. Rodd Electrotype Co. (MA) (A SPECIAL DUTY OF THE UTMOST GF AND LOYALTY EXISTS AMONG SH’S OF A CLOSELY-HELD CORPORATION)

Facts: 

P, a minority SH in D, brought suit against the corporation, its Ds & Rodd, former controlling SH.  When Rodd retired, he sold some of his stock to the corporation at $800/share.  P offered his stock on the same terms but D would not pay him.  P brought suit to rescind the sale of stock of Rodd & compel him to repay the purchase price.  P claimed the Ds violated their fiduciary duty when they bought Rodd’s stock & the purchase was an unlawful distribution of corporate assets to the controlling SH.  D claimed no equal opportunity requirement.     

Held

The Ds breached their fiduciary duty by distributing corporate assets to Rodd in exchange for shares & refusing to do the same for P.  SHs in a CC are much like members of a partnership – controlling SHs are usually also managers/Ds & therefore have a strict duty of GF to the minority SHs (“the punctilio of an honor the most sensitive is the standard of behavior”).  

If the corporation is buying shares from a member of the controlling group, each SH must be given an opportunity to sell a ratable number of shares to the corporation at the same price.  The controlling group may not, consistent with its strict duty to the minority, utilize its control of the corporation to obtain special advantages & disproportionate benefit – rule of equal opportunity given to all SHs; even though the price was EF, the majority received an opportunity the minority did not.  The court must either require Rodd to return the purchase price with interest OR order D to buy the same number of P’s shares at the same price afforded to Rodd.  New implied fiduciary duty. 

Comments 

One reason for this strict scrutiny for the breach of fiduciary duty: LIQUIDITY. B/c of no exit and no public mk for the shares in a CC, then the majority has to act with the utmost good faith and loyalty not honesty alone but the punctilious sensitive is that the standard of behavior 

Wilkes v. Springside Nursing Home (MA) (MA SC CREATES BALANCING TEST FOR DETERMINING BREACH OF FIDUCIARY DUTY IN A CC)

Facts

P had an option to purchase a building where a hospital was located.  Ds joined with P in forming a CC to run a nursing home.  Each invested an equal amount & purchased an equal amount of shares – each would be a director & receive money from the corporation in equal amounts.  Relationship between P and one D deteriorated & Ds voted to put themselves on salary without giving anything to P (because there are no pro rata benefits).  They voted P out of the Dship.  P brought action for breach of the incorporation agreement & breach of their fiduciary duty.

Held

The majority SHs breached their duty of utmost GF & loyalty to P when they cut him out of his position & denied him a salary.  

Majority SH have a duty to each other (and to minority SH) in a CC similar to what partners have [different duty in Kahn: duty of loyalty owed to all Ds].  

If several SHs combine to “freeze out” another SH by removing him from all decision-making roles, they have breached their fiduciary duty.

The rights of the group must be balanced against its duty to minority SHs.  Here, hiring and firing is considered a “selfish ownership” in the corporation on the part of the majority.

Therefore no breach will be found if (1) the control group can show a legitimate business purpose for its actions, & (2) there was no other way to achieve the business purpose without harming the minority (the burden to show a less harmful alternative is on P).  There was no valid business purpose here in taking P’s position – he was always ready to perform his responsibilities.  P got damages for lost salary.  

The 3-part test:

1. P brings suit that the majority violated his fiduciary duty to deal fairly with the minority

2. Majority defends – claims legitimate business purpose

3. Minority, as an insider, must argue there was another alternative

Zidell v. Zidell (Or. 1977) (NO DUTY TO GIVE CORP OPPORTUNITY TO PURCHASE OWN STOCK)

Facts:  Action for seizing corp. opportunity.  P & D each owned 37.5% of corp., with remaining 25% in Rosenfeld’s hands.  R sold stock to D.  P sued contending that corp. was entitled to buy stock and hence that D had breached fiduciary duty by buying for self.

Holding:  Generally, director violates no duty to his corp by self-dealing with stock.  Absent a corporate policy of buying its own shares, there is normally no special corporate interest in opportunity to purchase.  In fact, there are no disinterested board members who could make the decision to purchase.  If P wanted to be specially protected he should’ve sought protective provisions at corps organization.  P also failed to prove that welfare required sale of R’s stock to corp.

Nixon v. Blackwell (Del 1992) (ENTIRE FAIRNESS TEST)
Distributing corporate control 

Facts:
Employees had option of whether to take stock or cash. All took cash. This made it so that the prior employees were unable to cash out. They had no way of getting rid of their class B stock. 

Holding:

The defendants have met their burden of establishing the entire fairness of their dealings with the non employee Class B stockholders and are entitled to judgment. Plaintiff's claim is without merit. The entire fairness test is applicable in reviewing the actions of the defendants in establishing and implementing the key man life insurance policy. 

Rational:
Fair does not necessarily mean equal. Fine for courts to set up pension arrangements for benefits of the employees.

