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Foundations:
Agency Law

Introduction to law of enterprise organizations and nature of agency relationship: Attempting to view organizations as complex sets of actors, each with different sets of motivation.  Organizations do not have single purpose.  Issue: how do you coordinate people with different motivations?  Agency costs (of becoming informed) is a big part of the problem, as is opportunity for opportunism ( Agents can really misbehave.  “moral hazard” problem (hidden actions) and “adverse selection” problem (hidden information); may exploit SH collective action problem.  
Law’s response: reduce cost of contracting by providing good default rules, and facilitate contract making.  Construct contracts with appropriate incentives that help to reduce agency costs. And prohibit suspect deals via mandatory rules that try to protect vulnerable parties.  

Agency relationship

Definition: Fiduciary relationship where an Agent by mutual assent 
(1) acts on behalf of a Principal 

(2) and is subject to A’s Right of control.

(3) consent by A to so act.

Right of Control: that P exerts need not be direct or exercised in practice.  May simply be right to terminate the authority to do the job, and that job is done on P’s behalf.

( The principal always has the right to terminate the agency.

Principal’s Consent: must have manifested consent but it

(1) need not be an express request and 

(2) may be inferred from conduct of the parties
1. Liability in contract
a. Core questions:
i. When does an agency relationship arise?  (What type is it?)
1. Actual: P liable, A not liable.  Principal’s actions are such that a reasonable person in the position of the agent would believe that the agent was acting on the principal’s behalf and subject to his control.   Parties conceptions do not control.  If you can’t find evidence of control, look for evidence of risk.  Cargill was an actual authority claim, even though it might have seemed like a better apparent authority claim (b/c most of the evidence was of TP perception, and it’s hard to argue that agent Warren thought Cargill was P: Cargill gave farmers assurances; Exercised supervisory authority; Gave individual advice (though W snubbed it – by right?  Veto of small expenditures;Right of first refusal, purchase of most of grain (80-90%); Warren is not liable for contracts, Cargill is, because of Warren's expectations; Farmers' expectations are irrelevant here; Cargill-Warren legal statement not determinitive). 

2. Apparent:  P liable, can seek indemnification.  Idea is that as between the third party and the P, it’s the principle’s fault; but as between the agent and the principle, it’s the agent’s fault.  That’s why P can seek indemnification, but TP can initially recover from P. Test:  1) P’s manifestations to a 3rd party are such that (2) a reasonable prudent person in TP position would believe that A was acting on P’s behalf, within scope of his authority, and subject to his control (even if A doesn’t nec. have that authority.)  Protects TP R expectations.  P must act- A’s actions alone cannot give rise to apparent authority.  Some juris require reliance, others do not.  
a. Titles do matter: Lind v Schenley: It was reasonable for Lind to believe that VP had the power one usually has in such a position, that is, he had the power to set/delegate salaries and commissions.  (A knew he didn’t have this: so no Actual Authority).
3. Ex post ratification:  P liable, A not liable.  Can ratify expressly, or impliedly by conduct.  P must exist at the time the agent initially contracted with the 3rd party.  
4. Inherent authority: P liable, can seek indemnification.  A need not have a disclosed principle.  § 195 – Elements for inherent authority power with an undisclosed P: P entrusts A to manage his business; A is a “general agent” w/actual authority to conduct some types of transactions; the transactions in question were usual or necessary in such a business; A was acting on P’s “account” (i.e., in P’s interests); P is liable even if A acts contrary to express instructions.  Nogales involved inherent authority (principle may be liable upon a contract made by a general agent of a kind usually made by such agents, although he may be forbidden to make it and although there had been no manifestation of authority to the person dealing with the agent…).  See Menard v Dage.  
b. What kind of agency Relationship is it?  7940765232

i. Master-Servant
ii. Other types
c. What are the P’s and A’s rights/obligations towards TPs?
i. Contract obligations
ii. Tort obligations
d. Types of relationships:

i. agency:

1. General agency: a series of transactions involving a continuity of service.
2. Special agent: a series of transactions not involving a continuity of service

ii. Contrasting to other types of relationship 
1. Debtor/creditor - Restatement 2nd § 14(O):  Creditor becomes a principal when she exerts de facto control over the debtor;  Control need not be day to day control, control over what contracts are made is enough.
2. Buyer/seller - Restatement 2nd § 14(K) : One who Ks to acquire property from a TP and convey it to another is the agent of the other only if it is agreed that he is to act primarily for the benefit of the other and not for himself.  Relevant factors include whether he is to receive a fixed price for the property, whether he acts in his own name or receives title in his name, or whether he has an independent business of buying/selling similar property.  Test is not necessarily about control but rather what happens with profits
3. Franchises:  Franchisor crosses the line into a P-A relationship when he goes beyond setting standards into controlling day to day operations of the franchisee.  Holding self out as one big company allows you to maintain uniformity but may prevent you from escaping liability.    Reputation is important ( indirect indicia of control.  If A operates under P’s name, P has an incentive to maintain sufficient control: make sure A lives up to the P’s reputation.  To avoid this problem, use the Best Western method – “independently owned and operated”  (see Humble/Hoover)
2. Liability in tort: (most A can’t pay, so we want liability to rest with P, also to induce P to take precautions)
a. Definition: A master-servant relationship exists where the servant has agreed to  
a)  work on behalf of the master and b)  to be subject to his control (or right to control) over the physical conduct of the servant (This is the manner in which the job is performed; goes beyond the result alone.)  If independent contractor, then P is not liable.  
b. Even if a contract specifically states that S is not an employee but an independent contractor and that the master is not to be liable for actions taken by S, it is not enough to terminate a M-S relationship.  (see Humble)
i. Court will look at whether P manifested consent to the MS relationship
ii. P has manifested consent to the right to control A’s conduct.
iii. A master could insert a clause in the contract that would require the S to indemnify.
c. Restatement § 219 M is liabile for torts of S committed while S acting in the scope of their employment.  M is liable for the torts of servants acting outside the scope of their employment if:

i. M intended the conduct/consequences; or

ii. M himself was negligent or reckless, or
iii. The conduct violated a non-delegable duty of M, or
iv. S purported to act or to speak on behalf of the M
1. there was reliance upon apparent authority, or 
2. S was aided in the tort by the existence of the agency relationship.

v. Theory: MS (or respondeat superior) is a type of policy decision on inherent authority.  

1. If have right to control someone, then be responsible for what goes on.  Classic example is employer-employee (ie. waitress); but MS goes beyond this.  Idea: financial incentives influence the risk taken and thus the chance of tort.  Reluctance of courts to extend this to examples like: Managed care: pay structure influences how many patients doctors take on.  Forces doctors to see so many patients that something will go wrong. 

a. Solvent agent: P pays anyway: Must either pay A higher salary, or pay plaintiff.
b. Insolvent Agent*: plaintiffs won’t sue, agent’s won’t pay; P’s off: won’t prevent risks

2. Problems with vicarious liability

a. Narrow understanding of control: often courts don’t consider financial control
b. Incentive to relinquish control where more control is better.
vi. Direct Indicia of MS: Contractual constraints on A’s autonomy such as hours, reports, regulation of business practices.  R §220 looks at a variety of factors including: The extent that the P is allowed to determine the details; Whether A has a distinct business; How is the pay organized? Paid per job or by wage?; Tax status; Amount of risk borne by each; If A only has one P (only exists to serve one person), looks like an employee; Long run relationship increases likelihood of finding control; Trade practice – is this the kind of business that’s usually done in a supervised way?; Specialized skill in A that P needs?; Location of work – is it done on a place separate from where the P is?; If P has easy access to/can easily monitor A, Ct may think of P as having control; Who provides supplies? Is A’s job part of P’s regular business? Terms of the relationship. Capacity to control may ( right to control.
vii. Indirect Indicia: Financial & Risk Structure: (similar to Cargill) Risk & Profits: Ps who bear the risk and take profits are more likely to demonstrate control.

