Corporations Outline
I. Board of Directors: Authority and Acts
Management of the regular business affairs of the corporation is ordinarily invested in the board of directors, the members of which are elected by the shareholders. The day-to-day management of the corporation is then entrusted to the officers, who are appointed, and can be removed at any time, by the board of directors.

The board can be composed of inside and outside directors. The listing standards for the NYSE and Nasdaq require that the board be composed of a majority of independent directors. The definition of independent director excludes anyone with a material relationship with the company.  In other words, they can have no ties to company or management except for their service on the board.

The Chief Executive Officer is usually the chairman of the board. Sometimes the CFO and COO are also on the board, but typically no more than two or three corporate officers serve on the board. 

After the Sarbanes-Oxley Act of 2002, a board must have at least 3 committees, each composed exclusively of independent directors:

1. Audit

2. Compensation

3. Nominating and Governance 

Fundamental corporate changes (such as alteration of the capital structure, amendment of the articles of incorporation, merger, or dissolution) require approval by the shareholders, usually on the recommendation by the directors. Shareholders have the power to adopt and amend the bylaws but often delegate this power to the directors. In other areas, the shareholders generally have very little direct power over the regular affairs of the corporation.

Del. § 141(a) The business and affairs of every corporation organized under this chapter shall be managed by or under the direction of a board of directors, except as may be otherwise provided in this chapter or in its certificate of incorporation.
Del. § 141(b)-  Every corporation must have a board of directors consisting of at least 1 director.

Del. § 141(b)- The board can act only at a meeting where a quorum of directors is present (majority of the board unless otherwise specified in the articles or bylaws)
Del. § 141(e)- The board can act without a meeting if all members of the board consent thereto in writing.

Del. § 141(h)- Member of the board can participate in a board meeting via conference telephone or other communications equipment.

Del. § 141(d)- A member of the board of directors shall, in the performance of such member's duties, be fully protected in relying in good faith upon the records of the corporation and upon such information, opinions, reports or statements presented to the corporation by any of the corporation’s officers or employees, or committees of the board of directors, or by any other person as to matters the member reasonably believes are within such other person’s professional or expert competence and who has been selected with reasonable care by or on behalf of the corporation.

Del. § 142(a)- Every corporation needs at least 2 officers to sign shares of stock. Each one verifies the identity of the other. One of the officers shall have the duty to record the proceedings of the meetings of the stockholders and directors in a book to be kept for that purpose. Any number of offices may be held by the same person unless the certificate of incorporation or bylaws otherwise provide.

Del. § 142(b)- Officers shall be chosen in such manner and shall hold their offices for such terms as are prescribed by the bylaws or determined by the board of directors or other governing body. Any officer may resign at any time upon written notice to the corporation.

II. The Duty of Care
What is the duty of care?

1. Involves corporate managers’ breach of duty to the corporation itself.

2. Involves conduct by the directors or officers that causes loss to the corporation but with seemingly no direct or indirect benefit to the defendants themselves.  

3. “Negligence uncomplicated by self-dealing”

4. Can also be labeled as “mismanagement”, “waste”, “negligence”, “lack of business judgment”, or “lack of reasonable diligence”.

Shlensky v. Wrigley (Ill. App. 1968)

· Plaintiff was minority stockholder of a corporation that owns and runs the Chicago Cubs. Defendants were directors of the corporation, including the president Philip K. Wrigley.

· Plaintiff argued that directors violated their duty to the corporation by not installing lights and scheduling night games to boost attendance and revenues.

· The court held that the directors were entitled to business judgment rule protection.

· “The judgment of the directors of corporations enjoys the benefit of the presumption that it was formed in good faith and was designed to further the best interests of the corporation they serve.” 

· The court held that the directors must be permitted to control the business of the corporation in their discretion unless their decisions are tainted by “fraud, illegality or conflict of interest”.
Smith v. Van Gorkum (Del. 1985) 
· Does the business judgment rule apply to the board’s decision?

· The rule itself is a “presumption that in making a business decision, the directors of a corporation acted on an informed basis, in good faith and in the honest belief that the action taken was in the best interests of the company”.

· Court looks at the process of the board’s decision making. 

· How much information does a board have to get? 

· To determine this, the court looks whether the directors have informed themselves “prior to making a business decision, of all material information reasonably available to them”.

· The court doesn’t require a fairness opinion from an investment banker, but no board since this case has risked not getting one.
· The court stated that the board breached its duty of due care when it approved the $55 share price without adequate information. 
· The board never asked questions about the share price.
· The board could have asked the CFO to do an analysis on the value of the company.
· The board could have hired an outside firm to do an analysis.
· The board didn’t read the merger agreement or have in-house counsel read it.
· The board didn’t negotiate and they just took the numbers presented to them by Van Gorkum.
· The board could have asked for more than the 3 days Pritzker gave them.
· The business judgment rule does not insulate directors who act without being fully informed and their actions will be reviewed under an “entire fairness” standard.
So for most operational decisions that do not involve a large piece of the corporation’s assets the rule from Wrigley still applies. But the bigger the decision and the less often it is made, the stricter “entire fairness” standard of Van Gorkum applies.

What would you advise a board to do after Van Gorkum?

1. Have an investment banker value the company.

2. Have the board meet and meet to discuss.

3. Involve legal counsel. Hear their views and have them review the documents in the merger agreement.

4. You want to hear management’s views.

5. If the board decides to go ahead with the merger make sure the board

a. Can still shop for other offers

b. Ask for more time

c. Don’t have a stock lock-up but have a goodbye fee (agree to pay cash to first offer if you don’t take it)

d. In order to avoid breach of contract to first offer, add a fiduciary out clause.

A board has a duty to inquire when the circumstances would alert a reasonable director of the need to.

In re Caremark International, Inc. Derivative Litigation (Del. Ch. 1996)- It is important that a board exercise good faith judgment that the corporation’s information and reporting system is adequate to assure the board that appropriate information will come to its attention in a timely manner.

III. The Duty of Loyalty

A. Contracts with Interested Directors 

Del. § 144. Interested Directors

(a) No contract or transaction between a corporation and its own directors or between a corporation and another corporation with common directors shall be voided if:

1) The conflict and facts of transactions are disclosed and the disinterested directors approve the contract or transaction, even if the disinterested directors be less than a quorum; or

2) The conflict and facts of transactions are disclosed and the shareholders approve the contract or transaction; or

3) The contract or transaction is fair to the corporation as of the time it is authorized, approved or ratified, by the board, or a committee or the shareholders.

(b) Common or interested directors can be counted in determining a quorum which authorizes the contract or transaction.

Cookies Food Products, Inc. v. Lakes Warehouse Distributing, Inc. (Iowa 1988)

· Even if the one of the three statutory alternatives is met, the director still needs to show he acted in “good faith, honesty, and fairness”. 
· Self-dealing transactions must have the “earmarks of arms-length transactions”. 
· Was the contract price fair and reasonable?

What does “conflicting interest” mean? ALI Principles §1.23(a) provides that a director is interested if the director has a business, financial, or familial relationship with a party to the transaction and that relationship would reasonable be expected to affect the director’s judgment with respect to the transaction in a manner adverse to the corporation.

What is the scope of disclosure? Director should disclose every material fact that they know about the transaction.

