AGENCY

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)

K model v. FIDUCIARY model -> CORPORATE MODEL->restrictive agency relationship 

Economic analysis 
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 MANAGEMENT left SH relatively powerless: managers hired owners rather than the inverse!

· PASSIVE SH: owner who is not involved in the management of the co

· Not in CC where often all owners are also managers ( managers is monitored. In larger co the portfolio of investors is diversified so no monitoring of managers. 

· Solutions:
· FOR DS: PROCESS ORIENTED SOLUTION
· FOR MANAGERS: AGENCY-COST MODEL BY JENSEN/MECKLING.
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

7. Social Responsibility of Co
ALI 2.01 (p. 38)

1. Co 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
THREE FORMS OF AUTHORITY FOR OFFICERS
1. Apparent eyes of third parties
Ford v. Unity Hospital Extraordinary transaction -> burden of investigation on P
American Union Financial 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.

2. Actual eyes of the agent; express/implied 
3. Inherent eyes of the principal 
ULTRA VIRES

I. Traditional Ultra Vires: Used by corporations as defense, to nullify Ks, 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.
II. Ultra Vires Change: Defensive aspect of doctrine (e.g. K nullification by corporation) have been abolished, but ultra vires can be used as offensive weapon ( SET ASIDE THE ACT & DAMAGES
RMA 3.01- Purpose: Corporation may be organized under RMA 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.

RMA 3.04 – Del 124 - 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. 

III. 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. RMA 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: RMA 3.02 (13); (ii) Lend Money: RMA 3.02 (8); (iii) Partnership: RMA 3.02 (9) 

MANAGERS RESPONSABILITIES 
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 (1) Creditors (2) SH (3) 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.

Two broad types of obligations of managers:

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. 

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. determining what is an actionable conflict of interest and how it can be cured.

Duty of care violation may yield damages, but contract remains enforced. Duty of loyalty violation renders the contract void. 

DUTY OF CARE:

Shlensky v. Wrigley: 
Putting lights in a stadium

BOD ENJOYS A PRESUMPTION OF GF AND IN THE BEST INTERESTS OF THE CORPORATION ABSENT (I) FRAUD (II) ILLEGALITY OR (III) CONFLICT OF INTEREST. 

BOP IS SHIFTED ON THE P. 
Miller (3rd Cir.1974, p.79) 

FAILURE TO COLLECT MONEY NORMALLY FALLS UNDER BJR

DUTY TO ACT LAWFULLY. VIOLATION OF A NON CORPORATE LAW=PER SE BREACH. REMAND, BUT DIFFICULT TO PROVE.
VanGorkom (Del 1985, p.83)
VIOLATION OF THE DUTY OF CARE 
Insulates substance of decision from judicial review( look only at PROCESS. 

Standard is GROSS NEGLIGENCE ( BOD acted in grossly negligent manner. Judgment WAS NOT INFORMED 

-> THIS ADS TO WRIGLEY STANDARD -> 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

BOP( often outcome determinative

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. ∏ have alleged and proven that judgment was not based on adequate info. Court says a premium is not enough on its face to give rise to the presumption that decision was informed (i) Board had insufficient data AND (ii) data was quickly and easily available

Dissent: willing to presume that informed judgment was made based on demographics of board
DIFFERENT STANDARD FOR OUTSIDE & INSIDE DS (see 141(e) rely on expert reports)

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)

4. Might want to keep this confidential

5. If they announce it publicly, market will move, investment bankers will try to get you a better offer( company is in play

6. Want management’s views of how merger will work. 

7. Meet, and meet, and meet

What if Board decides to go ahead with merger?

NO NO-SHOP CLAUSE / MARKET TEST - Want to be able to shop the company

NOD DROP DEAD DATE - Want more time

NO STOCK LOCK UP
GOODBYE FEE Give them money—so that the transaction is worth it for them: i.e. goodbye fee
FIDUCIARY OUT CLAUSE - Want to be able to take a better offer—breach of K ( if Board genuinely believes on advice of counsel in exercise of fiduciary duty that it’s required to take another transaction this K is terminated. 

LEGISLATIVE RESPONSE TO CASE: Del 102(B)(7) / RMA 202(b)(4)( it allows corporations to eliminate or limit personal liability for money damages for Ds who breach fiduciary duty of care. Nearly all Del corporations have incorporated such a provision in their COI. 
Duty of Care only in RMA 8.31 (for Ds) &  RMA 8.42 (for officers)

Caremark (Del Ch. 1986, p.99)
DUTY TO MONITOR AS PART OF THE DUTY OF CARE - FAILURE TO PUT IN PLACE REPORTING SYSTEM TO COMPLY W/LAW IS ITSELF AN ABROGATION OF THE DUTY TO CARE ( COMPLIANCE PROGRAM IS SAFE HARBOR. 
After SOA 404 (rule 14(a)15 of the SEC ’34) formal monitoring is REQUIRED!

Disney (On appeal to Del SC) 
1. NO duty of care liability had been eliminated; 

2. NO duty of loyalty claim b/c rejected b/c D friend of the fired one had no role in firing meeting; 

3. AFTER SMITH VAN GORKOM, GF AND REASONABLE INVESTIGATION WENT TOGETHER. DISNEY CASE SEPARATES THEM -> SH CLAIMED UNDER DUTY OF GF.  Court allowed this claim to proceed on allegation that BoD failed to exercise any BJ and failed to make any GF attempt to fulfill fiduciary duty.
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] . . . 

1. where the fiduciary intentionally acts with a purpose other than that of advancing the best interests of the company, 

2. where the fiduciary acts with the intent to violate applicable positive law, or 

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

DUTY OF LOYALTY:

Conflict of interest -> Fiduciary obligation where parties cannot act at arm’s length with each other

Fairness Test: When is a self-dealing transaction FAIR to the Corporation?

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.