viii. Humble Oil v. Martin: Humble leased to Schneider (who did hiring & repaired cars on the side), as an independent contractor, but intervened financially, required reports, could terminate lease at will, retained title to unsold products (though this is often red herring), exclusive contract, set hours, paid for ads and utilities; rent was based on amount of gas sold (looks like a commission). Had K saying this was a franchise. Court said this was MS nonetheless; Humble liable.  
ix. Distinguishing Independent contractors (§ 219(3)???)  Definition: An independent contractor is a person who contracts with another to do something for him but who is not controlled by the other nor subject to the other’s right to control with respect to his physical conduct in the performance of the undertaking.  
He may or may not be an agent.  Specify scope of job, but not how it’s done (ie. builder, lawyer)

1. Key Issues: Title: usually smoke & mirrors; Who bears risk of losses? Who is entitled to get gain of increased profits?  We assume parties will join control with risk & benefit.  Financial Structure: Check if financial structure indicates indirect control/leverage over A;

2. Hoover v. Sun Oil: Sun leased to Barone; employee smoked while filling car. Sun held not liable for injury because, although Sun owned gasoline: P had flexible profit based rent scale and received a commission, the station owner bore most of the risk/retained full profits, controlled day to day operations, held product title, not exclusive products, no reports (wkly visits), 30 day lease notice.  Tricky device- shifted title of goods to Barone, but made rent dependent on sales- Sun still bears costs, but is trying to avoid m/s liability.  
a. Financial Structure: Who bears risk for non-sale/gets profits from sale (not nec. title)  
i. Humble Oil: HO got rent, which was based on oil sold; and paid 75% utilities.  If mkt demand dropped/increased, HO profit followed.  If price of utilities went up/down, HO benefited proportionately.  

ii. Sun Oil: Most market risk is with Barone. Rent % agreement: Sun gets high profits if lots of sales.  But: rental has min & max: even if Barone does well/miserably, Sun okay.  This limited risk enough to find IC in Hoover but not in Humble  Risk is important part of calculus
3. Fiduciary duties: another way of governing agency.  Can use ex ante agreements (like monitoring or incentive based contracts).  Can use exit rights.  Fiduciary duties is the law filling in what agreements/exit right don’t capture.  
a. types of duties:

i. duty of obedience

ii. duty of care & skill (can contract out of it)

iii. duty of loyalty (duty to act solely for the benefit of P; equivalent: duty not to use your position at firm for your own benefit at firm’s expense) (cannot contract out of duty of loyalty; a fully informed P can agree to a conflict of interest, but you have duty to inform P, get their agreement, and must deal fairly.)  Limited to subject matter of agency

b. Tarnowski v Resop: P engaged D to investigate & negotiate purchase of route of coin operated music machines.  P already recovered against sellers.  So what is his claim against D?  Damages claim: for expenses attorneys fees.  Restitution claim: you got $2000 secret profit that you aren’t entitled.  Though this restitution might overcompensate P, the claim is that this discourages efficient breach of contract, which we don’t want in principal/agent context.  Also, since this was an intentional breach, so less worried about overpenalizing A.  
i. Duty of care breach- to take level of care that reasonable person would (negligence).  Core element of this is that he was hired to check out business and didn’t.  Clear breach of due care.  Also duty of loyalty breach: he got a commission from other guys, so he is on both sides of the deal.  
ii. when agent violates duty of loyalty, the deal is voidable even if fair.  

c. trustee duty: special kind of agency relationship:  trust is legal entity that trustee manages.  Trustee is agent.  Manages trust not for benefit of P (whomever set up trust), but for designated beneficiary.  A follows direction of P even if beneficiaries are not happy about it.  They do not get any say (beneficiaries).  Trustee can’t use assets for own benefit unless gets consent of all beneficiaries.  Disclosure Requirements: Self-interest; Material facts; To someone who can consent
i. Several rules available, depending on jurisdiction

1. Bright line: Trustee can’t deal with trust (no reason to do this).  Even if have consent: much closer scrutiny.  Idea: Protect them from own consent.  

2. Restitution: If trustee deals w/trust (sans disclosure): then profits go to trust.  Constructive trust imposed on all profits derived from trust (ie. farming land).  Focus not on damages here: (ie. could they have done better), but on profits
ii. duty of trustee is strict and punishing- don’t need to find evidence of damage and even can find negative damage (i.e. the transaction was good!).  Very light burden on plaintiff.  Turns hugely on disclosure (disclose to all competent beneficiaries).  

iii. Gleeson: someone challenges the trustee’s lease.  One of beneficiaries is incompetent and can’t consent w/o guardian.  Some jurisdictions have allowances for these transactions without consent, but they have careful scrutiny of fairness.  This is a relaxed version of the rule above: idea is to allow some transactions b/c not all trusts are set up to protect money from dumb beneficiaries, some are just for tax and credit purposes (and hence we’re less concerned about dumb beneficiaries that we can trust to consent).  
Forms of Business Organization:
Partnership

1. Partnership formation, management & authority: General partnership is simplest.  Have right to control business and personal liability by owner for debt (contrast w. corporation, where you have legal entity status, w. limited liability.  Wall b/t assets of corp and assets of person.   General partnership is one that is cheapest to form.  We focused on UPA b/c clear, adopted by every state, partnership.  Core question: why co-ownership?  Can just do P/A!  A doesn’t like b/c (1) A may be concerned re; losing job as soon as successful, esp if A is “idea man”.  (2)A won’t have control over how business is run.  
a. Formation and rights of third parties

i. §9: All partners are agent of partnership and hence can create debt and obligation, etc.  Parnter can bind partnership if acting w/in authority.  Absent agreement to contrary, partner has actual authority and apparent authority defined by Sec 9.  This is “ordinary course of business”( actual authority. If one P insolvent, all other partners personally liable.  Property owned as “tenants in partnership” (§25), and no individual claim to sell it, i.e. partnership sells only if they all agree to sell.  

ii. Formation: how do we determine if employee or partner?  §6: partnership is association of 2 or more persons trying to carry on as co-owners.  Association is intentional language, as opposed to agreement/contract, b/c partnership formation can be informal.  §7: what is prima facie evidence of co-ownership?  Share of gross receipts is not (gross receipts don’t reflect risk, as in commission).  Share of profit is, as its claim to residual.  We assume control follows risk.

1. certain times that it will not: incentive based pay; profit sharing in employer/employee system; 

2. Express indicia: intent (express language of agreement, posture towards third parties, including tax forms)

3. Descriptive indicia: owner (residual right control + risk) ( ultimate control.  Capital investment (non-essential).  Duration (often fixed in partnership, as opposed to employer relation.  Liability to third party (co-owners are joinly liable; employees only liable if they don’t act w. authority).  Rights on dissolution (can they share profits, etc.) 

4. Vohland v Sweet: Sweet got 20% share of profits; UPA default is if share of losses = share of profits, then default is you are partner.  No evidence here Sweet is haring in losses.  He didn’t make capital contribution.  Runs day-to-day business (though one gets sense that he doesn’t make ultimate calls).  Duration: not indefinite.  Sense that Vohland could fire him.  Third parties: taxes filed by Sweet as self-employed.  
iii. Relationship b/t partners and creditors:

1. 3 aspects of creditor’s rights:

a. whom can they pursue?

b. when can an ex-partner escape partnership debt?

c. how do partnership creditors fare in competition w.r.t. personal creditors?