Bottom Line: Negotiate upfront, make better deals!! The DEL Court is assuming that either you have sophistication or you have to pay a counsel.

April 10, 2006

I. TAKEOVER CASES
a. Chancery court opinions occur in rapid succession
b. Success/failure of transaction is determined by market, NOT court
c. BUT time is of the essence; costs to carrying care.  If you can get an injunction, you can delay (and prevent) a deal; if you don’t, deal happens and case is dropped
d. Is there an appropriate body to make deteremination about whether or not a particular transaction should go forward

e. Defensive tactics:

i. Prudent action w/ best interest of SHs in mind, OR

ii. Merely determined to prevent take over (preserve power and prestige)

f. Questions:  Should we permit corporations to defend at all?  If we do, what are the limits on these defenses?

g. Jurisprudence is rooted in fiduciary law
II. Cheff v. Mathes (Del SC 1964, p. 971) HOSTILE TAKEOVER – GREENMAIL – MIDDLE GROUND OF REVIEW – SHIFT OF BOP ON BoD: ENHANCED BJR FOR DISINTERESTED Ds (NO LAX NJR NOR STRICT FAIRNESS)
a. This is an early “greenmail” case which lays the groundwork for the state substantive law applicable to hostile takeovers. 

b. Facts: a potential bidder acquired a significant number of shares of the target, Holland Furnace (“Holland”), in the open market. After the bidder’s merger suggestions were rebuffed by Holland’s CEO, the bidder offered to sell to Holland the shares previously accumulated by the bidder. A deal was struck, and Holland bought the shares at a premium. The ersatz bidder went away happy; Holland’s incumbent management was happy; but some disgruntled SHs cried foul.

c. P: The complaining SHs argued, in effect, that the board had used corporate funds to pay off a potential bidder NOT to make a tender offer to its SHs because the SHs might accept the offer and the board would be put out. The board, however, responded that it was acting to protect Holland and its SHs from the threat to the corporate enterprise posed by the bidder. The threats identified by the board included policy differences involving the retention of Holland’s retail sales force, as well as the bidder’s reputation for liquidating corporations it controlled.

d. Holding: 
i. Ct recognized the inherent conflict of interest that exists whenever a board responds to a threat to its control, but at the same time the court did not believe that a battle for control was the same as self-dealing. 
1. The Cheff court, therefore, declined to apply either the BJR or the entire fairness test. Rather, it announced that in the context of a defensive response to a threatened takeover an “ENHANCED” BUSINESS JUDGMENT RULE would apply. 
ii. The court explained that the initial BOP would be placed on the board to show that it had reasonable grounds for a good faith belief that the threatened takeover constituted a threat to the corporation.

1. This burden can be satisfied by showing good faith and reasonable investigation. 

e. Holland Furnace Co ( under investigation for sales practice

i. 7 board members controlled 22% of stock

ii. Cheff was only insider on board

iii. Outside counsel was member of board

1. “outside director”

2. NOT “independent director”

iv. Arnold Maremount ( well-known corporate raider

1. bought 17.5% of stock

2. proposed merger and asked for place on board

3. wanted to be bought out when rejected

f. buy-back at premium over market

g. Π ( buy back is not per se illegal, but this deal was done for selfish reasons

h. Court ( use of corp. funds is improper if you board is simply trying to keep its own jobs

i. Danger of conflict in this situation is high

ii. Justified extra protection

iii. Ds are of necessity confronted with conflict of interest; there are no disinterested Ds.

i. Normal jurisprudence ( fairness analysis. BUT Court doesn’t do that!

i. First shift of legal analysis in takeover defense

ii. Need more proof that structural conflict is real before imposing fairness requirement

iii. Put initial BOP on BoD to show: “reasonable grounds to  believe a danger to corporate policy and effectiveness existed by presence of Maremont stock ownership”

j. Fairness review of Ds with pecuniary interest in transaction

k. Disinterested other Ds
i. Outside Ds ( need more proof of actual conflict

ii. Ds must first show decisioins made not for reasons of personal interest

iii. Must show good faith and reasonable investigation

iv. Procedural remedy 

l. Application to this case:

i. Outside advice ( Meryll, Dunn & Bradstreet

ii. Cited bad things Maremount had done

iii. Treasure and Cheff did “personal investigations”

iv. Actual meetings with Maremount and personal observations

m. Reasonable Threat to Continued Existence of the Company
i. Maremount had deceived Cheff 

ii. Wanted to eliminate retail sales force

iii. Demanded place on board

iv. Reduced purchases after he was denied place on board

v. Engendered unrest in key employees (started looking for other jobs)

vi. Advice from and Dunn indicating M’s past liquidation activities

vii. Advice from Meryll to purchase M’s shares

viii. Advice that coporation was overcapitalized

1. board should use money for corp purposes or give dividend

2. If you can’t use money, cost of takeover is reduced

ix. Cheff reported to BoD on “poor reputation” of Maremount

n. In subsequent cases, the court added that such proof is materially enhanced when approved by a board comprised of a majority of outside independent Ds. 
o. If the BoD makes the requisite showing, the familiar BJR applies, and the burden shifts to the plaintiff to rebut it. 