· 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. 

I. INTERESTED DS KS

TWO STEPS: SELF-DEALING W/ CURATIVE STATUTES & FAIRNESS

Cookies (Iowa 1988, p. 115)
1. SELF-DEALING ->STATUTE OF IOWA IS COMPLIED WITH

2. FAIRNESS QUESTION -> ∆ HAS BURDEN OF PROOF OF DEMONSTRATING TRANSACTION WAS FAIR. 

· 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. Anyone seeking to uphold contract beards BOP on fairness

· FAIRNESS: TRANSACTIONS MUST HAVE THE EARMARKS OF ARMS-LENGTH TRANSACTIONS
Del  144 / RMA 7.13 THIS IS CURATIVE STATUTES THAT SOLVES THE PB OF SELF-DEALING NOT OF FAIRNESS!!
1) Material facts are disclosed or known to the BOD and a majority of the disinterested Ds in GF authorized the transaction; OR 

2) The material facts are disclosed to SHs and the majority of them voting in good faith vote to approve the transaction OR

3) The transaction is fair to the Co.

we don’t trust SH vote they can’t say if it is fair.

ALI 5.02 SH & it was not waste. 

II. PARENT-SUBSIDIARY

Sinclair Oil: (Del 1971, p.135)

TWO STEPS: SELF-DEALING W/ BENEFIT DETRIMENT TEST & FAIRNESS

1. SELF-DEALING: STRUCTURAL CONFLICT HERE. WE USE BENEFIT-DETRIMENT TEST

i. Dividents -> no breach b/c BJR. Examples of self-dealing where there were two classes of Sh

ii. Expansion opportunities issues-> no breach b/c BJR.

iii. Breach of K issue-> Subsidiary received benefit but Parent did not. -> BJR is removed!. 

2. FAIRNESS: Ct SHIFTS BOP ON D. 

III. CORPORATE OPPORTUNITY

TWO STEPS: LINE OF BUSINESS RULE & GUTH COROLLARY OR CAPACITY TEST

Rapistan (Mich. 1994, p.170)

1. GUTH RULE ( LINE OF BUSINESS RULE (FINANCIALLY ABLE/LINE OF BUSINESS/INTEREST->CONFLICT)

2. GUTH COROLLARY – IT DEPENDS ON CAPACITY OF OFFICER -> CAPACITY TEST: nature of opportunity is analyzed differently depending on individual or representative capacity of officer.

3. Also, ESTOPPEL: When officer uses corp. assets to develop opportunity, officer is estopped from denying that resulting opportunity belongs to corp. whose assets were misappropriated.

Burg v. Horn (2d Cir. 1967 ( applies NY law, p.174)
Real estates case
P KNOWS THAT DS HAD COMPETING INTERESTS, NO BREACH.

Alexander & Alexander of N.Y. v. Fritzen (NY 1989) 
NO DUTY NOT TO COMPETE W/ CO. 

Execs from Π’s property and casualty insurance co learned that major client needed life insurance.  ∆s formed their own company and made $750k.  

i. Court found no corporate opportunity.  
ii. Employer’s responsibility to determine strategic expansion
iii. Π made no showing of an expectancy, tangible or otherwise, in the life insurance business, that such business was eesential or necessary, or even that they would’ve gone into the business if Πs had not.
In re e-Bay - SPINNING CASE

CAPACITY & GARDEN OF VARIETY OF BEACH

1. Line of business (p. 9-10) ( investment is a line of business in which eBay was already engaged
2. Capacity in which ∆s received offers ( because of their positions 

(i) purpose of the share allocation was (1) to reward ∆s for having hired Goldman to manage public offering, (2) to induce them to bring future business
(ii) Chandler says relationship was formed in corporate capacity
3. Garden variety breach of duty of loyalty  ( like a bribe, taking commission to bring business to Goldman

4. Distinguished from other cases: ∆s were fulltime employees, didn’t leave eBay to start another business; activities relied upon by an enormous number of investors
5. Epilogue ( Case settled: ∆s Paying $4 million to eBay, Goldman paying eBay $400,000, Spinning is now illegal
ALI 5.05 

I. Is it a Corporate Opportunity? -> Line of Business Test / Guth Rule (financially able/line of business/interest->conflict) & Guth Corollary (It depends on capacity of officer)
II. If yes, CLEANSING PROCEDURE
1. Mandatory disclosure required. 

2. Rejected by the corporation 
AND 
3. Either 

a. fair to the corp 

b. rejected by disinterested Ds that apply BJR 

c. authorized or ratified by disinterested SH and no waste.

The BOP is on the P if one of the corporate decision maker has signed off the transaction.                                            

CORPORATE FORM
CORPORATE FINANCE: how capital market values a co’s financial & real assets

· Valuation under certainty: present value and the time value of money

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

· Capital Asset Pricing Model

· Efficient Capital Market Hypo

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: 

CAPITAL STRUCTURE: Does the ownership structure of a co. affect its value?

· 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

· 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 (But here we have a single client!)

· Three factors (tradeoffs): Balance of “fear and greed”

i. CONTROL

ii. RETURN

iii. PRIORITY ( If company goes under, who gets paid first?

iv. TAX

· 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 - Assumption of the irrelevance proposition of Miller and Modigliani is too problematic 

	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


COMMON STOCK

Del 151(b) requires that there be outstanding at all times one class that is not “callable”, w/ full voting rights
RMA 6.01(b) at least one class must have unlimited voting & and liquidation rights, but both don’t have to be in same class of stock

Other than above 2 requirements – Del 151(b) and RMA 6.01(b) – can do whatever you want w/stock, but every class of stock issued has to be in the charter (so it's public) Del 102(a)(4) / Del 6.01(a)
PREFERRED STOCK ( can have a return (stated dividend) which looks just like an interest payment. If dividend isn’t paid, unless it accumulates, it evaporates. This is preferable to debt because if it comes down to it, dividend doesn’t have to be paid—no defaulting

1. Cumulative preferred ( carries over as an obligation to the next year

2. Participating preferred ( stated dividend amount entitles you to that amount of dividend, but not more. So if you want to participate in the growth of the company, you don’t want this because there is a limit on how much return—but less risky. 