2. Munn v Scalera: Pete & Bob building house, split up; offer to finish it individually.  Munns opt for Bob.  Bob completes house, but hass debt to pay.  Is Pete liable?  If P &B still partners, §15: joint and several liability if wrongful act or breach of trust (only for your share of profits).  This case, dissolved, so §40 governs: if partnership is bankrupt, then this will dissolve partnership.  Upon dissolution, partners have to pay off partnership losses in proportion to their share.  If one  can’t pay, other has liability. §18(a): your liability is proportional to your share of the profits (default rule).  §36(3): if agreement materially changes after you leave partnership, you are off the hook (if you dissolve but other guy wants to keep going, Pete is in a bind b/c can’t pay off existing debt w. assets, and new business may incur new obligations.  Default is you’re on the hook, 36(1).  (2) lets you off if creditor agrees to let you off hook. (3): if creditor makes material change to obligation between him and continuing party.  36 meant to capture debt restructuring, but used here even though all that changed was who paid, not what they paid.  
3. §18(e): equal right to conduct business.  §18(b): indemnification for expense reasonably incurred in ordinary course of business.  

b. Partnership governance

i. §16: partnership by estoppel (if you represent yourself as a partner, and third party reasonably relies, you cannot deny partnership status for purposes of suit).  §§6 and 7 tries to navigate relationship between partners.  18(g): you need unanimous consent to make new partner.  
ii. Problem 1: combine 18(e) (equal rights to manage: one person/one vote) and 18(h) (disputes in ordinary course of business resolved by majority vote)– so have S&S v. Columbo  - so S&S wins 18(h) most disputes resolved in ordinary course of business (voting can be informal).  Voting not by capital contributions, but one partner, one vote (can modify this).  If action is in contravention of the partnership agreement, then need unanimous vote.  If no partnership agreement, then matters that aren’t in ordinary course of business, you have no authority for and need unanimous consent.   For things that there is a secret limitation on (Colombo can’t hire anyone), there may be apparent authority, and so other partners may be liable for his decision to hire Ace.
iii. National Biscuit: If it’s the ordinary course of business, people who want to limit authority still need majority- this is to push partnerships to move forward and avoid hold-ups.  There are other juris. who have alternative rule- any guy who wants to do anything needs majority approval if challenged.
iv. You examine authority from the moment that the act was committed not from point (if exists) later on where authority was later limited.  

v. If no written partnership agreement, courts tend to look at ordinary course of business and infer backwards

c. Fiduciary duties & rights

i. UPA 22: each partner has a right of formal accountin of partnership affairs

ii. there’s a duty of loyalty (overarching duty to act for the partnership as a whole, not for yourself): that gives rise to lots of subduties: account for profits, not to usurp a business opportunity, not to take partnership confidential info and use it for yourself, not to compete in the subject area of the agency (if partnership sells real estate in ny cant open separate business that sells real estate in NY, but if partnership is re: ny real estate, might be able to sell real estate in CA on the side, as long as partnership contemplates tt partnership is limited to local geographic area)., cant act w/ conflicting interests, and there are rules on self-dealing. 
1. Meinhard v Salmon: If info comes to you as partner, it’s the property of the partnership.   “The trouble about his conduct is that he excluded his coadventurer from any chance to compete, from any chance to enjoy the opp for benefit that had come to him by the virtue of his agency alone”.  Can tell that opportunity exists, and then dissolve P ship if at will, and compete with Meinhard, or if for a term, wait until the P ship is dissolved and then compete.  As in corporate opportunities cases also, now there is shift onto defendant to prove there was no unjust enrichment: its not re: damages where plaintiff has to prove damages  - once breach duty of loyalty, you now have to prove you didn’t get anything
2. Dissolution

a. UPA 29: Dissolution is automatic, can happen for any one of a number of reasons:

i. If it’s a partnership at will (not for a particular term (length of time or specific undertaking)), any partner can just say “I dissolve” and that’s it…..or can say “I’m leaving” – withdrawing form the partnership dissolves the partnership (if terminal date comes it automatically dissolves, as it does when partner dies)

ii. Death/bankruptcy of partner automatically dissolves it

iii. Severing of any partner from a partnership automatically causes dissolution

iv. Can be dissolved by court order

1. a court might Dissolve b/c a partner becomes incapacitated, if he’s breaching fiduciary duties, if it can only be operated at a loss, etc. (see handout)
v. There are wrongful dissolutions

b. Dissolution means there’s been a change in the relationship so that one partner is no longer part of the business. 

c. ON dissolution, what happens? Q. is whether will continue the business or liquidate? This is decided at winding up (default term) (dissolution is just a change in the relationship, deciding whether to continue is decided in “winding up” process)  winding up phase (look at UPA 37, and 38.  When its wound up (sold everything, etc) – its terminated – obligations etc end at termination, not dissolution. During the winding up phase, the partners have to do work for the  - scope of agency changes (are to be winding up partnership not to work for it),  but still have fiduciary duties. unless otherwise agreed, each partner has right to wind up the business. If you have a wrongful dissolution, any of the rightful partners has right to wind up, and the wrongful partners don’t. If have a rightful dissolution, then,  its wound up unless all agree not to. If have a partnership for a term, and one guy decides to leave before the end of the term, he has no right to force a winding up, but any of the other rightful partners could! 

d. Adams v Jarvis: partnership for medical clinic. Agreement that one partner leaving doesn’t dissolve the partnership. but if partnership is dissolved, its liquidated (sold off).  Dispute: coming from the fact that we have a partner who’s leaving, trying to force a liquidation of the business. Other partner is saying no, we get to continue on, and you get your rights under the agreement.

e. Dreifust: UPA default rule: (38(1)) – any one partner has the right to force a sale of the business and to be paid off in cash.  Default is liquidation.  there are cts tt might do an in kind distribution, but ct says it doesn’t agree, b/c it feels best way to protect you is liquidation, and if you really want an in kind distribution you can agree to it (but we think most pple don’t want this)

f. Page v Page:  Sues for termination, b/c not clear whether it’s partnership at will or for a term.  If wrongful termination, then big deal- 37 and 38 would let you liquidate if rightful, but if wrongful, you have damages (i.e. loan withdrawal fees), non-dissolving partner has right to unanimously agree to continue business and doesn’t have to pay back withdrawing partner until business is terminated (just post bond).  
i. §32: if you have legit reasons for wanting out of partnership for ter, must petition court for ecree of dissolution.  If you lose, must stay in, if you win, Pship is dissolved.  Bases for these: (1) if one becomes incapacitated (2) if business can only operate at loss (3) misconduct of one partner, prejudicing business (4) breaches of Pship agreement

ii. evidence of term?  In magazine example, it takes 3 years to get out of whole- may imply term of length.  But here, guy has no expectation of losing money.  If you loan money with term for x years, to be paid out of profits, this is evidence of term (but if agreement is at will, this will trump).  What if there is partnership at will but dissolve wrongfully?  Traynor: one guy has right to continue business, you can get your capital out, and you are liable for damages.  
3. Limited liability modifications of the partnership form

a. limited partnership: general partner who controls business, but can have other limited partners.  Gen partner is personally liable, while lim partners are not.  Allows inflow of capital.  Requires formal formation and usually lawyers get involved.  Key limitation: limited partners may not exercise control.  They get benefit of limited liability, but because we want people in control to be at risk.  Tax benefits of partnership (“pass through taxation”).  Delaney: you enjoy LL status until you start to exercise control.  Liability for control is really apparent authority.  Modern approach is to allow Delaney type set up (CN20)
b. limited liability companies/partnerships: gives you tax benefits of partnership (only taxed once, unlike corp, where you are taxed on corp and on dividends).  Also gives you limited liability.  Very similar to LLP.   May have set of managing partners, though all can.  Cannot sell your shares (need unanimous consent); may change in future.  
Corporations

Basic Structure of Corporations
1. Corporate form (CN21): essential characteristics are investor ownership, voting by capital contribution, centralized management under elected board, limited liability of shares, free transferability of shares, legal personality of potentially infinite duration (independent of owners).  Must have board (however nominal) and must have one class of stock.  Most equity is voting common stock.  Why?  Common stock has greatest need to vote, b/c has no periodic interest payments, dividends, etc.  
a. same fiduciary duties under partnership, agency relationship attach here

b. Advantage over partnership: can raise passive capital. Default status is limited liability (though creditor can ask for guarantee; LL makes free transferability more valuable b/c reduces transfer costs- you don’t care about assets of co-owners); continuity (lives on after owners die- permits corp to own property); centralized management (allows for passive capital and diversified shareholders, get benefit of expertise of professional CEOs; but agency costs can be significant- hence SH voting, market for managers, incentive pay and fiduciary duties try to discipline) free transferability of shares (allows for development of large capital markets, as does centralized management), less flexible than partnership (more formalities).  Corporations double taxed.  Legal fiction lets corp to enter into contracts, get credit, b/c clear what assets it has (AK83)
c. LLC/LLP limited to smaller firms.  