p. Decision: Under the facts of Cheff v. Mathes, the court ruled that the target’s board had satisfied this standard.

q. M’s strategy ( company is in trouble; it has cash flow that could be used for better things: “ripe for takeover”

i. NOTE: system requires that assets be used more profitably

r. Big question: Is decision about change in ownership/control just another business decision?
i. Broker model ( If the board is a “broker,” then board should just make sure it gets the best deal

1. Are they required to put company up for sale just because somebody credible shows up with cahse hin and?

ii. SH Surrogate model ( how does board make a determination if they don’t know what he’s really proposing?

1. If Maremount wants to buy out shares for cash, do we care how he does business later?

2. are there other interests for board to consider besides price?

3. Is there an interest in keeping employees happy?

s. Once board can show the other valid purpose, you can get business judgment rule restored

t. What if Maremount offered 200-300% value?  Is this different from just a premium?

u. Studies are divided about whether or not companies are worth more after takeover, “winner’s curse” ( debate about when SHs are better off

v. Isn’t board completely conflicted?

i. Maybe -( we don’t really know

ii. But we know significant risk

iii. Where do we want decision about transaction made?  If we take it away from BoD, how will it be made?

Terms

“Bear Hug” ( Approach by potential bidder with complete offer: powerful and attractive bid made all at once

Bust up/ break up fees ( target pays fees if transaction doesn’t complete

Hello Fees (  Bidder gets a fee if company being auctioned will seek new bidder. Can trigger goodbye fee

Goodbye fees ( Bidder gets a fee if it gets outbid (see Van Gorkom)
Creeping Tender offer ( Slow acquisition of little bits of stock

· Disclosure requirements decreased this
· Makes acquisitions public and generates competition

Dry-up letters ( Target company sends out letter to banks and financial institutions asking them to withhold financing to party attempting hostile takover

· Less takeovers financed these days are highly leverage

Employee stock option plans ( 

· Tax favored 

· Employees acquired interest in company as they work

· Shares are voted by trustee of the plan (no vested interest, or no ownership interest by employees; remains in pool)

· Congress like ESOPS ( represents employee ownership in company

Fiduciary Outs ( provisions uniformly in contracts that say a target board may break agreement for fiduciary reasons.  Van Gorkom Board was forced by DE court to breach contract in fulfillance of fiduciary duty

Fraudulent Conveyance Law ( leveraging off acquisition in order to make acquisition

· Problem ( is company in fact rendered insolvent by nature of deal?

· Assets are being conveyed to stockholders (used to cash them out)

· Concern that after failure, would attempt to pull money back from public

Golden parachutes ( Employment contracts with substantial payment in event change of control clause is triggered 

Greenmail ( Repurchasing target shares already acquired by the acquirer at a premium
Junk Bonds ( High yield bonds( below investment grade (risky)

Just Say “No” Defense ( Can a board of a target simply say no and do nothing more? See Time Warner case
Lock-up Options ( Give automatic profit on deal

· Crown Jewel Options ( Asset thought to be most valuable to bidder is optioned for sale if bid goes through
· Stock lock-up ( Issuing stock to a friendly ally

No shop clauses / Market test( Management contractually commits to passivity agreeing neither to solicit a competitive bid nor to cooperate with or provide info to a competitive bidder (See Van Gorkom)

Pac Man Defense ( Reciprocal tender offer

Parking violations on Warehousing ( Parking shares in various places (purchases not in own name), violating disclosure regime

Poison Pills ( Ability to issue a contingent and convertible security, that, once triggered, either dilutes the  stock held by acquirer or entitles SH other than the acquirer to buy shares of the target at a price significantly below market value
Poison Puts ( if company gets taken over (or leverage increases to a certain point), debt is accelerated.  Found in financing contracts

Shark Repellants ( Adopting charter amendments to control transaction not approved by the BoD / with defensive effects

Two-tier frontloaded bids
White Knights and White Squires ( companies resisting takeover will often look for alternative transactions.  Friendly company that comes in and takes over is a white Knight; Squire busy blocking position but does not take over

Williams Act ( Sec law provisions relating solely to takeovers and takeover related activities

Takeover cases (continued)

Threat of a takeover has salutary effect of encouraging managers to work to deliver SH value

Traditional US law opened two avenues for initiating a hostile change in control

· Proxy Contest – simple expedient of running an insurgent slate of candidates for election to BoD
· Tender Offer – even simpler expedient of purchasing enough stock to obtain voting control for oneself

DE SC first began to grapple with complexities of the board’s duties in contests for corporate control in 1985