What is the correct standard for “fairness”? It has long been settled that a “fair” price is any price in that broad range of reasonableness which an unrelated party might have been willing to pay or accept following an arm’s length business negotiation. Is it fair market value?

B. Parent-Subsidiary Dealings

Sinclair Oil Corp. Levien (Del. 1971)

· In parent-subsidiary context, the parent owes the subsidiary a fiduciary duty. 
· However, this alone will not evoke the intrinsic fairness standard. 
· This standard will only be applied when there is self-dealing, meaning that the parent receives a benefit from the subsidiary to the exclusion of, and detriment to, the minority stockholders of the subsidiary (benefit-detriment test)
C. Corporate Opportunity Doctrine
The corporate opportunity doctrine is based on a transaction that should belong to the corporation, but was instead taken by a director or officer.

Guth v. Luft, Inc. (Del. Ch. 1939).
· The Guth Rule provides that if a business opportunity is presented to a corporate officer or director in his representative capacity the law will not permit him to take the opportunity for himself if:

· The corporation is financially able to undertake it;

· The opportunity is in the line of the corporation’s business and is of practical advantage to it; 

· The opportunity is one in which the corporation has an interest or a reasonable expectancy.

· The Guth Corollary provides that when a business opportunity comes to a corporate officer or director in his individual capacity he can seize the opportunity for himself, as long as he does not steal corporate assets, if:

· The opportunity, because of the nature of the enterprise, is not essential to the corporation

· The opportunity is not one in which the corporation has an interest or expectancy;

· Even if it was not feasible for the corporation to pursue the opportunity or if it had no interest or expectancy in the project, a fiduciary can still be estopped from seizing the opportunity for himself if he used corporate asset’s to develop or acquire the opportunity.

· Corporate assets include “company” time, cash, facilities, contracts, goodwill, and corporate information.

· The tough question is how do you determine whether someone is in their representative versus individual capacity? Are they ever in an individual capacity?

Burg v. Horn (2nd Cir. 1967)- the court held no corporate opportunity, because the directors were not full-time employees of the company and already had prior real estate ventures.

Alexander & Alexander of N.Y., Inc. v. Fritzen (NY 1989)- no corporate opportunity to property and casualty insurance corporation, when director started his own life insurance company. It was a new line of business that corporation showed no prior interest in taking up.

In re: eBay Shareholders Litigation (Del. Ch. Ct. 2004)

· The court held that certain eBay directors and officers usurped a corporate opportunity by taking lucrative IPO offerings made by Goldman Sachs, an investment bank that regularly did business with eBay. 

· Defendants argue that this means every investment opportunity that comes to an officer or director will be considered a corporate opportunity.

· On the contrary, the court believes these circumstances to be quite unique.

· Goldman Sachs was offering these highly profitable opportunities to maintain and secure corporate business (basically bribing eBay for future business).

· This was not a case of merely “a broker’s investment recommendations” to a wealthy client.
IV. Introduction to Capital Structure

A corporation may issue three primary types of financial assets:

1. Common stock

a. It is the only financial asset a corporation must issue. This is because control of the corporation is vested in the holders of common stock through their voting rights.

b. Return and Priority- shareholders are last in line with respect to distributions of income and liquidation.

c. Control- first in line with respect to control. 

d. Combining voting control and the residual interest in profits and assets ensures that the decisionmakers bear the consequences of their own performance.

2. Debt

a. Debt is a contractual obligation issued by the corporation to repay funds provided by the investor with interest subject to the terms of the contract.

b. Return and Priority- debt is first in line with respect to income and assets.

c. Control- debt is last in line with respect to control.

d. A long-term obligation is either a bond (secured) or debenture (unsecured). A short-term obligation is called a note.

e. The terms of a bond or debenture are contained in a lengthy contract called an indenture.

3. Preferred Stock

a. Return and Priority- preferred stocks claim to income and asset is subordinate to that of debt, but superior to that of common stock.

b. Control- preferred stock is typically nonvoting, except with respect to approval of structural changes to the corporation. However, if dividends are not paid for a certain number of quarters, it becomes voting.

How much of each to use depends on the interests of the parties.

V. Forming the Corporation

An initial question facing those forming a corporation is the choice of the state in which to incorporate.

Del. § 101. Incorporators; how corporation formed; purposes.

(a) Any person, partnership, association or corporation…may incorporate or organize a corporation under this chapter by filing with the Division of Corporations in the Department of State a certificate of incorporation in accordance with § 103.

(b) A corporation may be incorporated or organized under this chapter to conduct or promote any lawful business or purposes, except as may otherwise be provided by the Constitution or other law of this State.

§ 102. Contents of certificate of incorporation.

(a) The certificate of incorporation shall set forth: 

(1) The name of the corporation, which (i) shall contain 1 of the words “association,” “company,” “corporation,” “club,” “foundation,” “fund,” “incorporated,” “institute,” “society,” “union,” “syndicate,” or “limited,” (or abbreviations), or words (or abbreviations) of like import of foreign countries or jurisdictions…[and which] (ii) shall be such as to distinguish it upon the records in the office of the Division of Corporations in the Department of State from the names on such records of other corporations…organized, reserved or registered…under the laws of this State.

(2) The address (which shall include the street, number, city and county) of the corporation’s registered office in this State, and the name of its registered agent at such address;

(3) The nature of the business or purposes to be conducted or promoted. It shall be sufficient to state, either alone or with other businesses or purposes, that the purpose of the corporation is to engage in any lawful act or activity for which corporations may be organized under the General Corporation Law of Delaware, and by such statement all lawful acts and activities shall be within the purposes of the corporation, except for express limitations, if any;

(4) If the corporation is to be authorized to issue only 1 class of stock, the total number of shares of stock which the corporation shall have authority to issue and the par value of each of such shares, or a statement that all such shares are to be without par value. If the corporation is to be authorized to issue more than 1 class of stock, the certificate of incorporation shall set forth the total number of shares of all classes of stock which the corporation shall have authority to issue and the number of shares of each class and shall specify each class the shares of which are to be without par value and each class the shares of which are to have par value and the par value of the shares of each such class. 

(5) The name and mailing address of the incorporator or incorporators (usually lawyer that drafts and files all the documents);

(6) If the powers of the incorporator or incorporators are to terminate upon the filing of the certificate of incorporation, the names and mailing addresses of the persons who are to serve as directors until the first annual meeting of stockholders or until their successors are elected and qualify.

(b) In addition to the matters required to be set forth in the certificate of incorporation by subsection (a) of this section, the certificate of incorporation may also contain any or all of the following matters:

(1) Any provision for the management of the business and for the conduct of the affairs of the corporation, and any provision creating, defining, limiting and regulating the powers of the corporation, the directors, and the stockholders, or any class of the stockholders…if such provisions are not contrary to the laws of this State. Any provision which is required or permitted by any section of this chapter to be stated in the bylaws may instead be stated in the certificate of incorporation;
(5) A provision limiting the duration of the corporation’s existence to a specified date; otherwise, the corporation shall have perpetual existence;

(6) A provision imposing personal liability for the debts of the corporation on its stockholders or members to a specified extent and upon specified conditions; otherwise, the stockholders or members of a corporation shall not be personally liable for the payment of the corporation’s debts except as they may be liable by reason of their own conduct or acts;

(c) It shall not be necessary to set forth in the certificate of incorporation any of the powers conferred on corporations by this chapter.