d. relevance of state of incorporation: Delaware law is “default form contract”, can be modified. 50% incorp in Delaware.  Why?  Efficiency of law.  Manager friendliness.  Dedicated Chancery Court.  Momentum.

e. process of incorporation:  article/cert. of incorp is filed.(§§101-103)  

i. §102: what must be in cert: name, status, address in Delaware, purpose “for any lawful purpose”, number of authorized shares, how many classes of stock, voting rights.  What may be in cert: anything otherwise in by-laws, like management laws, special voting rules, duration of corporation, liability exemption for directors for due care.  §106: once you file with secretary, you are legal corp (don’t have to wait for charter issuance).  §108: original meeting is held.  Elect BOD, adopt by-laws, issue stock (must file w. SEC) and appoint officers.  
ii. why put in cert?  242(b): much harder to amend cert. once you’ve   (a) directors adopt resolution (b) call special meeting or annual meeting (following 222), majority of “outstanding stock entitled to vote thereon” must approve, also majority of each class.  If amendment affects rights of class (by increasing number of shares, par value, powers & preferences), then class can vote regardless of cert.  
f. closely held firms: few SH, incorporated for tax/liability purposes instead of capital raising purposes.  SH likely to be O/D.  Charters may restrict transferability of shares, commitments to make more capital contributions (if not aspiring to go ‘public’).  Decision to incorporate based on tax or transactions costs, not for cash.
g. thematic problems: controlling SH v dispersed control (where management is essentially self-perpetuating; control is ‘in the market’ ( management has de facto control).  In dispersed case, agency costs for management v all SH.  In controlling SH case, same problem but for management qua controlling SH v minority SH same problems.  
i. exacerbated by regulatory trend of 1900s, whereby statutes became enabling rather than mandatory.  Management largely free, hence courts used fiduciary duties and Feds used securities law to try to cope

h. §109: SH have inalieable right to amend by-laws.  Can give Board right to unilaterally amend as well.   SH Agreements are o.k. (buy/sell, voting, etc.), but if leave out some SH, strict fairness test  
i. LL: encourages investment in equity, and hence more capital for higher risk ventures.  Easterbrook & Fischel: LL makes diversification/passivity rational strategy b/c risk is lower (don’t need to monitor BOD or other SH b/c your life assets aren’t at stake).  LL promotes transferability ( managers have incentive to act efficiently or else risk takeover.  LL makes it harder to know what value of firm is from price, b/c prices would vary.  LL encourages diversification, which reduces cost of capital and encourages risky ventures (problem for tort creditor).  
j. Transferability valued b/c it permits market to discipline bad managers.  Hence, anti-takeover defenses incite a lot of fear b/c impinge this discipline.

k. §153: consideration for stock newly issued determined by BOD unless otherwise provided for in certificate.   

2. Delegated Management §141(a): default rule is Board shall manage unless in cert.  
a. Theory of central control: as it becomes more efficient to be ‘big’, efficiency gains from centralized management commandeering big firm increase. Idea that board can be better informed, and appoints good managers and monitors what they do.  Law trying to mitigate the collective action problem (SH have no incentive to care): requiring SH votes, disclosure, convenience of voting.  

b. Role of Board: 

i. Automatic Self-Cleaning Filter (England, 1906):  McDiarmid owns 55%, wants to overrule Board via resolution.  Charter says this can only happen w. super majority, which he doesn’t have.  McD wants to force BOD’s hand.  Court: BOD is agent of all shareholders, and contract was formed to allow BOD to manage.  We won’t mess w. that.  Concept is that BOD has duty to the firm for the ultimate benefit of SH (as the Board determines).  Tracks Delaware approach- unless in 141 or in cert, Board shall manage. 
ii. SH power limited: §211 can elect and remove Board.  §109: can amend the bylaws.  §242(b):approve amendments to cert. (but can’t propose amendments.  Need majority of outstanding shares).  §251: approve mergers.  §271: approve sale of substantially all the assets (but BOD must propose sale).  Acquisitions do not need SH approval. Under Delaware law, McD could only try to get rid of Board.   
iii. Board power: appoint, compensate and remove directors.  Delegate authority to subcommittees of board, to officers, etc.  Power to declare and pay dividends.  Power to amend bylaws.   Power to initiate and approve “extraordinary” corporate actions (amendments to articles, mergers, sale of all assets, dissolution).  Power to make major business decisions (product direction, prices, wages, etc.)   Must meet formally so as to avoid dangers of abuse.  §141(b): certificate or bylaws can provide for more than a majority of board vote for board action
1. Voting arrangements where designated class of stock vote for designated Board members are ok, but member’s fid. duty runs to all shareholders.  3 tiered classified board o.k. under §141(d); unless cert otherwise provides, these are only removable for cause.  Regular boards removable w.o cause
iv. limiting SH power for Board discretion rationale: expertise and information costs (SH don’t know enough, so if they interfere, they’ll screw everything up); minority protection also- controlling SH would otherwise be able to direct Board at Board’s whim, and there would be huge disincentive to be a minority SH.  

1. CEO problem: has best information, but best ability to dominate and distort.  

c. Role of corporate officers:
i. Jennings v Pittsburgh Mercantile Co (1964):  Mercantile public.  VP makes representations to Jennings re: sale & leaseback.  This is “extraordinary transaction”, which court says should have put Jennings on notice that VP had no apparent authority to promise commission.  “Agent cannot, by his own words, invest himself with apparent authority.  Such authority emanates from the actions of the principal.”  Notes that repeat dealings may establish apparent authority, but here dealings weren’t similar enough. Third parties are held to know what is typical in industry, and what title means to those in industry.  
ii. Menard v Dage (2000): although Pres. was specifically forbidden by Board to accept deal, he did, and court found “inherent authority” b/c he is President, and these are types of deals Pres do.  Big diff b/t “inherent” and “apparent” is that you don’t need reliance by t.p. that the principle even exists.  Hilton/Joe’s Hotel ex (CN29)
Debt, Equity and Economic Value

1. Capital structure and valuation
a. “capital structure”: mix of long term debt and equity claims that corporation issues to finance its operations (AK111).  

i. Debt has advantage of periodic payment, right to be paid first, and tax break that equity doesn’t get.  Infinite variations to loan contract.  If debtor defaults on interest payment, usually can accelerate payment.  Debt security is not ownership interest.  Debonshar, bond are ex.  “zero coupon bond”- all interest due on maturity date.
1. no fiduciary duties- all rights and obligations in contract; hence BOD can start taking risky decisions, and if your interest rate doesn’t reflect company is high risk, you’re out of luck

ii. Equity: contract, but fewer variations.  Comes w. right to vote, not payment (if not going to have right, or if take first @ liquidation, etc. must be in charter). “Residual”- right to what’s left at end.  B/c higher risk, higher degree of control (i.e. right to vote).
1. SH often don’t want dividends (if in higher tax bracket, div. are taxed higher than capital gains).  Would rather firm reinvest money, stock price goes up, and then you cash out and pay capital gains tax.  Firm prefers reinvestment (a) b/c debt is a pain in the butt and (b) b/c dividends are taxed as income

2. preferred stock: usually doesn’t vote unless dividend is in default, in which case it may vote on some/all directors (see charter).  May vote in merger if charter allows it (DGCL)

3. “conversion right”: right to convert one security into another at a fixed rate.  “Put right”: right of SH to force company to buy security at fixed price.  “Call right”: right to force SH to sell stock at fixed price (diff b/t “call right and redemption right is that called stock goes to treasury and can be reissued; redeemed stock is just cancelled). 

b. Valuation: 

i. time value of money- dollar today is worth more than a dollar tomorrow, b/c you can invest the dollar today.  How much you would net on that investment is the ‘discount rate’.  The higher the discount rate, the lower the present value of a given return (b/c you have that much more from having the money now).  Discount rate is taken as rate lending to government; for practical purposes, risk free. 
ii. PV = FV/(1+r)
iii. Expected value: weighted average of expected gain x probability of gain.  If risk neutral, you only care about expected value.  If risk averse, you care about expected value and variance- you would need to be paid more if the down side is lower/more likely.  