3. No maturity: debt is owing at a specific time. This is an equity instrument—no maturity.

4. Liquidation preference: gets paid out before common stock

DEBT

Disciplinary effect of debt by 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. 

FORMING THE CORPORATION: Del 106 [MBCA §2.02:articles of incorporation]: commence existence upon filing with Sec. of State of certificate of incorporation

WHAT GOES IN A CHARTER? Del 102 / MBCA §2.02: 

1. NAME OF CORPORATION
DE: needs to have a ‘magic word’ identifying it as a corp Del 102(a)(1)
MBCA: must have word inc., corp., co. or ltd. MBCA §4.01
In NY you can’t even use the word company (corporation, inc., limited)

DE / MBCA: Name must be such as to distinguish it upon records from other corp. organized, reserved or registered as foreign corp.

To do: search for the name clients want and reserve it for period of time. 

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

MBCA: registered office in state and agent

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

4. VALUE OF SHARES
Del 102(a)(4): total number shares of stock which corp. has authority to issue

MBCA 2.02(a)(2): number of shares corp. is authorized to issue

Name and mailing address of incorporators Del 102(a)(5) / MBCA 2.02(a)(4)
5. SIGNATURE AND ACKNOWLEDGEMENT
PIERCING THE CORPORATE VEIL

Kinney Shoe Corp. v. Polan (4th Cir.1991,p. 261): 
ATTEMPT TO HOLD THE SOLE SH OF A ONE-PERSON CO. PERSONALLY LIABLE FOR ITS DEBTS 

TWO PRONG TEST TO PIERCE THE VEIL: I. INTERMINGLING/ALTER-EGO THEORY & II. EQUITABLE RESULT

“NOTHING IN, NOTHING OUT” -> NO PROTECTION FOR LL

BUT INADEQUATE CAPITALIZATION IS NOT ENOUGH B/C YOU CANNOT MEASURE IT. 
Walkovsky v. Carlton (1966, p.266) Cabs case
ATTEMPT TO HOLD THE PARENT OF A WHOLLY OWNED SUBSIDIARY LIABLE FOR DEBTS OF THE SUBSIDIARY 

INADEQUATE CAPITALIZATION IS NOT ENOUGH EVEN WHEN P IS INVOLUNTARY CREDITOR, TORT VICTIM

BUT DISSENT: YOU NEED INADEQUATE CAPITALIZATION & STH ELSE AND THIS STH ELSE IS EXISTENCE OF AN UNCOMPENSATED TORT VICTIM 

P LOOSES BECAUSE HE DID NOT SUE UNDER VERTICAL 
Policy: 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)
PIERCING THE VEIL IN PUBLIC COMPANIES - Corporate veil of public companies is never pierced, even to reach largest SHs, because that type of abuse we’re looking for is hard to commit -> EXCEPTION:  CORPORATE-SUBSIDIARY CASE

i. No legal bars to wholly-owned subsidiaries

ii. In parent-subsidiary context, some people argue that excessive risk taking is encouraged by “double layer” of insulation

Bartle v. Home Owners Cooperative (1955, p.279): 

ATTEMPT TO HOLD THE PARENT OF A WHOLLY OWNED SUBSIDIARY LIABLE FOR DEBTS OF THE SUBSIDIARY – 

Corporation established to develop low-cost housing for members (veterans)
MAJORITY WON’T GO THROUGH VEIL UNLESS THERE IS FRAUD ( WILL NOT PIERCE UNLESS THEY THINK THE CORPORATE FORM IS BEING ABUSED, RELUCTANCE TO SECOND-GUESS BUSINESS JUDGMENT

Dissent ( “alter ego theory:” Subsidiary had same Ds and same management, was merely an alter ego of corporation

NB Courts will pierce more often in contract claims than in tort claims - Contract claims are foreseeable, don’t arise by operation of law, can be negotiated, extend over time, paid out of operating expenses 

CORPORATE DISCLOSURE AND SECURITIES FRAUD
The two competing goals of sec laws are allocative efficiency and distributive fairness. 

Financial Industrial Fund v. McDonnell (10th Cir.1973, p. 319) 
RIPENESS 

Discretion based on ripeness (verification of accurateness & no valid corporate purpose that it is not disclosed) -> BJR: first Ct says this does not apply; however, concepts are the same

If inaccurate premature disclosure ( co liable for misrepresentation
Basic v. Levinson (SC 1988, p. 323) 
MATERIALITY – PROBABILITY MAGNITUDE TEST
Ct adopts test from TSC v. Northway: THRESHOLD FOR MATERIALITY
1. “There is a substantial likelihood that a reasonable SH would consider it important” in deciding whether to buy or sell OR 

2. “substantial likelihood that the disclosure … would have been viewed by the reasonable investor as having significantly altered the ‘total mix’ of information made available”
FALSE STATEMENT TEST (6th Cir.) & AGREEMENT IN PRINCIPLE TEST (3rd Cir.) ARE REJECTED
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

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 - SOX 409 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 HARBORS

· 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
Backman v. Polaroid (1st Cir.1990, p. 329) 

DUTY TO CORRECT IF STATEMENT WAS WRONG WHEN MADE

DUTY TO UPDATE PRIOR DISCLOSURE WITH FORWARD INTENT, BUT NO DUTY TO UPDATE PRIOR DISCLOSURE B/C IT IS HISTORICAL INFO
Weiner v. Quaker Oats (3rd Circ.1997, p.330) 
DUTY TO UPDATE PRIOR DISCLOSURE WITH FORWARD INTENT

In re Time Warner Securities Litigation (2nd Cir., p. 333) 
- DUTY TO UPDATE REQUIRES STATEMENT TO HAVE SUFFICIENT DEFINITENESS TO CREATE RELIANCE

- DUTY TO DISCLOSE ARISES WHENEVER SECRET INFORMATION RENDERS PRIOR PUBLIC STATEMENTS MATERIALLY MISLEADING

- NOT DISCLOSURE OF EVERY PIECE OF INFO THAT COULD AFFECT THE STOCK PRICE – BUT 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. 
SEC v. Texas Gulf Sulphur (2nd Cir.1968, p. 385) 
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 

( Probability Magnitude trade-off

 (1) Corp. nondisclosure case as well as (2) insider-trading case. 