After the articles of incorporation have been prepared, they must be signed, delivered to the appropriate state official, and the required fees or taxes paid. The incorporators then receive a certified copy of the “certificate of incorporation”.

VI. Piercing the Corporate Veil
A corporation is normally treated separately from its shareholders. Limited liability means the shareholder’s liability is limited to their investment in the corporation. But under certain circumstances, the corporate veil can be pierced and a claim against the corporation can reach a shareholder’s assets. 

Theories for piercing the corporate veil:

1. Inadequate Capitalization

a. Usually not enough to pierce the corporate veil when it is the only factor.
b. This is due to the fact that measuring adequate capitalization is hard. 
c.  “Grossly inadequate capitalization combined with disregard for corporate formalities, causing basic unfairness, are sufficient to pierce the corporate veil in order to hold the shareholders actively participating in the operation of the business personally liable…” Kinney Shoe Corp. v. Polan (4th Cir. 1991)
i. In this case, Polan bought no stock, made no capital contribution, kept no minutes, elected no officers, held no meetings for Industrial, and paid corporate debt out of his personal funds.

ii. This is inadequate capitalization to the extreme. It had no capital. Very easy case.
iii. This corporation was no more than a shell. When nothing is invested, the corporation provides no protection to its owner; nothing in, nothing out, no protection.

2. Alter Ego

a. Delaware law permits a court to pierce the corporate veil “where there is fraud or where it is in fact a mere instrumentality or alter ego of its owner”. Fletcher v. Atex, Inc. (2nd Cir. 1995)

b. To prevail under an alter ego claim, a plaintiff must show:

i. That the parent and the subsidiary (or shareholder and corporation) “operated as a single economic entity”

ii. That an overall element of injustice or unfairness would result from respecting the two companies corporate separateness.

c. Among the factors to be considered in determining the existence of a single economic entity are:

i. Whether the corporation was adequately capitalized;

ii. Whether the corporation was solvent;

iii. Whether dividends were paid, corporate records were kept, officers and directors functioned properly, and other corporate formalities were observed;

iv. Whether the dominant shareholder siphoned corporate funds; and 

v. Whether, in general, the corporation simply functioned as a facade for the dominant shareholder.
3. Fraud, Misrepresentation, Illegality
a. It is not fraudulent for the owner-operator of a single cab corporation to take out the minimum required insurance, the enterprise does not become fraudulent merely because it consists of many such corporations (Walkovsky).

b. The court cannot mandate that a corporation make a profit (Bartle).

Analysis of the cases:

1. courts look to the specific context more than any inherent corporate characteristic;

2. the likelihood of piercing increases as the number of shareholders decreases;

3. “misrepresentation” is the most powerful factor listed by courts when they pierce, followed by “demonstrations of lack of substantive separation of the corporation and its shareholders”, “undercapitalization” and “failure to follow corporate formalities” are other strong factors;

4. piercing is less likely in tort contexts (involuntary creditor) than in contract cases (voluntary creditor);

5. piercing is more likely when the defendant behind the corporation is an individual stockholder than when it is another corporation; and

6. “passive shareholders” are almost never held liable.

VII. Corporate Disclosure and Securities Fraud:  

A. The Disclosure System:

1. The Securities Act of 1933 
a. Narrow in focus, the ’33 Act applies essentially to the initial distribution of securities by the issuer, underwriters, and dealers who sell these securities to the public, and not to most trading transactions between investors in the secondary market.
b. The ’33 Act’s critical instrument of disclosure is the registration statement, which contains the prospectus with all material information about the security and must be distributed to potential investors.
c. The standard of liability was strict liability for the issuer and a form of negligence liability for the secondary participants (board of directors, accountants, etc.)
2. The Securities Act of 1934
a. The ’34 Act created a system of continuous disclosure.
b. It created the SEC.
c. It created registration requirements for the secondary market as opposed to the 33’ Act’s regulation of the primary market.
d. A corporation is required to enter the ’34 Act’s disclosure system if:
i. It lists securities on a national securities exchange;
ii. Any class of its equity securities is held of record by at least 500 persons and the corporation has gross assets over $10,000,000; or
iii. The corporation files a ’33 Act registration statement that becomes effective.
e. Each of these events triggers an obligation on the part of the issuer to register with the SEC and thereafter become a “reporting company” that must file periodic reports under § 13 of the ’34 Act.
i. The most important of these periodic reports is the annual report on Form 10-K, which must contain audited financial information as well as a detailed description of the corporation.
ii. In addition, quarterly reports on Form 10-Q containing unaudited financial information.
iii. Finally, reports of current material developments must be filed on Form 8-K within ten days after the end of the month in which the event occurs,
f. These reports are not distributed to investors or shareholders, but to the SEC.
g. However, the SEC requires reporting companies to include a basic information package (including the MD&A) in the annual report mailed to their shareholders.
i. The MD&A includes financial information and discussion of recent performance and an estimation of the impact of “known trends or uncertainties” upon future earnings.
3. State “Blue Sky” Regulation

4. Stock Exchange Requirements

a. Ex. NYSE, ASE, and Nasdaq

b. Unlike the ’34 Act, which requires periodic reports, these rules mandate prompt disclosure of material information on a continuing basis.

c. They require a listed company to promptly any news or information reasonably expected to materially affect the market for its securities.

d. However, these rules permit the issuer to delay disclosure for legitimate business reasons.

e. No private cause of action.

B. When Does the Disclosure Obligation Arise?

Do publicly traded companies have a duty to make disclosures inbetween the mandatory disclosure periods?
1. Silence or “no comment”

a. Rule 10b-5 imposes no affirmative duty to disclose, but only a duty not to tell material lies. 

b. Silence (or a “no comment” statement) is permissible. Basic Inc. v. Levinson (1988).

2. Delay of Disclosure:

a. In Financial Industrial Fund, Inc. v. McDonnell Douglas Corp., the plaintiff argued that defendant violated Rule 10b-5 through their silence, because they could have disclosed earlier, they should have disclosed earlier, and that the delay was improper. 

b. The court holds that the corporation is entitled to withhold disclosure until the information is “available and ripe for publication”.
i. This means that the information “be verified sufficiently to permit the officers and directors to have full confidence in their accuracy”.
ii. Information is not ripe if a “valid corporate purpose” exists for withholding the information.
c. The rationale being that if a corporation is forced to make disclosures too quickly, it could expose itself to liability for misrepresentations if the information turns out to be false.
d. The court held that defendant had acted with good faith and due diligence to make sure it had all the information and that it was accurate. They needed time to meet with auditors and carefully prepare the press release.