1. risk aversion from declining marginal utility of wealth (i.e. positive, sloping downward curve, so that moving x units ( this way will move you less “y” units up the curve than moving x units ( that way will make you lose “y” units.)  1st dollars are really important, and loss is sharp.
2. this is logic of insurance: how much of an insurance premium over and above expected loss will you pay to avoid loss?  Insurance companies insure diversifiable risk, as only some will make claims, rest will pay way too much to avoid risk.  “Risk premium”- how much more would you pay to avoid the unpleasantness of taking the risk?      

3. “Certainty equivalent”: What amount would you rather have for sure, than to have the risky higher pay-off.  Diff b/t this and the pay-off is how much do you have to pay me to take that bet? (‘risk premium’).   
a. calculate risk premium in present value terms.  So if expected value in year 1 is 15, and I’m risk averse, and my certainty equivalent is 12, then the risk premium is the difference between PV(15)-PV(12).  NOT $3.  If you’re doing it in terms of rates, then it’s ((interest rate & discount rate)
iv. net present value is a way of calculating if a loan is “worth it”.  You can calculate the present value of expected value (using the risk-adjusted rate to reflect how unpleasant the risk of not being paid back is) and subtract loan amount from it.  If positive or zero, it’s worth it.  If negative, then not.  See class 5a for Marcel’s Hotel problem.  
v. diversification: if diversified, you are risk-neutral as to firm-specific risks.  Systematic risk is risk you can diversify against.  Unsystematic risk is risk you cannot diversify against (e.g. economic downturn).  You can diversify firm specific risk, but not external events.  Even diversified SH still needs some risk premium, b/c you can’t have every risk disappear even in a large portfolio.  Hence, the greater the undiversifiable risk, the greater the risk premium & risk adjusted rate
vi. “efficient market hypothesis”: that the market will reflect the best guess of the of the value of the firm (based on publicly available information).  
c. debt/equity problem:  equity can mess over debt, particularly when it has ‘nothing to lose’.  At this point, it’ll take high risks that jeopardize debt and not best for firm, but good for equity (CN35).  Being highly leveraged is actually a great thing for equity (AK127)  Esp b/c cost of debt lower b/c lower risk and b/c of tax break.  However, managers have some incentive not to do this too much b/c of job security, and also debt can become more expensive if interest rates rise with risk of bankruptcy (which also is a disincentive to totally using debt). 
2. Limited liability and the rights of debt holders: voluntary creditors can raise interest rates (but this is not good for equity).  They can impose covenants to protect themselves.  Contracting can do a lot of the work, but many debt contracts aren’t well written, b/c lawyer fees are so high, and transaction costs of negotiating details high.   Equitable subordination, piercing the veil ( ways of dealing with this for corps.  Fraudulent conveyance not.  Also, mandatory disclosure via securities laws, but limited by crappy accounting rules.
a. capital regulation: regulating how much money is in firm.
i. distribution restraints

ii. minimum capital requirements: US doesn’t use this much.  “Enabling statute” concept.  Delaware regulates not what you start w., but how much you can take out.  All states have “dividend distribution statutes”- regulate ability of equity to w.draw.  
1. Board regulates dividends §170: ‘stated capital’ is amount promised to keep in firm, and capital surplus is amount SH can have.  Stated capital is arbitrary, based on par value.  Most firms no par.  So firms can declare stated capital, but aren’t required to.  Hence, you can go to almost insolvency.  

iii. capital maintenance requirement

b. standards-based duties.  3 groups we want to hold liabile
i. directors duty to creditors (law avoids b/c want corps to maximize profits, and so duty to debtors would work against this).  But Delaware does say: if you’re “in vicinity of insolvency” board’s duty shifts to duty to debt (equity-based opportunism too likely).  

ii. corporations duties to creditor: “fraudulent conveyance law”: allows creditor to void transfers of assets when palpably unfair to debt.   2 grounds: “actual intent to defraud” or “inadequate consideration” (if what debtor got was too small, and is now in insolvency).  RJR Nabisco raised this issue, b/c gave SH stock in new company as dividends, and old shell now may be insolvent.  Remedy: rescinds deal  

iii. shareholders duties to creditors

1. equitable subordination (subordinate any claims that equity is making as debt to the other creditors, so that it takes w. equity).  If SH makes loan to corp, SH has to wait until general creditors have taken.  Remedy: your debt is “subordinated”.  General rule is SH can lend (like this b/c they are in good position to know right interest rate).  But can be subordinated if:
a. Costello v Fazio (1958): partnership turned corporation, make equal capital contributions, rest is loan to corp.  Debtors want to subordinate old partners’ loans.  Test: is the transaction justified within bounds of reason and fairness?  Find that to transform the equity to debt was a violation of fiduciary duties, as it put company in bad position.  It led firm to be grossly undercapitalized, and was for personal gain.  A lot seems to turn on the fact that they withdrew the money, not just initially undercapitalized, and that they owed duties at that time. Court seems concerned that though all new creditors, they were going off business reputation of old-business, and hence reliance concern.
c. standard-based duties: piercing the corporate veil:
i. extremely unusual.  never in public companies.  removes shield of LL.

ii. 2 different approaches:

1. “alter ego” piercing- you have failed to respect corporate boundaries, and so you don’t get its protection.  Lowendhal: SH must completely dominate corporate policy, and use her control to commit fraud or “wrong” that proximately caused P’s injury.  Domination: failure to treat corporate formalities seriously, or “failure to pierce would produce injustice”.   AK147. Krivo: PCV when recognition of Corp form would extend principle of incorporation “beyond its legit. purposes and produce injustice or inequitable consequences.”  Horizontal: corp-corp.  Vertical: SH-corp.  

a. factors: thin capitalization, small # SH, no corporate formalities (implies Board isn’t managing), SH managing, commingling of assets  

2. Agency law: was corp an agent of SH?  Tort claimants use this, need master/servant.  AKA “instrumentality theory”.  Comes up even when formalities are respected, but one sub is really agent of parent.  Harder even than tradl piercing to get.  Can be horizontal or vertical
iii. Sea Land v Pepper Source (1991): 1. Van Dorn test requires unity of interest/ownership and 2. failure to pierce would promote fraud or injustice.  Court: Marchese easily failed first prong, borrowing from different companies for personal benefit, no meetings, by laws, articles.  Question they ask: was this to promote injustice?  Don’t have to show fraud, but want more than creditor’s inability to collect (like that they used corps to avoid responsibilities to creditors; that unjust enrichment would result).  Reverse piercing Tie-Net will make it liable up to all of its assets, not just Marchese’s share of it as SH (which piercing him gives you), and would put Sea Land on foot w. creditors, not equity, if Tie-Net in trouble.  Relevant activity is that which would hurt creditors (not tax fraud, b/c more cash there for them, and not stealing from Tie-Net, b/c that means more cash there for them).

iv. Kinney Shoe v Polan (1991):  Set up where all assets were in first company, and lease was with second.   Defaulted.  Court: gross undercapitalization + disregard for corporate formalities ( basic unfairness.  District court had said: if you’re a savvy 3rd party, then you should investigate, and if you could have found problem, then no PCV.  Court won’t apply.  
v. Walkovsky v Carlton (1966): Walkosky is using both alter ego theory and respondeat superior.  On alter ego: Is minimum insurance thin capitalization?  Court says no, but dissent disagrees.  Majority looks for failure to asset partition and doesn’t find it, so no PCV.   On respondeat superior: court faced w. choice in these sole SH cases, and generally hold No mater/servant.  If you’re trying to maximize profits, o.k. (if parent is using sub to enter into contracts bad for it, good for parent, then m9iay have problem).  
d. Why LL?  Argue that LL is optimal default rule for contracts- the rule we would expect for these types of contracts.  Creditors can protect themselves in face of LL.  Promotes passive capital, promotes transferability( capital markets, liquidity.  Against LL for contract creditors: opportunism and hard is hard to deal with (which is why you have PCV and fraudulent conveyance, b/c SH may game it at expense of debt.)  Arg for LL for tort: LL keeps us from bearing cost of tort risk, so you take too much tort risk (make products you wouldn’t otherwise, underprice them, folks buy more, risk increases).  No may to mitigate this (no interest rate, debtc covenants, etc.)  Tort creditors are involuntary.  Thin capitalization bigger deal for tort creditors, but still not enough to pierce the veil.  AK156: study found courts more likely to PCV on behalf of contract!  Misrep very bad.