On issue (1), 2nd Cir. principle has been confirmed but the SC in Basic Levinson in 1988. 
· 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

Virginia Bankshares (SC, 1991, p.) 
DS TALK OF “HIGH” VALUE AND “FAIR” PRICE 

STATEMENTS OF OPINION ARE MATERIAL AND CAN BE THE SOURCE OF A MISREPRESENTATION

CLAIM IF THEY WERE MADE BY PEOPLE ON WHOM THE RECEIVERS ARE ENTITLED TO RELY (E.G., MEMBER OF THE BOD)

FIVE FINGERS OF FRAUD

STANDING

Blue Chip Stamps (SC 1975, p.370)
Rule 10b-5 BUYER OR SELLER IN ORDER TO BRING A CASE  BECAUSE OF VEXATIOUS LITIGATION BROUGHT FOR SETTLEMENT PURPOSES ONLY, EXACERBATED BY LIBERAL DISCOVERY RULES IN FEDERAL COURT -> COURT PLACES BOP ON ∏

Contra  §§ 11, 12(a)(1) & 12(a)(2) where only purchasers can be P
RELIANCE

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!

Affiliated Ute Citizens (SC 1972, p. 400) 
AFFIRMATIVE DEFENSE: NON-RELIANCE (BURDEN ON ∆)

CAUSATION MET BY OBLIGATION TO DISCLOSE AND WITHHOLDING OF MATERIAL FACT -> PROOF OF RELIANCE UNNECESSARY
· INSIDER TRADING IS OMISSION BASED -> FAILURE TO SPEAK AND IT DEPENDS ON FINDING OF A RELATIONSHIP THAT GIVES RISE ON DUTY TO DISCLOSE!

Basic v. Levinson (SC 1988, p.403)

FRAUD ON THE MARKET THEORY. AFFIRMATIONS AND HALF-TRUTH 

PRESUMPTION OF RELIANCE IN EFFICIENT MARKETS IF MARKET IS EFFICIENT!
	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.


SCIENTER

Ernst&Ernst (SC 1976, p.415) Mail Rule

STATUTE: MANIPULATIVE/DECEPTIVE DEVICE/CONTRIVANCE( INTENDED TO PRESCRIBE KNOWING AND INTENTIONAL MISCONDUCT. NEGLIGENCE IS NOT ENOUGH (It triggers Section 11). 

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.”

· Recklessness FOOTNOTE 12: “We need not address here the question”

· Central Bank of Denver (SC 1994, p.452): AIDING & ABETTING liability does not exist.

· Congressional amendment: Private Securities Litigation Reform Act (PSLRA) of 1995-> 20(e) of ’34 Act
· Prosecution for AIDING & ABETTING only where they knowingly provided “substantial assistance”.

· 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??

· Result of many of these cases is that # of securities class actions has not gone down, it has only gone up.

DAMAGES

Mitchell v. Texas Gulf Sulphur
Ps have obligation of due diligence, but won't be charge w/knowledge of curative press release until period of effective DISSEMINATION

OUT OF POCKET MEASURE OF DAMAGES -> 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) - Measures true value of stock by the highest value it reached( punitive - No required formula to measure damages under 10b-5: Court’s discretion
LIMITATIONS
1. A/A -> Central Bank of Denver (SC 1994, p.452): A/A liability does not exist.

2. Corporate Mismanagement -> Santa Fe
Santa Fe (SC 1977, p. 443) 
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: 10B5
Cady Roberts (SEC, 1961) 
DISCLOSE OR ABSTAIN RULE.
Chiarella (SC, 1980, J. Powell) INSIDERS.
Chiarella is a financial printer -> no duty to disclose b/c is an outside and, thus, not liable-> NO MERE POSSESSION OF NON PUBLIC INFO, BUT FIDUCIARY RELATIONSHIP

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 – NO MERE POSSESSION OF NON PUBLIC MARKET INFO, BUT FIDUCIARY RELATIONSHIP.

Dirks v. SEC (SC, 1983, J. Powell) TIPPEES OF INSIDERS
TIPPEER: 
(I) FIDUCIARY DUTY (REAFFIRMED)(**)-> SEC V. LUND (P. 476) COSTRUCTIVE-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 non public and improperly obtained (see FOOTNOTE 20)
( ASSUMPTION OF FIDUCIARY DUTY TO THE SH OF CO. NOT TO TRADE ON MATERIAL NON PUBLIC INFO
· Thief

· Independent K

· Insider by K

· Temporary Insiders

REGULATION FD– The Regulation against analysts (p. 479) 

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.  

· Regulation "Fair Disclosure" (FD) promulgated by SEC in 2000

· 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)

O’Hagan (SC, 1997, J. Ginsburg) MISSAPROPRIATORS
MISAPPROPRIATOR IS AN OUTSIDER THE BREACHES A FIDUCIARY DUTY OWED NOT TO THE TRADING PARTY BUT TO THE SOURCE OF THE INFO. 

NEED FOR DUTY( there is no duty to general public (Chiarella)

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. 