3. Duty to Correct/Update

a. Obviously, if a disclosure is in fact misleading when made, and the speaker thereafter learns of this, there is a duty to correct it.

b. There may be a duty to update if a prior disclosure “becomes materially misleading in light of subsequent events”. Backman v. Polaroid Corp. (1st Cir. 1990)

i. The court requires special circumstances, meaning that the comment has to have “forward intent and connotation upon which parties may be expected to rely”. 
ii. In this case, Polaroid had stated in its Third Quarter Report that its earnings “continue to reflect substantial expenses with Polavision”.
iii. This statement was correct at the time and remained correct thereafter. This statement was just a simple statement of fact and there was nothing forward looking about it. 

iv. Not like in Weiner v. Quaker Oats, in which Quaker had announced its debt-to-total capitalization ratio “for the future” to be at 59%, which later became much higher.
4. Duty to disclose alternative approaches
a. When a corporation is pursuing a specific business goal and announces that goal as well as an intended approach for reaching it, it may come under an obligation to disclose other approaches to reaching the goal when those approaches are under active and serious consideration. In re Time Warner Securities Litigation.
5. Duty to make forward projections
a. SEC does not require a corporation to project future earnings.
b. However, the SEC requires that the MD&A must “identify any known trends or uncertainties…that the registrant reasonably expects will have a material favorable or unfavorable impact” on its results of operations or liquidity.
6. Duty to correct rumors and statements by third parties
a. The case law appears to be that a company has no duty to correct or verify rumors in the marketplace unless those rumors can be attributed to the company. In re Time Warner Securities Litigation.  
b. The court believes this information is never material because “investors tend to discount information in newspaper articles when the author is unable to cite specific, attributable information from the company”.
VIII. Implied Civil Liability – Rule 10b-5

Rule 10b-5- It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce, or of the mails, or of any facility of any national securities exchange,

1) to employ any device, scheme, artifice to defraud,

2) to make any untrue statement of a material fact or to omit to state a material fact necessary in order to make the statements made, in light of the circumstances under which they were made, not misleading, or

3) 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.
A. Elements of a Cause of Action under Rule 10b-5:  
1. Standing
a. Rule 10b-5 is limited to “actual purchasers and sellers of securities”. (Blue Chip Stamps)
b. The text of Rule 10b-5 proscribes only fraud “in connection with the purchase or sale” of securities.
2. Materiality
a. The basic test for materiality is whether the fact would have been important to a reasonable investor’s decision to buy, sell, or hold the stock. (Texas Gulf Sulphur)

b. For speculative events, materiality “will depend at any given time upon a balancing of both the indicated probability that the event will occur and the anticipated magnitude of the event in light of the totality of the company activity”. (Texas Gulf Sulphur, Basic)

c. Opinions and beliefs of directors can be material. (Virginia Bankshares)

i. What the board thinks of a given transaction is certainly important to how a reasonable investor would act. 
ii. But there needs to be objective evidence in the form of provable facts that either support or contradict the statements made. 
3. Causation and Reliance

a. Proof of materiality has basically replaced causation. If it’s material, the investor probably relied on it.
b. Fraud on the Market theory

i. In Basic, a plurality of the Court adopted the view that an investor is entitled to rely on the integrity of the market, even when he or she does not learn of the actual misrepresentation.

ii. The defendant can present evidence to rebut this presumption. 
4. Scienter
a. Scienter- “intent to deceive, manipulate, defraud”

b. The court in Ernst & Ernst held that scienter was a necessary element of a Rule 10b-5 cause of action and that the plaintiff has to show intentional or willful conduct, not mere negligence.

5. Damages

a. The court adopts an “out of pocket” damages test, meaning the plaintiffs get the difference between price they paid and the actual value received in the transaction. (Texas Gulf Sulphur)

b. Thus, if a defendant sells securities actually worth $10 per share for $20 after representing to the plaintiff that they have a value of $40, the recovery is $10 per share, and the fact that the promised value was $40 is irrelevant.

B. Insider Trading
A corporate “insider” receives material nonpublic information for a legitimate corporate purpose and then trades on the basis of that information. Rule 10b-5 is applicable.

Types of Insider Trading:

1. Traditional Insider 
2. “Tippee”
3. “Temporary” Insider
4. Misappropriation
5. Remote “tippee”
6. Rule 14e-3, which prohibits any person in possession of material nonpublic information about a tender offer from trading in securities affected by the offer without disclosing such information, and from communicating such information to others who do not need to know it in order to effectuate the offers.
In the Matter of Cady, Roberts & Co. (1961)

· In a board meeting, the directors of Curtiss-Wright decided to cut the corporation’s dividends.

· Cowdin attended this board meeting and was a director of both Curtiss-Wright and a partner at Cady, Roberts & Co.

· Cowdin left the board room and called Gintel, a Cady, Roberts partner, to inform him of the dividend cut before the information was publicly released.

· Gintel then sold the firm’s Curtiss-Wright stock.
· It is clear that Cowdin was a corporate “insider” of Curtiss-Wright as a result of his position on the board.  He could therefore not trade on this information.

· The court held that it is a logical sequence that Gintel could also not trade on that information. 
· Gintel knew Cowdin possessed non-public material information and he is therefore treated as an insider as well

· The rule is that the insider has the affirmative duty to either disclose the nonpublic material information before trading or walk away from the transaction. 

Chiarella v. United States (1980)- mere possession of nonpublic information does not give rise to a duty to disclose or abstain; only a specific relationship does that.

Dirks v. SEC (1983)
· The tippee does not automatically inherit the insider’s fiduciary duty to disclose or abstain.

· A tippee assumes a fiduciary duty to the shareholders of a corporation not to trade on material nonpublic information only when the insider has breached his fiduciary duty to the shareholders by disclosing the information to the tippee and the tippee knows or should have known that there has been a breach.

· The test for whether disclosure to the tippee represents a breach of fiduciary duty is if the insider personally will benefit, directly or indirectly, from his disclosure.

· This requires courts to focus on objective criteria, i.e., whether the insider receives a direct or indirect personal benefit from the disclosure. 

· Did the insider receive any monetary gain for making the tip?

· Did the insider receive any reputational gain that will translate into future earnings?

· Did the insider make a gift of confidential information to a trading relative or friend?
SEC v. Lund (C.D. Cal. 1983)

· Lund received material nonpublic information, but it was not in violation of a fiduciary duty. It was disclosed to find investors for their joint venture.

· Not liable as a tippee under Dirks, because no breach of the fiduciary’s duty. 

· But found liable as a temporary insider by virtue of his friendship with the CEO.

United States v. O’Hagan (1997)

· O’Hagan is a partner at Dorsey & Whitney.

· Dorsey & Whitney represent Grand Met, which is considering a take over bid for Pillsbury.

· O’Hagan does not work on the deal, but knows about it and buys Pillsbury stock and makes over $4 million once the takeover happens.

· The stock in which he traded was not the stock of his firm’s client, which was Grand Met. He traded in the shares of Pillsbury to which he owed no duty.
· Misappropriation theory holds that a person violates Rule 10b-5 when he misappropriates confidential information for securities trading purposes, in breach of a duty owed to the source of the information.
· If a fiduciary discloses to the source that he plans to trade on the nonpublic information, there is no violation, although the fiduciary may remain liable under state law for breach of a duty of loyalty.

United States v. Chestman (2nd Cir. 1991)

· This case deals with liability of the tippee of a misappropriator (remote tippee)
· Ira was President and CEO of Waldbaums, which was about to be acquired by A&P.

· Ira told his sister, Shirley, who told her daughter, Susan who told her husband, Keith. 

· Keith then told his broker Chestman, who went out and bought Waldbaums stock.

· Keith is the alleged misappropriator. Chestman is liable if Keith owed and breached a fiduciary duty to his wife that Chestman knew or should have known about. 

· What constitutes a fiduciary relationship?

· The common law has recognized that some associations are inherently fiduciary, including attorney and client, executor and heir, guardian and ward, principal and agent, trustee and trust beneficiary, and senior corporate official and shareholder.