· Smith v. Van Gorkom – held entire BoD liable for “gross negligence” when most said met duty of care

· Unocal v. Mesa – standard between lax BJR and rough entire fairness review for board’s defensive tactics

· Revlon – court adopted heightened review short of intrinsic fairness for efforts to resist hostile takeover

Private legal innovations – particularly the poison pill – dramatically altered law governing changes in control

Unocal Corp. v. Mesa Petroleum (DE) - BOARD MAY ACT TO OPPOSE TAKEOVER THREAT IF IT REASONABLY PERCEIVES TO BE HARMFUL TO THE CO
Facts: 
TWO-TIER HIGHLY COERICITIVE TENDER OFFER

1. Facts:Mesa (P), owning 13% of D, began a 2-tier “front-loaded” cash tender offer for D shares at $54/share.  The “back end” of the offer involved eliminating the remaining publicly-held shares.  
2. The BoD of D met to discuss the TO & found it inadequate & rejected P’s offer.  
3. As a defense, D engaged in a self-tender for its own stock at $70-75/share.  While D would incur debt, D would remain a viable entity because the treasury would be depleted & the remaining stock price would be lower than the TO price.  The BoD adopted a provision where if P succeeded in acquiring 51% of the outstanding shares, D would buy the remaining 49% for an exchange of debt securities having an aggregate value of $72/share – the resolution excluded P from the offer.  
4. P claims that the discriminatory exchange offer violates the fiduciary duties D owes it.  
5. D answers that it does not owe a duty of fairness to P.  D claims that P’s offer was 
(I) inadequate and 
(II) coercive – it was coercive because it encouraged SHs to tender in the first tier of cash rather than the second tier of “junk bonds,” as they would be afraid everyone else would tender in the first tier & thus even though the stock is not worth the offered amount, they will tender to avoid being stuck in the second tier.  

6. Holding: A BoD has the power to oppose a TO.  The power of the Ds to act comes from its fundamental duty & obligation to protect the corporation, including the stockholders, from reasonably perceived harm.  A corporation may deal selectively with its SHs, 
7. Provided the BoD has not acted solely to entrench themselves in office.  If the Ds are disinterested & acted in GF & with due care, their decision will be upheld as a proper exercise of BJ.  A corporation’s self-tender for its own shares is valid if it excludes from participation a stockholder making a hostile tender offer.  
8. The BJR, which presumes that Ds making a business decision acted on an informed basis in GF & in honest belief of the best interests of the corporation, is applicable in the context of a takeover bid.  However, because of the danger of the BoD acting in its own interests in such a situation, the Ds must show that they had reasonable grounds for believing a danger to the corporate enterprise existed because of another person’s stock ownership.  A court will not substitute its judgment for that of the BoD if the latter’s decision can be attributed to any rational business purpose.  There is an enhanced duty before the BJR is applied: 

I. Ds must show that they had reasonable grounds for believing that a danger/threat to corporate policy and effectiveness existed because of another person’s stock ownership.  They satisfy that burden by showing good faith and reasonable investigation.  Ds should not be acting out of a desire to perpetuate themselves in office.

II. A defensive measure must be reasonable to the threat posed – proportionality review.  It should take into account the adequacy of the price, questions of illegality, the impact of the sale on SHs & creditors, and quality of securities being offered.  

III. If Ds meet both prongs, then get BJR protection; P can still attack though but not with claims of self-interest or entrenchment - the standard is higher scrutiny than mere BJR but not as advanced scrutiny as EF.  

9. D’s BoD acted in GF and after reasonable investigation found that P’s tender offer was both an inadequate and coercive 2-tier offer.  The exchange offer is reasonably related to the threats posed.  P’s participation in D’s offer would have thwarted the purpose of the offer, as D would be subsidizing P’s efforts to purchase stock at $54/share.  Also, P is not within the class of stockholders D is seeking to protect.  The Ds are receiving a benefit shared generally by all SHs except D. If P is dissatisfied, it can use its voting power to vote the Ds out.

Notes:
· Williams Act’s all-holders rule superseded the rule in Unocal that allowed an exclusionary tender offer.  
· Unocal thus announced new standard for reviewing defensive tactics – “enhanced business judgment review”
· Must be some reasonably perceived threat to corporate interests – inadequate and coercive tender offer
· Response to that threat must be proportional to the threat – stock repurchase plan reasonable response
· To earn protection of BJR, the BoD must show defensive tactic “reasonable in relationship to threat posed”
· Some people claim to this day this was not meant to be a real test – camouflage for simple BJR test
· Two cases – Interco and Clayton – to show that new standard has been applied
· Though, courts uncomfortable with making BoD decisions so focus on process – info, deliberations, etc. - Smith Van Gorkom: meet meet meet

· SEC really disliked excluding Mesa from self-tender, so since 1986 Rule 13(e)4 requires equal treatment
· Unocal permits BODS to take into consideration interests outside of just SHs
TIME-WARNER CASE
Paramount Communications v. Time (Del. 1989, p. 991)
Facts