BREACHES OF 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

WHO DO YOU HAVE TO DISCLOSE TO? Must disclose people to whom the duty runs( firm & clients

Harm: not necessary to prove that there is harm. 

Consent or disclosure as defenses to IT – in the case of tender offer all would remain potentially liable for breach of Rule 14e-3

Rule 14e3: is an insider trading provision specific to tender offer. Fraud. Negligence is enough. 
US v. Carpenter - cited by O'Hagan, WSJ case, D convicted of misappropriation
US v. Chestman (2nd Cir.1991, p. 499) TIPPEE OF MISAPPROPRIATORS. IT & the Remote Tippee
TEST: how to find fiduciary relationship: Cannot be imposed unilaterally; Marriage by itself cannot create fiduciary relationship; DISCRETIONARY AUTHORITY AND DEPENDENCY: de facto relationship.

1. Chestman not liable under 10(b) because his tipper breached no fiduciary duty by conveying material inside information relating to a forthcoming tender offer.
2. Chestman’s criminal convicted under Rule 14e-3 b/c he knowingly traded while in possession of material nonpublic information relating to a tender offer that derived, directly or indirectly, from a subject corporate source.

§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. 

VOTING & CORPORATE CONTROL
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.

VOTING PROCEDURE
VOTING
Either meeting or special meeting OR solicited written consent DEL 228

Data Point (Del 1985, p. 603) Bylaw designed to limit taking of corp. action by written SH consent instead of meeting conflicts w/ Del §228
Del 228: Shs can act w/o a meeting by giving their written consent. Consent by a MAJORITY and does not have to be unanimous (as for Ds).

Del 213(a): RECORD DATE 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
· not before fixation date or after more than 10 days after fixation date -  Del 213(b)
SPECIAL VOTING SYSTEMS TO ENHANCE VOTING POWER OF MINORITY SH
1. CUMULATIVE VOTING
Must be in the Charter/Articles Del 214 / RMA 7.28(b)
2. CLASS VOTING 
Del 151(b) Requires that there be outstanding at all times one class that is not “callable”, w/ full voting powers

RMA 6.01(b) at least one class must have unlimited voting & and liquidation rights, but both don’t have to be in same class of stock

Other than above 2 requirements – Del 151(b) and RMA 6.01(b) – can do whatever you want w/stock, but every class of stock issued has to be in the charter (so it's public) Del 102(a)(4) / Del 6.01(a)
3. SUPERMAJORITY VOTING
Del: 

Provisions can be either in the charter or the by-laws - Del 141(b) for Ds / Del 216 for SHs 

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)

[NYBCL 616(b) & Del 242(b)(4) supermajority only to delete or change a supermajority voting provision if in the charter]

RMA: 

For Ds it can be either in charter/article of incorporation or by-laws RMA 8.24(a) [no less than 1/3 RMA 8.24(b)]

For SHs it must be only in charter/article of incorporation 7.27(a)

RMA ANY CHANGE NEEDS SUPERMAJORITY 7.27(b)-> supermajority provision may not be amended or repealed except by the same supermajority vote

[NYBCL 616(b) & Del 242(b)(4) supermajority only to delete or change a supermajority voting provision if in the charter]

Bylaws ( could be amended by BoD [Del 109 if provided for in the Charter – RMA 10.20 if Articles do not exclude it]

Could you have a supermajority bylaws that could be amended by plain majority of SHs??  Law is unclear about this!!

PROXY CONTEST

Rosenfeld: 
THEORY OF CORPORATE WASTE. 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. Lack of GF hard to prove. 

Insurgents only get paid if they win. Incumbents always get paid.

VOTING
Proxy (developed under state law): legal relationship under which one party is appointed a fiduciary to vote another’s shares.

-> Power of attorney( power is limited by terms of proxy to power to vote them under circumstances specified in proxy.

Can give power to vote on shares on any matter at any time. Proxy is an enforceable document (w/out consideration)—grant of power, CREATION OF LIMITED AGENCY RELATIONSHIP FOR A SPECIFIC PURPOSE. 

i. 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 b4 mtg. date & not b4 fixation date and not more than 10 days after fixation 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
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 RMA).

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

· Exception: IRREVOCABLE PROXY (Del. 212(e)) ( COUPLE W/ INTEREST
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.

· Proxy has to be given to somebody who has an interest.  Proxy has to be given to: SH, person who is going to be appointed as officer, creditor or joint owner (interests in stock). Way to make proxy irrevocable; need to hang it on something; something related to value of stock

· In NY also irrevocable proxy part of an employment agreement  

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.

ii. 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? 

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, D, 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.

Studebaker v. Gitlin (2nd Cir.1966) SH list authorizations were solicited as part of “a continuous plan” tat was intended eventually to lead to a proxy solitiation. Contacted SH under circumstances reasonably calculated to result in the procurement of a proxy, even if it never happens.

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)
· RULE-OF-THE-GAME DECISIONS Del 242(b) / RMA 10.03 ( Charter amendments (and reincorporation) require SH approval by a majority of outstanding stocks, but such voting can take place only on proposals brought by the BOD. SH’s can’t directly amend charter; BoD has discretion as a matter of BJ whether to recommend to amend the charter -> so SH proposals must be precatory/suggestive

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)
Medical Committee for Human Rights v. SEC (DC Cir.1970, p.684) Napalm - 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 - 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 - Extraordinary business - Holding: proposal not necessarily excludable( remand

Roosevelt v. EI Du Pont (DC Cir., p.693) Friends of the Earth for timing of CFC - Ordinary v. Extraordinary business (1) extraordinary: fundamental business strategy or long term goals (2) ordinary: mundane in nature, do not involve substantial policy considerations - Holding: ordinary business; DuPont had already agreed to phase out CFC, and it was only a dispute on timing. 