· But what if we don’t have one of these traditional fiduciary relationships? Look for the essential characteristics of a relationship of trust and confidence, which are dependence and influence.

· What about the family context?

· Mere family relationships or marriage is not enough. 

· Need to show evidence of repeated disclosure of business secrets. 

· The jury in this case was not given any evidence of past disclosures. Keith owed neither the Waldbaum family or Susan a fiduciary duty or its functional equivalent and did not defraud them by disclosing news of the pending tender offer to Chestman. No Rule 10b-5 violation.

· The court says Chestman still violated Rule 14e-3 (just have to prove they traded on nonpublic material information about a pending tender offer).

IX. Shareholder Voting
What do shareholders vote on under state law and federal law?

1. Electing directors
2. Organic corporate changes such as merger, dissolution, consolidation
3. Amendments to certificate of incorporation

4. Shareholders vote on stock options for officers under Sarbanes Oxley (SOX).

A. State Law
Voting Procedure- because share ownership is dispersed in the large public corporation, several mechanisms have evolved to facilitate voting.

1. Record Date

a. A record date determines who is entitled to notice of an approaching shareholder meeting, and who is eligible to vote at it.

b. The rapid turnover of shares on a national security exchange made the use of some fixed moment an administrative necessity.

c. Del. § 213 requires that the record date “shall not be more than sixty days nor less than ten days before the date of the shareholders’ meeting”.

2. The Proxy System
a. At common law the shareholder would have to be present at the shareholders’ meeting. But with the emergence of public share ownership, personal attendance has become infeasible.

b. Del. § 212(b) shareholders do not have to be present and can vote by proxy.

c. Nominating a proxy has to be “in writing”. Usually the proxy is in the form of a small card-sized document signed by the shareholder.

d. Proxies are revocable by the shareholder, who needs only to deliver a duly executed proxy card bearing a later date.

e. Del. § 212(c) shareholders can nominate a proxy through electronic transmission so long as it can be determined that it was authorized by the shareholder.

f. In a proxy contest, management can use the corporation’s funds for reasonable expenses. The insurgents’ expenses come out of their own pockets, unless they win and the shareholders vote to reimburse them (Rosenfeld v. Fairchild Engine & Airplane Corp.)
g. In overview, the most important thing to understand about the proxy voting system is that it has largely superceded the shareholders’ meeting itself.
3. “Street Name” Ownership

a. Most investors do not register shares they purchase in their own names, but leave them registered in the name of a bank or broker.

b. But Rule 14b-1 requires that these brokers provide the corporation with the names and addresses of its clients so the corporation can mail the annual reports and proxy materials to them.
c. The broker is still the one who votes, as the record owners, on instructions from their clients.

4. Stockholder Consents

a. Permits shareholders to take action without a meeting.

b. Del. § 228- those shareholders wishing to take action in this manner need to obtain consent of 50% plus one share.

c. Datapoint Corp. v. Plaza Securities Co. (Del. 1985)

i. Board can not adopt a bylaw that imposes an “arbitrary delay” upon shareholder action via consents.  In this case the delay was not about the validity of the consents, but about the board’s ability to have time to change the shareholders’ minds and present alternative transactions. 
ii. So what would be ok? The court says at the end of the opinion that a board of directors can adopt a bylaw that would impose minimal essential provisions for review of the validity and authenticity of the shareholder consents.

B. Federal Law and the Proxy Statement
The Proxy Statement is a creation of the Securities Exchange Act of 1934. Concerned that corporate managements would solicit proxies from shareholders without providing more than minimal disclosure about the actions to be taken at the shareholder meeting, Congress authorized the SEC to adopt rules regulating the solicitation of proxies. 

§ 14(a ) provides that it is unlawful to solicit any proxy or consent with respect to a security of a registered company “in contravention of such rules and regulations as the Commission may prescribe as necessary or appropriate...”

The SEC requires that any person who wishes to solicit proxies must incur the costs of furnishing a proxy statement to each person solicited no later than concurrently with the solicitation. This makes proxy contests very expensive for someone wanting to challenge management.
Rule 14a-1 defines the terms solicit and solicitation to include:

(i) Any request for a proxy whether or not accompanied by or included in a form of proxy;

(ii) Any request to execute or not to execute, or to revoke, a proxy; or

(iii) The furnishing of a proxy or other communication to security holders under circumstances reasonably calculated to result in the procurement, withholding or revocation of a proxy. 

What has been excluded from the definition of solicitation? 

1. Before 1992, the big exclusion was the one that you now see in Rule 14a-2(b)(2), which exempts any solicitation made where the total number of people contacted is less than 10.

2. Rule 14a-2(b)(1) states that you can have a solicitation, and not be subject to all the proxy rules if the solicitation is sought by or on behalf of a person who does not, at any time during such solicitation, seek the power to act as proxy or request a form of revocation abstention, consent or authorization. This means that you can actively solicit on behalf of a shareholder proposal as long as you aren’t asking for proxies.
3. The 1992 proxy reforms added Rule 14a-1(l)(2), which exempts statements by shareholders, who merely announce in the media how they plan to vote and the reasons for their decision.

C. Shareholder Proposals
As an alternative to conducting a proxy contest, the SEC’s rules also give the shareholder a low-cost alternative. Under Rule 14a-8, the shareholder can attach a proposal to the corporation’s own proxy statement, which will thus be mailed to all shareholders and voted on at the shareholders’ meeting.

Rule 14a-8(a) provides that the company must include the shareholder proposal in its proxy statement and form of proxy, subject to certain eligibility requirements.

What are the eligibility requirements?
1. At the time of submitting the proposal, the proponent must be a record or beneficial owner of at least 1% or $2,000 of the securities entitled to vote [so holders of nonvoting preferred cannot submit proposals],
2. and he shall have held the securities for at least a year and hold them through the date of the meeting.

Notice that there are also some other procedural requirements:

1. The proponent or a representative must personally attend the meeting to present the proposal.
2. The proposal must be submitted very far in advance of the meeting.  For annual meetings, the rule is at least 120 days before the company’s proxy statement is released (not 120 days before the meeting).
3. A proponent may only submit one proposal
4. The supporting statement plus the proposal can only be 500 words. 

What if the company has no basis for excluding the proposal, but it thinks the proposal is terrible? The company can include a statement in opposition to the shareholder proposal.

What if the company wants to exclude it?  The company must file with the SEC a copy of the proposal and the proponent’s statement and explain why it takes the position that it can omit the proposal. The Division of Corporation Finance will issue a “no-action letter” if it concludes that the company’s omission of the shareholder proposal does not require an SEC enforcement action. If, on the other hand, the Division of Corporation Finance concludes that the company cannot omit the shareholder proposal, the Division communicates that conclusion to the company, with a brief explanation of the Division’s reasoning. 

Shareholders have a private right of action to challenge the company’s omission of a shareholder proposal.