ALL-CASH, ALL-SHARES OFFER

1. Initial Merger

2. All-cash offer from Paramount

3. Offer rejected for (i) Inadequate price & (ii) Time Culture

4. Offer raised

5. Offer rejected
Held:

(1) a Revlon claim ( PLAY IS NOT IN SALE – here no level playing field duty b/c/ it will arise when (i) a co. initiates an active bidding process seeking to sell itself & (ii) in response to a bidder’s offer, it abandons its long-term strategy
DEL CHANCERY: 

Held:

The issue is not whether the transaction involved a merger of equals, but, following McMillan whether a change in control occurred. When “the shares of both constituent corporations are WIDELY HELD, corporate control can be expected to remain unaffected by a stock for stock merger … Control of both remained in a large, fluid, changeable and changing market”. ( YES IF PRIVATELY HELD

Comments:

Chancellor Allen rejected statutory approach of modern corporations statutes (DEL GCL 251(f)(3) & CAL GCL), which deny SH in a constituent corporation the right to vote if they retain 80% of the voting power in the surviving corporation. 

DEL SUPREME COURT:

BIDDING OR BREAK-UP STANDARD

A Revlon claim – here no level playing field duty b/c/ it will arise when

(I) a co. initiates an active bidding process seeking to sell itself & 

(II) to effect a business reorganization involving a clear break-up of the company ( in response to a bidder’s offer, it abandons its long-term strategy

IN PLAY IS NOT IN SALE

(2) a Unocal Argument ( BoD MAY JUST SAY “NO” – behavior of Time board was a defensive response, which should be struck down because it was not a proportional response to a reasonable threat to Time’s business. 

FIRST PRONG: danger to corporate policy and effectiveness for two threats (i) PRICE & (ii) COERCION. Here no coercion. And the only threat is a price threat – but price got so high and as a matter of GF based on reasonable investigation, the price is not a threat
( evidence of (i) concern that ignorance of strategic benefit of merger with Warner; (ii) uncertain conditions of Paramount offer; and (iii) timing may upset and confuse SH.  
SECOND PRONG: response to the perceived threat has to be reasonable and proportional. 

BUT “Open-ended analysis mandated by Unocal is not intended to lead to a simple mathematical exercise”. “Precepts underling the BJR mitigate against a court’s engaging in the process of attempting to appraise and evaluate the relative merits of a long-term versus a short-term investment for SH”

( “The fiduciary duty to manage a co. includes selection of time frame for achievement of corporate goals”

( Injunction denied 
Principles:
1. Power to make these determinations is imposed not facultative. No obligation to seek short-term profits: see selection for a time frame for achievement of corporate goals (p. 1005). 
2. Giving in to the SH does not fulfill the obligation. 
· See Smith Van Gorkom. 
· No inherently without coercion: for example, 51% can tender in, otherwise they can do everything they want (e.g., they can squeeze you out or long form merger) – all bids are in fact coercive because of the dynamics of tendering and of the market

· Bidder would control the timing. Novartis case. 

( Board ma “JUST SAY NO” if it is a “reasonable response to a perceived threat” (the Unocal test). BJR applies. Get full reports. Here management decision: (I) 6 years of study and (II) Time Culture
INSTITUTIONAL COMPETENCE ARGUMENT by both Chancery and Supreme Court: “Plaintiffs’ position represents a fundamental misconception of …Unocal principally because it would involve the court in substituting its judgment for what is a “better” deal for that of a corporation’s BoD” (p. 1104)
NEXT TIME: REVLON where the board lost!
FRIENDLY TRANSACTIONS

Revlon v. MacAndrews & Forbes (DEL 1986, p. 1025) – FAVORED TRANSACTION DEVISED IN RESPONSE TO A HOSTILE BID THAT WOULD NOT DIE
Facts :

The hostile bidder – Pantry Pride - sues. 

FIRST DEFENSIVE TACTIC - Rights plan/poison pill - Note of Purchase Rights plan, under which each SH would receive as a dividend one Note purchase right for each share of common stock, with the rights entitling the holder to exchange one common share for $65 principal D note.  The rights would become effective whenever anyone acquired beneficial ownership of 20% or more of D’s stock, unless the purchaser acquired all the company’s stock for cash at less than $65.  ( This is to deter FINANCIAL BIDDER [(( STRATEGIC BIDDER]

The Pill is redeemable by the BoD ( (1) you better come and satisfy the BoD (2) We prefer to redeem it instead of killing the company!
( No Problem: LIMITATION ONLY FOR STOCK: ONE CLASS OF COMMON STOCK AND IF CHARTER AUTHORIZES ALSO OTHER CLASSES – NO LIMITATIONS RE. AUTHORIZATION FOR DEBT]

SECOND DEFENSIVE TACTIC – Stock Repurchase Program for 10 million shares with restrictive covenants:
LOCK-UPS 

(i) crown jewels option

(ii) no-shop provision

(iii) cancellation fee

( No problem: still seeking to defend the co.