Cracker Barrell (1992)- Non-discriminatory hiring policy for sexual orientation - Employment-related proposals are not blanket-excludable; SH proposal when it’s tied to social issue is no longer necessarily ordinary business.

SEC stopped giving advice on ordinary business( it has now resumed, but what is ALWAYS INCLUDABLE ARE GOVERNANCE AREAS: compensation of senior executives/officers; BoD composition and practices; majority voting issues( notions of inherent rights of ownership

ANTI-FRAUD LIABILITY
Rule 14a-9
a. Anti-fraud provision applicable to proxy solicitations

i. Similar, but not identical to 10b-5

ii. Claims are somewhat different

b. Private right of action recognized in J.I. Case v. Borak (1964)

i. Necessary to recognize right of action in order to realize purpose of Congress

ii. Court allowed damages claim to go forward

c. Other options besides damages:  invalidate proxies, cancel vote, re-vote

d. Injury ( integrity of the proxy process

i. Private remedy is available

e. Standing requirement ( Π was subject of proxy solicitation 

i. SH of record, or beneficial SH
ii. at time of proxy solicitation
US v. Matthews (2nd Cir.1986,p.704) 
Rejection of liability for  nondisclosure of uncharged criminal conduct – see judicial skepticism concerning “qualitative” disclosure about management’s integrity or character
GAF v. Heyman (2nd Cir..1983, p.704) 
Action against him by his sister management of family assets – presumption that it is private, unless business related or self dealing

Gould v. American Hawaiian (3rd Cir.1976,p.705) 
Negligence alone is enough (unlike 10b-5 where “manipulation and “deception”)
Adams v, Standard Kitting Mills(6th Cir.1980,p.706) 
Liability for 3rd parties (ex. accountant) under 14a9, but ct will require higher level of scienter
Causation
Mills (SC 1970) 
“ESSENTIAL LINK” TEST FOR CAUSATION -> PROXY SOLICITATION (AND NOT THE DEFECT) WAS AN ESSENTIAL LINK FOR TRANSACTION.

TEST MAKES SENSE (MATERIALITY + USE OF PROXY PROCESS), BECAUSE FEDERAL INTEREST IS IN THE COMMUNICATION PROCESS.  

Virginia Bankshares (SC 1991, p. 710)
NO “ESSENTIAL LINK” WHERE SH VOTES WERE NOT NEEDED TO APPROVE THE TRANSACTION. 

-> SH WHOSE VOTE IS NOT LEGALLY REQUIRED TO DO THE TRANSACTION, DOES NOT GET STANDING.  
CCS
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 RMA 7.32 agreements are only  available to companies whose shares are not publicly traded.  

I. RESTRICTIONS ON TRANSFER OF SHARES 

They 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) 
RESTRICTION THAT HOLDER CAN BLOCK ANY TRANSFER HELD INVALID AS DE FACTO PROHIBITION ON TRANSFER 
RESTRICTION WOULD HAVE BEEN OKAY IF CONSENT COULDN'T BE UNREASONABLY WITHHELD
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) 
CORPORATION HAD RIGHT TO BUY BACK SHARES AT ISSUE PRICE 

MERE DISPARITY BETWEEN OPTION PRICE AND CURRENT VALUE IS NOT ENOUGH TO MAKE RESTRICTION INVALID -> PRICE OF ZERO WOULD RENDER IT INVALID, BECAUSE THAT IS EFFECTIVELY A PROHIBITION ON TRANSFER.
REASONABLENESS OF THE TERM IS ASSESSED AT THE TIME IT IS IMPOSED 

Upholding bylaw that imposes limited time option to corporation at original price if SH tries to sell or dies

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

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 co/holders prior opportunity to buy within reasonable time

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

3) requirement of consent or approval by co or SHs

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

Del 349 Corporate Option where restriction on transfer is held invalid:  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:

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

II. POOLING AGREEMENTS -> SH AGREEMENT RE: ELECTION OF Ds
SHs agree to vote together or as a unit on all matters. 

Generally held valid RMA – two or  more SHs may provide for the manner in which they will vote their shares by signing an agreement for that purpose 

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

Problems with enforcement often arise 

Ringling v. Ringling Bros.  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(c) (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.

Voting agreements & BOD job issues 

RMA 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 Ds.  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 RMA 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(a) with appointment of officers moved to the SH level

Del 142 Moving officers to SH level can be done using standard voting agreement. If you move anything besides officers to SH level, have to be close corp. ( Del 350 (don’t need unanimity)

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

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

II. RMA state have only two mechanisms:  

RMA 7.31 agreement for ordinary SH matters, and the 

Garden variety; essentially deal with votes: election of Ds, charter amendments, termination provisions, etc
RMA 7.32 (unanimous) agreement for everything else - everything that would normally be the job of the Board.

III. VOTING TRUST
Most statutes regulate them.

No proper purpose limit:

· In CC to satisfy same desires of minority as in voting agreements

· In big co to satisfy existing creditors or lenders

· For aliens ownership rule

· Antitrust Divestiture

Duration

10 years RRMA 7.30(b) 

DEL no duration limit since 1994
Del  218(a)
Filing of a copy in the registered office of the corporation

Certificates of stock or uncertified stock shall be issue to the voting trustee(s)

Abercrombie v. Davies 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. 

Lehrman v. Cohen (SC Del 1986, p.769) SPECIAL STOCK DOES NOT MEET ABERCROMBIE TEST FOR VOTING TRUST - Created a third class of stock that could only vote (didn’t get dividends, etc.).  Additionally, it could only vote when the other two disagreed. Holding:  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. 
· Qualifications for Ds( Del 141(b): certificate of inc. or by-laws may prescribe other qualifications for Ds.
· 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. 