Exclusions:

1. Since the statute says “must”, the only way that the company can refuse to include a procedurally acceptable proposal is if one of the exclusions apply.
2. The 3 most important exclusions:
a. Rule 14a-8(i)(1)- The proposal is not a proper subject for action by the shareholders under the laws of the state where the corporation is incorporated.
b. Rule 14a-8(i)(5)- The proposal relates to operations which account for less than 5% of the corporation's total assets and less than 5% of net earnings and gross sales [i.e. revenues] and is not otherwise significantly related to corporation's business.
c. Rule 14a-8(i)(7)- The proposal concerns a matter pertaining to the ordinary business operations of the corporation. (Roosevelt v. Du Pont)

3. Another exception is if the proposal was submitted for the purpose of promoting general economic, political, racial, religious, social or similar causes. (Medical Committee)
Historically, fewer than 10% of such social issue shareholder proposals receive 15% or more of the shares voted. Even if a shareholder proposal is not approved by the shareholders, such a proposal can be an effective public relations tool for an activist shareholder who can use a shareholder proposal to highlight a company policy to which the shareholder objects. Negative publicity associated with a shareholder proposal may ultimately pressure management to change its policies.
D. Antifraud Liability
Rule 14a-9 False or Misleading Statements- “No solicitation shall be made…containing any statement which, at the time…is false or misleading with respect to any material fact, or which omits to state any material fact necessary in order to make the statements therein not false or misleading, or necessary to correct any statement with respect to the solicitation of a proxy for the same meeting or subject matter which has become false or misleading.”

Very similar to elements of Rule 10b-5 claim.

Elements of a cause of action under Rule 14a-9:

1. Standing

a. Rule 14a-9 provides a private right of action. (J.I. Case Co. v. Borak)
b. The shareholder must have been subject of the proxy statement (entitled to vote at time of proxy solicitation).

c. But individual shareholders need not have actually read or relied upon the proxy statement. (Cowin v. Bresler)
2. Materiality

a. Similar materiality tests from Rule 10b-5. Whether the fact would have been important to a reasonable shareholder’s decision on how to vote.
b. But Rule 10b-5 seeks to protect investment decisions; Rule 14a-9a, suffrage decisions.  Information may not be material to share value, but may be material to the question of a director’s fitness to serve.

c. United States v. Matthews (2nd Cir. 1986)- The court says Schedule 14A only requires disclosure of criminal convictions or pending criminal proceedings and not mere uncharged criminal conduct.

d. GAF Corp. v. Heyman (2nd Cir. 1983)- This case involved pending civil suit against candidate by his sister. The court did not require disclosure of this proceeding, because the lawsuit was unrelated to the business of the subject corporation.

e. Require a lot of information to be disclosed, but there is a line. Personal matters versus business related issues.

3. Causation

a. Mills v. Electric Auto-Lite Co. (1970)

i. No need to require proof of whether the defect actually had a decisive effect on voting.

ii. “Where there has been a finding of materiality, a shareholder has made a sufficient showing of causal relationship between the violation and the injury for which he seeks redress if, as here, he proves that the proxy solicitation itself, rather than the particular defect in the solicitation materials, was an essential link, in the accomplishment of the transaction.”

b. The question after Mills is what exactly is an “essential link”?

c. Virginia Bankshares, Inc. v. Sandberg (1991)- This case held that minority shareholders whose votes were unnecessary for approval of a freeze-out merger could not establish causation. There votes were no legally needed to approve the merger.  No essential link. 

4. Scienter
a. The Supreme Court has yet to resolve whether a plaintiff must prove scienter, or only some form of negligence, to state a cause of action under Rule 14a-9
b. Gould v. American-Hawaiian S.S. Co. (3rd Cir. 1976)- The court based liability under Rule 14a-9 on negligence. Different from Rule 10b-5, which requires a higher degree of mens rea. Rule 10b-5 talks about intent to defraud and should require a showing of intent.

c. Adams v. Standard Knitting Mills, Inc. (6th Cir. 1980)- Conversely, the Sixth Circuit did require intent for violations of Rule 14a-9 by outside professionals, such as accountants. But this case has not been widely followed.
5. Damages

X. Close Corporations

A. Introduction

What are the common attributes of a close corporation?

1. A close corporation is owned by a small number of persons.

2. There is often a high overlap between the shareholders and managers and employees of the business.

3. Shareholders are undiversified in their investments since most of their money is invested into the corporation. Therefore, they have little investment liquidity.

4. Shares are not traded on the public market so the value of an ownership interest in a close corporation is hard to value.

5. Shareholders care about the identities of their fellow shareholders (because of personality interests, high level of risk in being undiversified, and risk in not being liquid) and there is a high level of reliance on fellow shareholders.

6. Deadlocks may arise because of the small number of shareholders and they may have required higher than majority vote to resolve contested issues.

Del. § 342 defines a close corporation by reference to three elements:

1. All of the corporation’s issued shares must be held by not more than 30 persons;

2. All of the issued shares must be subject to one or more authorized restrictions on transfer; and

3. The corporation cannot make any “public offering” of its shares within the meaning of the Securities Act of 1933.

Del. § 344 states that close corporation status can be obtained by an amendment to the certificate of incorporation approved by a two-thirds class vote of the shareholders. 

Del. § 345 states that close corporation status ends if one of the three prerequisities is breached.

Del. § 346 states that voluntary termination of close corporation status requires a two-thirds class vote, although the certificate may require a greater vote.

B. Restrictions on Transferability
Del. § 202 established the permissible types of restrictions of transfer of securities.
The most common restriction is the “right of first refusal”, which grants the corporation and/or the remaining shareholders a first option to buy the shares of a shareholder who wishes to sell (or dies, becomes disabled, leaves the corporation’s employ, etc.).

Other types of restrictions are first options, buy/sell agreements, and consent requirements.

Allen v. Biltmore Tissue Corp. (N.Y. 1957)

· The court held that “more than a mere disparity between option price and current value” must be shown to invalidate a transfer restriction.

· The court also held that the law does not condemn a restriction on transfer, a provision merely postponing sale during the option period, but an effective prohibition against transferability itself.

· In this case, the corporation had the right for a limited time period (90 days). After that, the shares could be sold to anyone.
Rafe v. Hindin (N.Y. 1968)

· Two shareholders each owned 50% of the corporation’s stock.

· There was a legend on each certificate, signed by the parties, which made it non-transferable except to the other stockholder; and written permission from the other was required to transfer the stock to a third party.

· The plaintiff wanted to sell his shares to a third party, but the defendant refused to buy them himself or consent to the sale to the third party.

· The court held that this was an invalid restriction on transferability.

· The defendant was given arbitrary power to forbid a transfer of the shares to a third party. He could always say no.

· The legend should have included that consent could not be unreasonably withheld.


Del. § 349 states that even when a restriction is held to be invalid, the corporation still has an option for thirty days after the judgment to buy the shares for an agreed upon price or fair value as determined by the court.
C. Shareholder Agreements
Del. § 218(c) states that “an agreement between two or more shareholders, if in writing and signed by parties thereto, 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 a procedure agreed upon by them”.

Ringling v. Ringling Bros.-Barnum & Bailey Combined Shows, Inc. (Del. 1947)

· A group of shareholders may, without impropriety, vote their respective shares so as to obtain advantages of concerted action. They may lawfully contract with each other to vote in the future in such a way as they determine.

· The shareholders in this case had a provision for submission to an arbitrator as a deadlock-breaking measure whose decision “shall be binding upon the parties”.

· What was the defect in the agreement? There was no enforcement mechanism. The arbitrator can make a ruling, but if the party doesn’t comply, the other party is left with a breach of contract claim, which doesn’t help at the moment of election. So make sure you put in an enforcement mechanism to the arbitration ruling. 