AK181: Recurring theme: even if principle (i.e. “maximize firm’s value”) is accepted (and there is controversy even on core principles), the application of rules and their empirical effects are hotly disputed.  Makes one cross-eyed if thinking policy.  This is Law & Development problem I was having!  
Shareholder Voting & Regulation of Proxies: Not the most effective way of disciplining management.   The only thing you can really do is try to effect a change of the Board, but if you lose, you bear the cost, so there is disincentive to try.  14a-8 gives some voice to SH, but they are limited to larger non-managerial issues.  In end, b/c promise of voting may fail us, fiduciary duties will step in (see next section). 
1. Role and limits of shareholder voting.  Delaware law provisions:

a. default rule §212 – 1share 1 vote (unless multiple classes of stock), unless in certificate
b. §109: SH have the right to amend the by-laws, and if the BOD wants to take that away, it must be in the certificate.
c. §211 record date”- SH who are registered on this day can vote in meeting.  If Board fails to convene annual meeting w.in 13 months of last meeting, courts can entertain SH petition and require that meeting be held.  

d. §212: proxy voting is o.k. (c)(2) allows electronic communications if evidence of authenticity supplied.  (e) holds proxies revocable unless holder has contracted for proxy to protect legal interest or property. AK182.  

e. §214: cumulative voting is permitted, but limited to certificate or initial bylaw.  Cumulative voting formula: no dir elec= (# shares – 1)(# dir. +1) all divided by # shares voting at meeting.  141(k): no director can be removed without cause if the votes cast against his removal would be sufficient to elect him if cumulatively voted at election of entire board.  Classified boards dilute power of CV.  Supp 2 has details about how to calculate minimum number of votes needed)
f. §216 quorum requirement: most decision made majority of SH at meeting; amending certificate requires majority of shares outstanding; quorum requirement is by default majority of the shares outstanding (1/3 is absolute minimum, but can raise maximum in by laws or cert); rule for election of board is that plurality wins (default also).   
g. §218: a stockholder can make a voting agreement, voting trust (SH can do this, b/c assume they decide to agree based on self-interest.  Board cannot, b/c of fid. duties, except maybe in closely held context.)
h. §219: ten days before every meeting, a complete list of every stockholder must be made available (w. addresses)  for any purpose “germane to meeting”
i. §220: right to inspect company’s books and records for ‘proper purposes’

j. §222(b): minimum and maximum notice periods for meetings (10-60 days).

k. §223: lets Board amend by laws, add members and fill them.  141k lets SH remove w.o cause, but doesn’t say you can fill slots.  Common law says they can.

l. Special meeting – §211(d) – can be called by board (default  in Dela – distinguishes Dela from other states that have 10% SH provision) and anyone authorized by certificate and bylaws
m. §228 – SH may act by written consent on any matter they’re entitled to act on at a SH meeting; need number of outstanding shares necessary to authorize if everyone showed up (need majority of outstanding); must be in writing and signed; need proper purpose for SH- includes amending by-laws; §228 may be eliminated (not mandatory term) in certificate.  
n. §223- board can replace if member removed.  SH can replace at meeting that member is removed.  Both can be changed in by laws or cert.   
i. Board cannot remove another member.  

o. §242(b): majority of shares of class can vote on amendment.  If it affects them adversely and they don’t normally vote, they can still vote (b)(2).  Majority is majority of outstanding shares.  I don’t think this can be repealed in cert?  This is limited to when the amendment alters legal rights of existing security, and to when it affects value (by adding senior security, for example).
p. §251: Merger- need approval of majority of outstanding shares.  Does not require majority of each class, so must be built in.  §271: sale of substantially all the assets- need approval of majority of outstanding shares.  Neither can be changed in charter. 
q. §141(d): staggered boards must be in charter, by-laws.  Classified stock set-ups where certain directors come from certain classes of stock must be in charter (charter can also create class of super directors with multiple votes).  

r. what could Robert do in Problem 2 to accelerate takeover via voting rules?  Lower number of directors (typically charter sets range of number of directors, and then bylaws set it).  Could amend cert to eliminate CV.  Classify board (dilutes power of CV)- must be in charter.  
s. what could Alice in Problem 2 do to delay takeover via voting rules?  Put CV in cert, and require that unanimous vote is required for change; state in cert that there is only one class of directors; fix number of directors in cert; put in cert that you need super majority vote of board to approve any cert amendment; delay (white knight- combination with another firm).
t. Kidsco v Dinsmore (1995): Kidsco seeks a hostile takeover of TLC.  Existing by-law allows Kidsco to get special meeting fast.  TLC wants merger w. another company, so changes the special meeting rule.  Kidsco claims that it has vested right to a meeting under bylaw as it existed at time Kidsco made request.  Court: look at entire contract (bylaw + statute).  Bylaw was always subject to Board’s unilateral amendment.  So hence, no vested right.
u. Hilton Hotels v ITT (NV 1997): ITT wants to split its company into three, and the put all the assets into a company w. a staggered board, in order to make sure that Hilton cannot take it over.   Court: primary purpose of ITT’s plan to implement split prior to annual meeting was to impede exercise of SH franchise.  Blasius says what is normally o.k. cannot be if primary purpose is disenfranchisement.  Looks to circumstantial evidence: entrenchment interests, (would be on new companies board), stated purpose (no credible one given), benefits of plan (superficial, and can’t remedy entrenchment problem) and effect of classifying board (Hilton’s directors are out of luck).  Key concept: if we have centralized management, voting is key check.  
v. other ways of discipling management: carrots (incentive pay); right to sell shares to friendly/hostile suitor; sticks- liability; market for managers.  

2. Proxy contests:
a. what do SH vote on?  election/removal of directors; amendments to charter; by-laws; mergers; sales of substantially all the assets; dissolution; shareholder proposals (if proper); anything management wants you to vote on

b. mechanics: record date (213) fixes identities of who can vote in special/annual meeting (even if you sell after date but before meeting).  Proxies are solicited via ballots mailed out, w. annual statement, proxy statement and card.  SH return proxies.  Meetings kind of pointless, b/c votes are all in. 
c. shareholder collective action problem: rational apathy.  May be less so w. institutional investors and better SEC rules to facilitate communication.  But still, when discounting for chance that your vote actually counts, real free rider problem.  What are costs?  Cost of being informed; cost of convincing others to vote your way; probability that you will be successful; cost of communication with other SH (Fed Sec Reg)   To reduce collective action problem, law can:

i. give SH incentive to act (Rosenfeld v Fairchild (NY 1955): management gets reimbursed win or lose.  Dissidents can be reimbursed if disinterested SH ratify it.  Expenses have to be good faith, reasonable, (and courts can scrutinize) and dispute has to be about policy direction of company, but reality is that policy direction encompasses everything.  Claims were waste and self-dealing, though opinion carves out special rule for proxy contest.  
1. if we charged incumbents, they might underinform SH.  If we don’t ever compensate dissidents, they might never challenge.  Could compensate all insurgents, but this would over-encourage proxy contests, too costly.  Could compensate winners only, or overcompensate winners, to deter people from frivolously bringing proxies.  