· RMA 6.01(b): requires that at least one class have unlimited dividend and liquidation rights—don’t both have to be in same class

IV. 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 DS. DEL 141 / RMA 8.01
New York Case Law 

McQuade (1934)
AN AGREEMENT AMONG STOCKHOLDERS WHERE THEY ATTEMPT TO DIVEST THE DS OF THE POWER TO DISCHARGE AN UNFAITHFUL EE OF THE CORPORATION IS ILLEGAL AS AGAINST PUBLIC POLICY. 

Majority and 2 minority SHs agreed that they would use their best efforts to keep one another in office as Ds 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 Ds to manage the business of the corporation by the selection of agents at defined salaries 

Rule –Stockholders may not agree to control the Ds 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) 
IF THE ENFORCEMENT OF A PARTICULAR K DAMAGES NOBODY, NOT EVEN IN ANY PERCEPTIBLE DEGREE THE PUBLIC, ONE SEES NO REASON FOR HOLDING IT ILLEGAL 
Plaintiff and D made agreement to elect P as D 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 K 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 –Where Ds 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 

RMA 7.31 no limit on voting agreement, BUT 

RMA 7.32 UNANIMITY( device in place of CC
· 7.32(a)(8) ( basket

· 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 D-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 K is extraordinary
V. FIDUCIARY OBLIGATIONS TO MINORITY SHs
 Implied Agreements 

Issue à Majority owners concededly have rights to “selfish ownership” – how is it to be balanced against the fiduciary duty they owe to the minority SHs, especially where there is a legitimate business objective? 

Freeze Outs - majority owners in a CC can effectively cut out SHs out of corporation decision making by depriving them of corporate offices and employment with the corporation 

NORMAL RULE: DS OWE EACH OTHER A FIDUCIARY DUTY (SH NORMALLY DO NOT) 

Donahue (  MA 
SHs OF A CC OWE OTHER SUBSTANTIALLY THE SAME DUTY IN THE OPERATION OF THE ENTERPRISE AS PARTNERS IN A PARTNERSHIP (UTMOST GOOD FAITH AND LOYALTY) CONTROLLING SHS IN A CC ARE EQUAL TO PARTNERS, OWING EACH OTHER FIDUCIARY DUTY.  
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 

But Problem – Umtempered application of good faith standard would result in imposition of limitation on legitimate action by the controlling group in a CC which would unduly hamper its effectiveness in managing the corporation in the best interests of all concerned,. 

Wilkes MA 1976 p. 782
Pernicious denial of employement 

( BALANCING TEST FOR DETERMINATION OF BREACH OF FIDUCIARY DUTY
Court ( Modifies Donahue Standard:
Pernicious denial of employment, BUT requiring Wilkes to be re-hired overrides core control function of board
“Majority conceitedly have rights to “selfish ownership” in corporation which should be balanced against the concept of their fiduciary obligation to the minority.”
Two part test
Control group has to show legitimate business purpose for acting taken 
minority must “demonstrate that the same legitimate objective could have been achieved through an alternative course of action less harmful to the minority’s interest”
Result ( Case is remanded to see if there is another way they could have gone
NOT IN DEL WHERE CAVEAT VENDOR
Zidell (Or 1977, p.789)
NO DUTY TO GIVE CORP OPPORTUNITY TO PURCHASE OWN STOCK
In fact, there are no disinterested board members who could make the decision to purchase
One SH bought out another minority and got the majority.  The other guy brought an action for breach of fiduciary duty because they were supposed to be equal 

Holding:  No breach of fiduciary duty.  There is no evidence that the corporation has made a practice of purchasing its own stock, and no agreement.  (This is not corporate opportunity, it’s a Wilkes kind of case) 

Nixon v. Blackwell (Del 1992, p. 816) 
ENTIRE FAIRNESS TEST – REJECTION OF MA STANDARD!!!
MA vs. DE

i. DE ( negotiate out front: Leaves structure and rules intact, Court isn’t going to do this for you
ii. MA ( pernicious problem, extra fiduciary duty
You can do it, but you need to show us that you had good reasons
NOT unconscionability 
Once you show structural effect, we are going to impose legitimate business standard on you
iii. Lurking questions ( Is DE court assuming that either you are sophisticated, or that you’re going to be represented by counsel in order to make these arrangements real

iv. MA court generates more litigation and gets court involved with decisions they don’t want to be involved in

v. DE court is more efficient, but it leaves this population out to dry

vi. There are costs to either system.

KEEPING CONTROL IN THE CC

Checklist

I. FREE HANDS AT SH LEVEL

1. Pooling agreement or voting trust?

Could you have planned around Lehrman v.Cohen? 

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

Must also restrict transferability( 

We can require a supermajority for employment K( this way a tie breaker still wouldn’t be enough. 

You could limit all employment Ks to 5 yr.

2. Another co., a CC. 

Would want restriction on transferability—you get that automatically if you’re a CC

3. 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. FREE HANDS AT THE BOD LEVEL?

1. Make RH the only D & move decisions to SH level

Can you have only one D? YES Del §141(b) / RMA 8.03(a)
JPS wants to have control over major decisions 

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 D will not work—JPS will have to be on the Board.]

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 RMA 7.32. 
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.

II. KEEP SOME CONTROL TO PREVENT MAJOR CHANGES W/OUT THEIR APPROVAL.

1. ALL SHs in the BOD - If each one wants the ability to prevent major decisions, this is not enough. 

How to ensure they will be on the Board

1. Different classes of stock, each one gets a D
2. Cumulative voting: to ensure everyone gets to elect one D. 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. 

2. If RH is SOLE D 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. 

3. 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). 

4. Creation of an EXECUTIVE COMMITTEE( authorized by Del 141(c) / RMA 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.)