D. Voting Trusts
A voting trust is a device established by the formal transfer of voting shares, usually for a designated period, from their owners to trustees. The trustee has legal title to the shares, as well as the right to vote in the manner agreed on. The shareholders are usually issued voting trust certificates for their shares, which carry the right to dividends and other asset distributions and in turn are exchanged for the shares on termination of the trust.

Del. § 218(a) authorizes the creation of and governing of voting trusts. The shareholder must file the trust with the corporation so there can be no secret voting trusts. Moreover, on the face of each stock certificate it says it is restricted by a voting trust.

Delaware has no time limit, but RMBCA jurisdictions have a 10-year maximum.

Abercrombie v. Davies (Del. 1957)

· The court states that an essential characteristic of a voting trust is the separation of voting rights of stock from the other attributes of ownership.

· An additional element is that the voting rights given are intended to be irrevocable for a definite period.

· To all these elements should be added that the principal object of the grant of voting rights is voting control of the corporation.

· The court says these elements were met in this case. This was a voting trust and the statutory provisions, including filing the trust in the corporation’s principal office, were not complied with.

· Court was upset that they were trying to create a secret voting trust. Because a voting trust can transfer control so dramatically, you need to file and disclose it to the other shareholders.

Lehrman v. Cohen (Del.1966)- In any recapitalization involving the creation of additional voting stock, the voting power of the previously existing stock is diminished, but a voting trust is not necessarily the result.

E. Agreements Respecting Actions of Directors
The business and affairs of a corporation shall be managed by a board of directors and not the shareholders. However, this section deals with attempts by shareholders to have some role in more detailed matters, such as who the corporation’s officers and employees are to be, how much they are to be paid, when and in what proportion profits are to be divided, etc.

McQuade v. Stoneham (NY 1934)

· McQuade, Stoneham, and McGraw agreed to elect each other as directors. However, they further agreed that Stoneham would be president; McGraw, vice president; and McQaude, treasurer, at specified salaries.

· The court held the agreement to be void.

· The business of a corporation shall be managed by its board of directors. 

· Stockholders may of course combine to elect directors. The power to unite is, however, limited to the election of directors and is not extended to contracts whereby limitation are placed on the power of the directors to manage the business of the corporation by the selection of agents at defined salaries.

Del. § 709 states that the certificate of incorporation may contain provisions that (1) increase the number of directors that constitute a quorum and (2) increase the number of votes of directors necessary for the transaction of business.

Del. § 715 states that the certificate of incorporation may provide that all officers or that specified officers shall be elected by the shareholders instead of the board.
Clark v. Dodge (NY 1936)

· Same court, but different result than in McQuade.

· Two shareholders (Clark and Dodge) had an agreement that the 75% shareholder (Dodge) would vote for the 25% shareholder (Clark) as director and general manager for as long as he remained “faithful, efficient, and competent”. In addition, Clark would also receive ¼ of net income either in profits or dividends.

· Different than McQuade, in which there were other shareholders not party to the agreement.  In this case, there is unanimity among the shareholders.

· The test for whether an agreement is valid is: (1) there can be only slight impingement on the board and (2) there can be no actual or possible harm to minority shareholders, bona fide purchasers of stock, or to creditors). 

· In this case, there was only a negligible invasion of the board’s powers and there is no damage suffered or threatened to anybody.

· The broad statements in the McQaude opinion, applicable to the facts there, should be confined to those facts.

Long Park, Inc. v. Trenton-New Brunswick Theatres Co. (NY 1948)

· All three shareholders agreed that one of them, owning half the shares, should have full authority to manage the corporation’s business for 19 years.

· The court held this agreement to be void.

· This agreement is not slight impingement, but completely sterilizes the board. The directors may neither select nor discharge the manager, to whom the supervision and direction of the management and operation of the theatres is delegated with full authority and power.

F. Majority’s Fiduciary Duties to the Minority 

Wilkes v. Springside Nursing Home, Inc. (Mass. 1976)

· The court held that shareholders in a close corporation owe each other the duty of “utmost good faith and loyalty”.

· This is important because in close corporations, the majority can oppress, disadvantage or “freeze-out” the minority, since there is no ready market for minority shares in a close corporation.

· What is the test for whether there is a violation of this fiduciary duty?

· It must be asked whether the controlling group can demonstrate a legitimate business purpose for its action.

· The minority group can then show that this objective could have been accomplished through an alternative course of action less harmful to the minority’s interest.

· It is up to the court to weigh both sides and decide.

· In this case, the court held that there was no legitimate purpose for severing Wilkes from payroll or refusing to reelect him. There was no showing of misconduct and it is clear that the attempt was to “freeze out” Wilkes.

· Most important is the fact that the cutting of Wilkes’s salary, assured that Wilkes would receive no return at all from the corporation.

Zidell v. Zidell, Inc. (Or. 1977)

· Minority is challenging the purchase of one shareholder’s shares by another.

· There were three shareholders (37.5%, 37.5%, and 25%). One of the 37.5% bought the 25%.

· Plaintiff wants the stock to be offered to and purchased by the corporation. Then there would be no change in power. The two 37.5% are supposed to be in balance.

· The court refuses to implement this remedy.

· As a general rule, the director violates no duty to the corporation in dealing with the corporation’s stock on his own account (except for insider trading).

· The exceptions would be if there was an agreement to maintain proportionate control or evidence that there was a policy for the corporation to buy back stock whenever it becomes available.

XI. Changes in Control 
A. Hostile Transactions 

Should management’s efforts to block a hostile takeover be reviewed under business judgment rule or a stricter form of review?  On one hand, whether a particular takeover bid is the best deal for a shareholder seems to fall under the business judgment rule. On the other hand, management does not want to be replaced so there is a duty of loyalty issue.

Cheff v. Mathes (Del. 1964)

· Primary Purpose Test:

· If the board was motivated by a sincere belief that the buying out of the dissident stockholder was necessary to maintain what the board believed to be proper business practices, the board will not be held liable. 
· On the other hand, if the board acted solely or primarily because of the desire to perpetuate themselves in office, the use of corporate funds for such purposes is improper.

· The directors are of necessity confronted with a conflict of interest, and an objective decision is difficult. Hence, the burden should be on the directors to justify such a purchase as one primarily in the corporate interest.
· This burden can be satisfied with a showing of good faith and reasonable investigation.

Unocal Corp. v. Mesa Petroleum Co. (Del. 1985)

· The court reiterates the test from Cheff:

· The directors must show they had reasonable grounds for believing that a danger to corporate policy and effectiveness existed because of another person’s stock ownership.

· They satisfy this burden by showing good faith and reasonable investigation.

· Such proof is materially enhanced, as here, by approval of a board compromised of a majority of outside directors.

· Once you pass the reasonable belief test, are there any limits to what you can do?

· The court adds an element of proportionality. For a defensive measure to come within the ambit of the business judgment rule, it must be reasonable in relation to the threat posed.

· The court lists factors that a company can take into account including the inadequacy of the price, illegality of the offer, the impact on “constituencies” other than shareholders, the risk of nonconsumation, and the quality of the securities being offered in the exchange.

· After passing these tests, the board’s decision is entitled to deference under the business judgment rule.

Paramount Communications, Inc. v. Time Incorporated (Del. 1990)

· Unocal review applies to all actions taken after a hostile takeover attempt has emerged that are found to be defensive in character. 