2. Black: eliminate cumbersome obstacles to institutional shareholding, as these are the best monitors we can have.  

3. Easterbrook & Fischel: managers are good information gatherers, so we should allow them to do their thing.

ii. give SH information: See “3”

iii. could encourage large blocks of stock ownership (but Fed Sec Reg prevents banks, insurance co. & mutual funds from doing this)

3. Shareholder information rights (Del §219, §220)
a. courts recognize two types of requests: request for “stock list” (gives identity, ownership interest & address of each owner; if SH, most likely you will be able to get this)  and request to inspect books and records (more extensive, raises serious questions re: confidentiality).  NY law gives access to key financial statements balance sheet, income statements.  It also gives stock list and meeting minutes unless company can show no proper purpose.  Proper purpose is broadly construed.  Delaware says that for SH lists, burden is on firm to show that SH doesn’t have proper purpose.  For other docs, burden is on SH to prove they have a proper purpose.  

b. General Time (1968):  If you have a valid primary purpose as a shareholder for wanting a stock list, you get it, regardless of allegations of shifty secondary purposes.  

4. Technique for separating control from cash flow rights:
a. dual class stock is most basic (common in family businesses (if you want to keep control in family) or in artistic companies (where control is so critical).    Only o.k. if you do this initially.  If you do it mid-stream, creates issues (see ‘b’ and ‘c’).  If management uses firm funds and buys firm stock, it can’t be voted (§160).  Also, if stock is held by sub and parent owns 50% of voting stock, can’t vote.

i. Speiser v Baker (1987): complex circular voting structure that gave S&B effective control over Health Med.  How?  S&B have control over Health Med, b/c they each have 2.5% of stock, and the remaining 95% is convertible preferred stock owned by Medallion, a wholly-owned subsidiary that is owned by Health-Chem, which Health-Med + S&B control!  See diagram in slides.  Result: Medallion will never convert its stock, and S&B have control.  Issue: does this circular ownership implicate 160(c)?   Allen stretches, and find that it does, given effective control (though the language of statute is stretched)
ii. Schreiber v Carney (1982): vote buying case.  Jet Capital got loan to exercise its warrants, and hence dropped its veto to proposed merger.  VB is voting agreement supported by consideration personal to stockholder, where stockholder votes as buyer wants.  Used to be per say illegal, but court revisits the policy rationale, and finds that only if object and purpose is to defraud or disenfranchise the other stockholders, the VB is illegal.  Agreement is voidable, subject to fairness review, though, and SH can vote to void it.  Here they cleansed the deal by approving it.  
1. arg for per say illegality of VB?  Encouraged Jet to behave strategically.  But if we make it per say illegal, firm would have no way of buying Jet out; if deal is really good, this is a problem.  also, we separate control and equity a lot, so principled economic args lose steam (dual classes, though these don’t have problem of hold-ups (you’ll always vote your interest)).  Sense also that classes are there from start, so notice for minority.  Many charters let Boards issue preferred mid-stream!  B/c in charter, people say: minority had notice!  

2. 2 types of VB: non-Sh buys SH votes to influence corporate policy.  Or: corp itself buys votes in transaction that SH ratify.  We only saw latter

5. Federal regulation: came about after crash of 29.  Feeling that state laws weren’t enough.  Chose procedural regs to make sure SH had good info  Civil and criminal sanctions are prosecuted by DOJ, SEC can bring civil action (via Fed courts) seeking fines, can bar you from being O/D, and can bring admin action (via admin courts).  Third is most serious, b/c can bar you from practice in SEC related area.  Also, private civil sanction by anyone injured by fraud.  If fraud in proxy, 2 types of suit: 10(b)(5): SH says: you lied about firm’s value, and I paid too much.  14a(9): lie in proxy caused me harm through its effect on proxy solicitation.  The acts are silent re: private rights of action, but courts implied r.o.a.  Now it is accepted.  
a. disclosure & shareholder proposals

i. 14a(8):enables SH (or groups of SH) to submit proposal to other SH to be mailed in firm’s own proxy at firm’s expense.  Eligibility requirements to prevent deluge of proposals.  (1% or $2000 of stock for at least one year prior to proposal submission date.  1 proposal per SH per meeting.  500 world limit.  Proposal must be submitted 120 days before company sends out its proxy.  Basis for exclusion: 1.) not proper actions for SH (though can make advisory, not mandatory statements) 2.) would require illegal act if implemented 3.) is misleading/fraudulent in the sense of 14a-9, 4.) relates to personal grievances 5.) concerns small stakes matters 6.) matter beyond power of firm to effectuate 7.) relates to ordinary business operations 8.) relates to election of office (must be out of pocket) 10.) proposal has been rendered moot 9&11.) proposal is substantially duplicative of another proposal or just counter to management proposal 12.) proposal submitted in past and lost or 13.) proposal relates to specific amounts of cash or stock dividends.

1. Firm must respond and articulate basis to SEC for no action.  SH can also respond, and firm bears b.o.p. for showing rejection is valid.  SEC will respond w. “no action letter” if it agrees- to say it won’t sue (like soft precedent for firm lawyers).  SH could litigate after, but doesn’t  usually.  If corp accepts proposal, it can add response to it.  No word limit.  

2. SEC approach is frequently to respond saying SH resolution, if precatory and not binding, is o.k.  This means Board can ignore them.  Still, public relations factor is an issue, which is why Board fights so hard on these (social issues).

3. SH could just make by-law amendment, but these are complex to construct.  

4. Cracker Barrel controversy: SEC said employment categorically not an issue for proposals (this was diff. than their usual case by case approach).  2nd Circuit said that SEC position not binding on courts, and this raised such storm that ultimately SEC reneged and went to case-by-case approach.

5. Most proposals can do is to tell Board to look into something, not to force action.  

b. federal-anti-fraud provisions:  SEA Act (1934) §14(a).  SEC Reg Rules 14(a)-3,4,5,11: gives required content of proxy statements.  10(b)- makes it generally fraud to lie to the market.
i. 14a-9: disallows false/misleading statements (or omissions to be correct) in proxy solicitation materials.  Elements:

1. breach of cognizable securities law duty (false or misleading…) (“materiality”: is there a substantial likelihood that a reasonable SH would consider the information important in deciding how to vote TSC v Northway)

2. scienter (negligence may suffice for proxy statements)

3. transaction causation (causing harm has 2 elements: 1.) that it caused transaction that you claim harmed you and 2.) transaction caused loss) 
a. reliance: standard fraud actions use reliance.  Also 14a-9 based on claims of harm from one SH actions

ii. Virginia Bankshares: freezeout merger where Board recommended approval saying: “it’s a good price”.  Protests fraud claim b/c it’s an opinion.  Court said this statement was actionable; can’t nail a board b/c projections are wrong, but can nail them for saying something they didn’t believe, and couldn’t have believed (not enough to show that they didn’t believe it AK232).  Also, lets the Plaintiff bring claim even though she didn’t rely on the lie (she voted “no” to merger), saying that harm results from group action that they relied on, and the resulting transaction harmed P.  (Can have direct harm, where fraud causes you to take action, but not here). No reliance requirement.  
1. b/c proving causation is tough given the fact that you can’t prove counterfactual.  So test is: (a) materiality and (b) proxy was essential link in transaction (that vote mattered to bad transaction.  P argues that although ( could approve deal w.o minority vote, b/c it was self-dealing, needed minority approval, and hence causation.  Court: your rights at state law are still there, so you have no loss caused by this.  Wilson: (’s fraud caused P to relinquish right of appraisal at state law (b/c didn’t vote no), so P can establish causation, fed remedy o.k.