III. SUPERMAJORITY PROVISION: 
SUPERMAJORITY PROVISION 

Del: 

Provisions can be either in the charter or the by-laws - Del 141(b) for Ds / Del 216 for SHs 

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)

[NYBCL 616(b) & Del 242(b)(4) supermajority only to delete or change a supermajority voting provision if in the charter]

RMA: 

For Ds it can be either in charter/article of incorporation or by-laws RMA 8.24(a) [no less than 1/3 RMA 8.24(b)]

For SHs it must be only in charter/article of incorporation 7.27(a)

RMA ANY CHANGE NEEDS SUPERMAJORITY 7.27(b)-> supermajority provision may not be amended or repealed except by the same supermajority vote

[NYBCL 616(b) & Del 242(b)(4) supermajority only to delete or change a supermajority voting provision if in the charter]

Bylaws ( could be amended by BoD [Del 109 if provided for in the Charter – RMA 10.20 if Articles do not exclude it]

Could you have a supermajority bylaws that could be amended by plain majority of SHs??  Law is unclear about this!!

IV. The RESTRICTIONS ON TRANSFER OF SHARES 
See aboove
V. VOTING AGREEMENT FOR D FOR 20 Y

20 year K
i. SH LEVEL ( RMA state vs. DE

1. Del 218 ( no durational limit on voting agreement; SHs 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 secondary market for shares
4. Particulars can cause huge differences!!

ii. BOARD LEVEL ( 20 year agreement is an extraordinary K
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 SHs (Taylor won’t do it)
iii. IN SOME STATES, TAYLOR COULD ATTACK OTHER SHS FOR BREACH OF FIDUCIARY DUTY

->Voting agreements & BOD job issues 

VI. PROXIES

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

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

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

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

This is why this termination provisions are so heavily negotiated. 

VIII. VOTING TRUST

1. Self executing 

2. Limited in duration in some states

3. It covers all the votes
4. Not secret (Voting agreement yes secret)
IX. 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.

X. 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. 

XI. 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?

TAKEOVERS AND POISON PILLS

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

Cheff v. Mathes (Del SC 1964, p. 971) 
DEFENSE AGAINST HOSTILE TAKEOVER - GREENMAIL CASE

MIDDLE GROUND OF REVIEW & SHIFT OF BOP ON BOD: ENHANCED BJR FOR DISINTERESTED Ds (NO LAX NJR NOR STRICT FAIRNESS) – BROKER MODEL v.  SH SURROGATE MODEL
Ct 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. The court explained that the initial BOP would be placed on the BoD to show that it had reasonable grounds for a GF belief that the threatened takeover constituted a threat to the corporation. This burden can be satisfied by showing good faith and reasonable investigation. 

PS 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. 

If the board makes the requisite showing, the familiar business judgment rule applies, and the burden shifts to the plaintiff to rebut it. 

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

Unocal v. Mesa (Del 1985, p. 982) 
TWO-TIER HIGHLY COERCITIVE TENDER OFFER 

BoD MAY ACT TO OPPOSE TAKEOVER THREAT IF IT REASONABLY PERCEIVES TO BE HARMFUL TO THE CORP -> “ENHANCED” BJR WILL APPLY: STANDARD BETWEEN LAX BJR AND ROUGH ENTIRE FAIRNESS REVIEW FOR BOARD’S DEFENSIVE TACTICS: 2 PRONG TEST: 1) THREAT 2) REASONABLE DEFENSE. ONLY THEN, BJR APPLIES.
· 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
· 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

Revlon (Del 1986)
FAVORED TRANSACTION DEVISED IN RESPONSE TO A HOSTILE BID THAT WOULD NOT DIE

HEIGHTENED REVIEW SHORT OF INTRINSIC FAIRNESS FOR EFFORTS TO RESIST HOSTILE TAKEOVER 
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 (Poison Pill & Stock Repurchase Program) 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 IN A REVLON MODE, AUCTION FOR BEST DEAL.
Mills (Del 1989)
FAVORED TRANSACTION DEVISED IN RESPONSE TO A HOSTILE BID THAT WOULD NOT DIE

REVLON’S TRIGGER: CHANGE IN CONTROL

REVLON’S SUBSTANTIAL OBLIGATIONS: LOCK-UP TO DRAW BIDDERS IN THE CONTEST; NO-SHOP EVEN MORE COERCITIVE; OBJECTIVE OF BID IS BEST PRICE

TEST: (I) WHETHER TARGET ADVANCED BY FAVORITISM & (I) TWO-PARTS TEST OF UNOCAL (i) THREAT (ii) REASONABLE DEFENSE
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. 

Paramount v. Time (Del 1989)
ALL CASH ALL SHARES OFFER

REVLON CLAIM –> IN PLAY IS NOT IN SALE 

Del Ch: still publicly held; 
Del SC: BIDDING OR BREAK-UP STANDARD: (i) co initiates bidding process or (ii) in response to bidder’s offer, abandons long-tem strategy)
UNOCAL ARGUMENT –>  BOD MAY JUST SAY “NO”

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”

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)

Paramount v. QVC
REVLON APPLIES WHEN THERE IS A CHANGE OF CONTROL - 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 

This is really a DUTY OF CARE case: BoD was not conflicted - it simply did not obtain reliable, objective information on the competing bids, which is a care-type violation. The bids were essentially the same in price. There, the BoD had to be diligent in the evaluation of all the other factors! 
Omnicare v. NCS: ABSENCE A FIDUCIARY OUT PROVISION (FROM A LOCK UP NO SHOP) MADE THE 251 MERGER AGREEMENT A PRECLUSIVE AND COERCIVE DEFENSE. DS SHOULD CONTINUE EXERCISE FIDUCIARY RESPONSIBILITIES TO MINORITY SH AND NEGOTIATE FOR THE BEST INTEREST OF THE COMPANY. SCRUTINY UNDER UNOCAL! NO BJR. 
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.

Perlman v. Feldmann, (p. 1085, 2nd Circuit, 1955)

D, MEMBER OF THE BOD, PRESIDENT & OWNER OF 37% OF STOCK

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)
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