Two reasonable threats: Price and Bust-up!

DEL SC enjoined Revlon from going ahead with the Forstman deal

No problem with the early defensive measures

BUT the nature of the BoD’s duties changed dramatically one the BoD recognized that some sort of sale of the co. was inevitable. “The whole question of defensive measures became moot. The Ds’ role changed from defenders of the corporate bastion to auctioneers charged with getting the best price for the stockholders at a sale of the company.”
When you lose BJR protection and fairness is at stake, then the court will look at the terms and the substance of the transaction to see if the terms are fair.
Lock up only to bring in bidder in the contest. In this case, lock-ups had destructive effects on the auction process.

· Care holding [negligent based standard] or loyalty holding?  It was a kind of combined test. 
1. REVLON’S SUBSTANTIVE OBLIGATION

A. INFO REQUIREMENT

B. STRUCTURING THE TRANSACTION

Mills Acquisition v. Macmillan (DEL 1989) – FAVORED TRANSACTION DEVISED IN RESPONSE TO A HOSTILE BID THAT WOULD NOT DIE

Facts:

Clearly the auction was clandestinely and impermissibly skewed in favor of KKR and not Maxwell (Evans’ tip and & Wasserstein’s big script)

Independent Ds of MacMillan did not take control but instead let the management Ds – who would benefit if KKR won b/c they would own 20% of the resulting private co. – rig the bidding process in favor of KKR. 

[USE OF SPECIAL COMMITTEE?]
Held:

REVLON’S TRIGGER: – functional approach – CHANGE IN CONTROL: “whether the ‘sale’ takes the form of an active auction, a management buyout or a ‘restructuring’ such as that which the Court of Chancery enjoined in Macmillan I”

REVLON’S SUBSTANTIVE OBLIGATIONS:

LOCK-UP to draw bidders into the contest. 

NO-SHOP CLAUSE is even more limited than a clock-up agreement .Absent material advantage to stockholders from term or structure of the bid, careful scrutiny. 

The BoD’s responsibilities under the enhanced Unocal standards are significantly altered ( enhanced judicial scrutiny at the threshold before normal presumptions of BJR. 

No standard formula for auction. However, BoD’s primary objective and essential purpose must remain the enhancement of the bidding process for the benefit of the stockholders. 

Different two-part threshold test

I. whether target SH’s interests were advanced by the favoritism 
II. Two-part threshold requirement of Unocal is truly invoked (i) whether Ds properly perceived that SH interests were enhanced and (ii) in any case, reasonable in relation to advantage sought to be achieved or conversely to the threat which the bid poses. 
McMillan (continued) 

JUDICIAL SCRUTINY OF MERITS ((( BREACH OF DUTY IN SMITH V. VAN GORKUM)

IS IT LOYALTY OR DUTY OF CARE CASE? BOTH!
Clearly, loyalty case
BUT ALSO care case: duty of care / standard of negligence varies on the circumstances: if the situations increase with the probability of lack of loyalty. So control and oversee the information is coming to them. 
2. A MERGER OF EQUALS 
A DIFFERENT STANDARD WOULD APPLY TO A MERGER OF EQUALS THAT HAD ITS ORIGINS NOT IN AVOIDING A HOSTILE BID 
Paramount v. Time (DEL 1989 p. 1044 [see already p. 991])

!

3. STRATEGIC ALLIANCES: PARAMOUNT TRIES AGAIN
Paramount v. QVC (Del 1994, p. 1050)

Control of Paramount was being sold in the alliance with Viacom ( Revlon mode triggers!
Change of control was defined as “acquisition of majority of shares by SINGLE PERSON OR ENTITY OR BY A COHESIVE GROUP ACTING TOGETHER” [Here we have REDSTONE who owns indirectly 85.2%] (p. 1055)

As a result, (i) no premium & (ii) long-term vision becomes useless 

Comments:

Put differently, the same transaction would be treated differently depending on whether the acquirer had a controlling SH.

This is really a DUTY OF CARE case b/c the bids were essentially the same in price. There, the BoD had to be diligent in the evaluation of all the other factors!
“The need for adequate info is central to the enlighted evaluation of a transaction that a BoD must make” (p. 1056).

“In determining which alternative provides the best value for stockholders, a BoD is not limited to considering only the amount of cash involved, and is not required to ignore totally it s view of the future value of a strategic alliance” (p. 1057)

As a result the BoD, which has the BOP, lost.

Where the court puts the burden of proof, gives the end of the case.

No-shop clause (1052) had two qualifications: (i) applies only to finance bids (ii) fiduciary out clause

Revlon: none of these devices is per se illegal 

4. WHAT IS THE STANDARD WHEN REVLON IS NOT TRIGGERED?

Circumstances that trigger Revlon’s intermediate standard mean that the same transaction would be treated differently depending on whether the acquirer had a controlling SH!