· Did the Paramount offer pose a threat? 

· In Unocal there were problems with price and coercion. There was no coercion, because no shareholders are left out of this deal as they were in Unocal. So the only issue can be price, but this price is so high! 

· However, the court says that Time had an interest in preserving its long term corporate strategy. 

· Price and coercion are not the only factors. It is an open-ended analysis and the board can consider many factors.

· Is the Warner tender offer proportional to the threat posed? This step requires an evaluation of the importance of the corporate objective threatened; alternative methods for protecting that objective; impacts of the “defensive” action and other relevant factors.

· The objective- the realization of the company’s major strategic plan- is reasonably seen as of unquestionably great importance by the board.

· Moreover, the defensive step taken was effective but not “overly broad”. The board did only what was necessary to carry forward a preexisting transaction in altered form. It did not prevent Paramount from making an offer for Time-Warner or from changing the conditions of its offer.

· However, management actions that are coercive in nature or force upon shareholders a management-sponsored alternative to a hostile offer may be struck down as unreasonable and nonproportional responses.

· The court therefore concludes that the revised merger agreement was reasonable in relation to the specific threat posed by the Paramount offer.

· The court emphasizes the importance of business judgment protection.
B. Friendly Transactions:
Friendly transactions still pose conflict of interest for target management, who may have approved the transaction because the acquirer promised them post-transaction benefits. 

They are policed in the first instance by the requirement that any form of acquisition receive target shareholder approval.
However, management actions may limit the effectiveness of shareholder approval. For example, management may contractually agree with one bidder to neither solicit nor cooperate with a competitive bidder (no-shop clause). Management may also assist a favored bidder by providing them an advantage, such as a stock or asset lock-up or a termination fee.
Revlon, Inc. v. MacAndrews & Forbes Holdings, Inc. (Del. 1986)

· Revlon extends the Unocal intermediate standard from target company defensive tactics to target company tactics designed to facilitate a friendly bid.

· The Revlon board’s decision authorization permitting management to negotiate a merger or buyout with a third party was a recognition that the company was for sale.

· The duty of the board had thus changed from the preservation of Revlon as a corporate entity to the maximization of the company’s value at a sale for the stockholders’ benefit.

· This significantly altered the board’s responsibilities under the Unocal standard. The whole question of defensive measures became moot.

·  “The directors’ 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.”

· The lock-up and no-shop and termination fee clauses are not per se illegal under Delaware law. But they have to be used to induce bidders into the auction, not end the auction and foreclose further bidding.

· In this case, the court decided that the board ended the auction to avoid personal liability to the note holders. No good faith and business judgment is lost. Unocal then requires a higher fairness review, which is very hard to meet if it gets to this point.

Mills Acquisition Co. v. Macmillan, Inc. (Del. 1989)

· Revlon was triggered when Macmillan put the company up for sale and started taking bids.

· Under Revlon, the board’s duties are altered and the sole responsibility of the directors is to achieve the best price for the shareholders.

· After triggering Revlon, the court goes through a two-step inquiry.

· If directors favored one bidder, the court determines whether the directors believed that target shareholders’ interests were advanced by the favoritism.

· If directors were properly motivated, then, as in Unocal, the court looks to proportionality: Was the benefit provided to the favored bidder “reasonable in relation to the advantage sought to be achieved?” In other words, did the directors get a good deal?

· Throughout the auction process, Evans and Riley provided advantages to KKR at the expense of Maxwell. These advantages included confidential information, a “tip” on Maxwell’s bid, a no-shop clause, and a crown jewel lock-up.

· The lock-up and no-shop clauses are not per se illegal, but can only be used for the benefit of the shareholders by improving the bids or inducing more bidders into the auction. Neither of those benefits occurred in this case.

· Evans and Riley violated their duties of loyalty. The rest of the board violated their duties of care. They were aware of the conflicts of Evans and Riley, they improperly delegated auction oversight, and they did not seek out all reasonably available information.

Paramount Communications, Inc. v. QVC Network, Inc. (Del. 1994)

· Paramount wanted to merge with Viacom. QVC made a hostile bid, but Paramount gave Viacom advantages as its favored bidder (no-shop, termination fee, etc.)

· Paramount argues that Revlon does not attach because a breakup of the corporate entity is required.

· The court says that Revlon is triggered when a board enters into a merger transaction that will cause a change in corporate control, initiates an active bidding process seeking to sell the corporation, or makes a breakup of the corporate entity inevitable.
· The court held that there was a sale or change of control in this case, because the majority of the corporation’s voting stock was transferred from the fluid market into the hands of a single person or a cohesive group acting together.

· It matters because it shifts all the voting powers from the diffuse group to the single person or controlling group. 

· Under Unocal, Revlon, and Macmillan, the board’s actions fail the enhanced judicial scrutiny.

Omnicare, Inc. v. NCS Healthcare, Inc. (Del. 2003)(en Banc)
· The board does not have unbridled discretion to defeat any perceived threat to a merger by protecting it with any draconian means available.

· Therefore, in applying enhanced judicial scrutiny to defensive tactics designed to protect a merger agreement, a court must first determine whether the actions taken were preclusive or coercive before its focus shifts to the “range of reasonableness” in making a proportionality determination.

· In this case, the defensive measures were preclusive and coercive in the sense that they made it “mathematically impossible” and “realistically unattainable” for the Omnicare transaction or any other proposal to succeed, no matter how superior the proposal.

· The deal protection devices were designed to coerce the consummation of the Genesis merger and preclude the consideration of any superior transaction.

C. Sale of Control:

Conflict arises over the distribution of the premium paid for control. If a controlling shareholder sells her shares at a premium, do minority shareholders have a right to a portion of the premium?

Perlman v. Feldmann (2nd Cir. 1955)

· Feldmann (dominant stockholder, president, chairman of board) sold his shares for $20 each, even though the market price has not exceeded $12 and the book value was $17.03.

· Plaintiffs, the minority shareholders, contend that the consideration paid for the stock included compensation for the sale of a corporate asset. This power was the ability to control the allocation of the corporate product in a time of short supply, through control of the board of directors.

· Court views this as a misappropriation of a corporate opportunity case. The corporation could have used its market position to finance improvements in its exitsing plants or acquire new ones, or build up patronage in its geographical area for when steel becomes more abundant.
· We have here no fraud, no misuse of confidential information, no outright looting of a helpless corporation.  But “the actions of the defendants in siphoning off for personal gain corporate advantages to be derived from a favorable market situation do not betoken the necessary undivided loyalty owed by the fiduciary to his principal”.

· When the sale necessarily results in a sacrifice of this element of corporate good will and consequent unusual profit to the fiduciary who has caused the sacrifice, he should account for his gains.

· Hence to the extent that the price received by Feldmann included such a bonus, he is accountable to the minority shareholders who sue here.

The current state of the law allows the controlling shareholders to sell control at a premium without an obligation to allow minority shareholders to participate or otherwise share in the premium, subject to a number of exceptions. (Mendel v. Carroll)
1. “Looting” theory- controlling shareholder cannot sell his shares if he knows the purchaser will do harm to the company.

2. Theft of corporate opportunity 

3. Sale of office- selling your stock, but really selling your directorship by agreeing to resign and then elect the purchaser’s candidate.
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