Alternative? BJR? Yet, a close reading of Van Gorkom and the fact that Revlon would have applied had that case arose a year later – the sale to the Pritzkers would have applied had that case arose a year later – suggest that the application of BJR in this context might be less deferential. 
Omnicare v. NCS Healthcare

NCS was an insolvent health care company considering a “pre-packaged” bankruptcy reorganization. Omnicare, a competitor health care firm, offered to acquire NCS’ assets for $225 million (later raised to $270 million and then to over $313 million) in a bankruptcy sale pursuant to § 363 of the Bankruptcy Code. Omnicare’s proposal was substantially less than NCS’ outstanding debt, which meant that NCS’ SHs would get nothing and many creditors would be paid only in part. Negotiations broke down and were discontinued.

A few months later NCS was approached by Genesis, another health care firm. Genesis proposed a merger that would have paid off most of NCS’ creditors in full, provided substantial recovery for holders of NCS’ notes, and given NCS’ SHs a small return on their investments. NCS formed a special committee of independent Ds to conduct the negotiations. Because Genesis had lost a prior bidding war to Omnicare, Genesis insisted on an exclusivity arrangement pursuant to which NCS would not conduct merger negotiations with any other potential bidder while the negotiations between NCS and Genesis were underway. When Omnicare tried to reopen negotiations, the independent committee decided to honor the exclusivity agreement with Genesis because they believed there was a substantial risk that Genesis would walk away from the deal, allowing Omnicare to press its bankruptcy sale plans.

In light of Omnicare’s bid, NCS’ independent Ds did extract significantly better terms from Genesis. In return, however, Genesis’ insisted on substantial deal protections. 
1. First, it required a termination fee of $6 million. 
2. Second, NCS’ BoD agreed to submit the Genesis deal to a SH vote even if the BoD withdrew its recommendation that the SHs approve the deal. 
3. Third, the agreement contained a No shop clause. 
4. Finally, Genesis insisted on a Stock lockup.

The SH lockup was possible because two SHs had a majority position. NCS had two classes of common stock. Class A was standard common with one vote per share. Class B was super-voting rights stock with 10 votes per share. The vast majority of the Class B stock was owned by NCS’ board chairman and its CEO. The chairman and CEO thereby had effective voting control of NCS. At Genesis’ insistence, the chairman and CEO agreed to vote in favor of the merger. NCS was a party to that agreement, apparently to validate it under Delaware’s antitakeover statute.

In combination, these provisions presented the minority SHs of NCS with a fait accompli. There was no way they could reject the deal as long as the two controlling SHs voted for it, as they were obliged to do. When Omnicare nevertheless made a higher offer to acquire NCS, Omnicare and some NCS SHs sued to invalidate the agreement.

Held:

Second step in Unocal – second piece (see p. 1075, last paragraph). 

By a 3-2 vote, the Del SC struck down the NCS-Genesis merger agreement.

The majority acknowledged that “[a]ny board has authority to give [a bidder] reasonable structural and economic defenses, incentives, and fair compensation if the transaction is not completed.” In addition, the majority acknowledged that the controlling SHs “had an absolute right to sell or exchange their shares with a third party at any price.” Yet, the majority nevertheless concluded that NCS’ board “was required to contract for an effective fiduciary out to exercise its continuing fiduciary responsibilities to the minority stockholders.” 

The DEL SC announced a bright-line rule against precommitment in mergers and acquisitions. Even in the context of a "friendly" merger, transacting parties may not fully protect their deal from intervening bidders and instead must insert an escape clause, in the form of a fiduciary out, in their merger agreements. As a result, targets can no longer offer contractual certainty as a part of the transaction.

The court based that requirement on a notion that the board has an on-going fiduciary duty to constantly reevaluate its decision. The court’s initial order stated that the measures at issue in that case were preclusive because, “[i]n the absence of a fiduciary out clause, [they] precluded the Ds from exercising their continuing fiduciary obligation to negotiate a sale of the company in the interest of the SHs.” When the court later issued its full opinion, the court again advanced the pernicious notion that the board must “discharge its fiduciary duties at all times” even “as circumstances change.” 
Court analyzed combination of lock-up, lack of fiduciary out and said that those mechanisms in combination preclude any other deal, not simply to deter or make more expensive. 

Regardless of what the Court said in previous opinions, where it said that those mechanisms are not illegal in themselves, the DEL SC holds that they here limit. 

The Court said that this is what Unocal prohibits.

Both the Dissenting Opinions say that the Court is adding a new piece to the rule, which is in contradiction to what was said in previous opinions.

Dissenting J Steele:

“The only value-enhancing transaction available for a company on the brink of bankruptcy” (p. 1078)

“[T]he bright-line, per se rule would apply regardless of (1) the circumstances leading up to the agreement and (2) the fact that stockholders who control voting power had irrevocably committed themselves, as stockholders, to vote for the merger. Narrowly states, this new rule is a judicially created ‘third rail’ that now becomes one of the given ‘rules of the game’, to be taken into account by the negotiators and drafters of merger agreement. In our view, this new rule is an unwise extension of existing precedent”  (p. 1079)

Dissenting Vasey:

Criticized the majority for adopting “proscriptive rules that invalidate or render unenforceable pre-commitment strategies negotiated between two parties to a contract who will presumably, in the absence of conflicted interest, bargain intensely over every meaningful provision of a contract after careful cost benefit analysis.” 

“Here, one deferring or one applying Unocal scrutiny would reach the same conclusion. When a BoD agrees rationally in GD w/o conflict and w/ reasonable care to include provisions in act to preserve a deal in the absence of a better one, their BJ should not be second-guessed in order to invalidate or declare unenforceable an otherwise valid merger agreement” (p. 1082).
YOU SAY TO CLIENT: They cannot enter into an agreement that has no fiduciary out..As a practical matter, it shifts the balance of negotiation. How great fiduciary you need, how far you can go before your preclude the success of a competing bid. 

Our last question:

SALE OF CONTROL AT A PREMIUM
If control is an asset of the corporation, the managers should have full competence to manage it & SH should not have disproportionate access to it. 

In theory US jurisdictions do not regulate sales of controlling blocks of corporate stock

· Minority SHs don’t have right to sell stock alongside controlling SH or back to company

· MA is an exception that requires same deal to be given to minority SHs (UK rule)
However, several exceptions to “market rule” come from handful of cases like Perlman v. Feldmann
No set definition of a controlled SH – dependent on facts of situation – is this person in control?

Perlman v. Feldmann, (p. 1085, 2nd Circuit, 1955)

DOMINANT SH MAY NOT RECEIVE A PREMIUM FOR THE CONTROL OVER CORP. ASSETS OR BUSINESS OPPORTUNITIES - THIS GUY BASICALLY SOLD HIS STOCK AT PREMIUM FOR THE RIGHTS TO THE STEEL, A CORPORATE ASSET (BIG NO-NO)
Facts: 
Derivative SH action by minority SHs (Ps) against D,  member of the BoD, president & owner of 37% of stock, for selling his shares at $20/share to a syndicate of the company’s customers who manufactured steel products & gained control of the steel output of the company.  
D used the “Feldmann Plan” – pre-payment withoutt interest with promise of production /  securing interest-free advances from prospective purchasers of steel in return for firm commitments to them for future production – way to get around the price controls.  After the sale, the Ds of the company resigned & the new purchasers were appointed.  Ps claimed that the compensation received by D included sale of a “corporate asset” held in trust by D as a fiduciary of the SHs – the power to control allocation of the company’s steel output in a tight market.  The trial court found the price to be fair.

Court looks it as disproportionate distribution with the stream of revenues – the Feldman Plan – that could have been used for the corporation and instead was used by controlling SH. Feldman took an asset of the corporation and he sold it along with his stock and paid for his stock & the stock. 

The director, officer & majority SHs all have a fiduciary duty to the corporation & the minority SHs as beneficiaries thereof.  
Normally, a majority SH may sell his stock, even to his customers.  
Here, there was an element of corporate goodwill for all the SHs & consequent unusual profit to the fiduciary.  As a fiduciary, D may not take this profit for himself in the form of a premium price for his stock.  The mere possibility of corporate gain creates a breach of duty & an entitlement to recovery.  

The key is the position of the D: member of the BoD, president & owner of 37%. A SH acting only as a SH can act as he wants. See CCS (Sinclair). 

Even though there is no fraud or misuse of confidential information or no outright looting, there is not compliance with the high standard to which corporate fiduciaries are held.  To the extent that the price received by D & his co-Ds included such gain, he is accountable to the minority SHs who have a claim.      

Cannot read this case broadly – turns on the unique features of the case.

When you are a fiduciary you have restraints to act as SH - Hypotheticals re. Feldman to inquiry the extent of these restraints:

BoD with other Ds.

Feldman presents the sale to the BoD. It does not fit into Interested Ds Statute DEL 144 but still it is very alike. 
We have to ask whether Ds allowed Feldman to control the info flow (Smith Van Gorkom) and whether they were not be able to make a critical evaluation of the bid (MacMillan).
What if vote of the SH and he votes with his 37% and he does not want. 

Various

Split regulatory arm from market arm
BoD LOST IN 

5. Smith Van Gorkom – Gross negligence 

6. Revlon – Enhanced BJR – This is a Loyalty&Care case (as in Mills)

7. Paramount v. QVC – Enhanced BJR as in Revlon triggers when controlling Sh – This is a duty of care b/c bidders were aligned. 
PAGE  
1