2. skipped pp 57-59, CN

6. State disclosure law: fiduciary duty of candor: traditionally not very strong.  With the rise of the “enabling” statute, courts moved to strengthen it, but had to be mindful of reconciling any tensions between it and the federal rules.  So it crafted it very much like federal rules (full disclosure of all material facts, w. materiality similarly defined in both.  It also limited the application to cases where corporations (or controlling SH) asked SH to take action (reasoning that Feds were worried about disclosure to capital markets, and states were worried about corporate governance, and so hence the distinction made sense).  Retracted this in Malone v Brincat (1998): Whenever directors communicate publicly or directly, regardless of whether it’s about SH action, “the sine qua non of director’s fiduciary duty is honesty.”  Still was careful b/c SH still had shares, and hence would not have SEC Rule 10b-5 protection. 
a. not mandatory disclosure, but do have to disclose if there are interest of board of controlling SH, or about the transaction itself.  Test is: would a reasonable SH find this significant?  Focus is on disclosure to SH, not market.  

Fiduciary Duties and Shareholders Litigation: can’t import straight from partnership, b/c ownership & control are separated here, and hence the agents—the Board—control the firm, and are thus both “agents” and the principal.   Big picture: BJR limits duty of care, which regulates how the tasks of a BOD are performed.  Duty of loyalty regulates conflict transactions, and no BJR shield.   Duty of obedience regulates fiduciary in acting consistent with legal documents that create her authority (i.e. hold annual meeting, etc.)   Others are completely judicially created, and though they benefit SH, are often conceptualized as running to firm so as to provide space for directors from SH.  Care regulates all activity; loyalty just some.  Law regulates loyalty much more than care, b/c doesn’t want to zap directors for negligence, and hence induce risk aversion, given that they would bear all the downside, and very little (?) of the upside.
“In the absence of facts showing self-dealing or improper motive, a corporate officer or director is not leally responsible to the corporation for losses that may be suffered as a result of a decision that an officer made or that directors authorized in good faith.  There is a theoretical exception to this general statement that holds that some decisions may be so egregious that liability for losses they cause may follow even in the absence of proof of conflict of interest or improper motivation.” – Allen AK241
Easterbrook & Fischel: fiduciary duties and court’s implementations should reflect hypothetical bargain that managers & shareholders would reach.    
1. Director’s Duty of Care and the BJR: we, as diversified SH against firm-specific risk, want BOD to take risky decisions.  But Directors can’t diversify against this type of risk.  They are already risk averse (b/c job security), & liability will make this worse.  
a. Duty of care: Gagliardi (1996):  The first protection against a threat of sub-optimal risk acceptance (that a SH wouldn’t want b/c it would deter good risk taking) is the BJR.  Effect of BJR is that where director is independent & disinterested, there can be no liability for corporate loss, unless the facts are such that no person could possibly authorize such a transaction if he or she were attempting in good faith to meet their duty…
i. ways to protect directors from too much liability: (1): §145: Del indemnifies all expenses of O/D when sued on corporate business (2): it’s o.k. to purchase liability insurance, covering even more than indemnification would (3): BJR (4): 102(b)(7): allows firms to waive liability (director, and sometimes officer) for acts of neg. or gross neg. 

b. Liability for poor decisions: BJR.  Kamin v American Express (1976): directors gave stock as dividends rather than announcing that stock had lost value and take a hit on the balance sheets.  Court uses BJR and says: no problem.  The BOD even considered the suggestion of P that they take hit on balance sheet instead, and decided it was bad for company.  Since no bad faith, no disinterest, then their o.k.  
i. Book thinks that duty of care is non-enforceable duty.  Could just announce legal duty to “behave as a reasonable director would behave… with the rule that no good faith decision gives rise to liability as long as no financial conflict of interest is involved.”  Think social value of duty of care is why it should be maintained.   Arlen thinks that Smith, Disney are evidence that duty of care is alive, being revived. 
ii. Seem to want to have a hint of self-interest to make the waste claim fly; not as strong as self-dealing, but need some reason to believe no good faith.  Can’t find it here.  Arlen thinks if the entire board’s compensation were tied to reported earnings, might have had waste. 
iii. Waste is only prong of BJR that enables you to look at merits of a decision.  Still, Kamin indicates that this is colored by view of director’s motivations.  

iv. Smith v Van Gorkom (1985): For takeovers, gross negligence to become informed will create liability.   Because of lock-up and crappy market test, no fiduciary out, Sep 20 meeting was problematic (didn’t even read the merger agreement, and only report given was not by an outside expert and were given orally; 141(e) was later amended to specifically allow oral reports, but requirement was that you have to push on report and see if it’s good).  Afterwards, no genuine “shopping” of firm to maximize SH value.  So no due care, and hence fairness.  SH vote didn’t cure, b/c though disinterested, weren’t fully informed.  Decision saent shock through community.    Book thinks it was more about takeovers, but Arlen differs- sees due care trend (b.i) 
1. note: takeovers only require sale of all outstanding shares, not all authorized shares 
2. 102(b)(7): authorizes charter amendments which waive duty of care liability.  Passed after decision.  Covers actions for damages, but not actions for other relief.  Is invoked as affirmative defense which director must prove.  Protects only directors acting as directors, not officers.  Breach of duty in capacity as officer is actionable still.  Covers duty of care violations but not duty of loyalty (not to intentional misconduct or bad faith).  Doesn’t protect those who aid and abet director’s violations.  
v. in general, courts look for: haste in decision making (esp if not dictated by external events); relying on CEO, someone else to control/negotiate transaction (active board participation, advice of outside experts on fairness, esp. serious in tender offers, where CEO opportunism likelihood high); lack of board preparation; board not actively questioning officers and experts

vi. later cases make clear that in takeover cases, we want disinterested directors playing active role, w. outside experts.  Bottom line: hire IB to do valuation.  

vii. outside of takeover context, no successful duty of care cases; in executive compensation cases, lots of deference given

viii. now she thinks in rxn to Enron and Tyco, this may be revived, or the waste prong may be expanded to include Disney bad faith claims.  

ix. so once breach is shown, burden shifts to Board to show no injury (i.e. fairness).  P does not have to show injury:

1. McMillan v Intercargo:  “The effect of the exculpatory charter provision (102(b)(7)) is to guarantee that defendant directors do not suffer discovery or a trial” when they have alleged to have breached duty of care: 102b7 insulates Directors from damages and encourages court to dismiss pure due care at complaint stage.    
2. Cede v Technicolor (1993):  If plaintiff succeeds in establishing breach of due care, no need show causation or injury.  Board as fiduciaries have to prove due care, or fairness.  
3. Cinerama v Technicolor (1995):  despite breach of due care by Board, finds that Technicolor acted fairly, balancing all the other factors of fair dealing and price- esp actions of CEO in trying to get deal.  Fair dealing factors: aggressive bargaining by fiduciary; fiduciary’s knowledge of business; whether outside valuation advice sought (esp. in takeover); magnitude of premium over market price; surmountability of lock-ups.  Part of what was driving this is Allen thought there was no breach of due care in first place.  
a. in takeovers, Board must be in charge of CEOs; in this case, parent/sub deal, and CEO beholden to parent, so behavior critical.  Evidence: sought highest price, tough in negotiations, advised by banks, higher premium came from negotiation, price fair as per Allen, 

b. Emerald Partners: if takeover completed and price fair, SH have no right to damages.  Injunctions are used to deal w. unfair dealing but price in fair range, to block deal where board could bargain for more.  This case held that if controlling SH, where parent merges with sub whose board it controls, standard of review is fairness.  Disinterested directors still have to show fairness.  B/c DoL, no 102(b)(7) protection.  

c. Weinberger: SH entitled to fair price.  So in contolling SH case, approval by disinterested SH only shifts back burden of proof, but it stays in fairness, b/c they think minority SH will say yes to bad deal for fear of retaliation by controlling SH (no dividends, etc.)  Don’t trust disinterested board either—controlling SH shifts power dynamics too much.  

d. complex open question: if you allege breach of duty in controlling SH transaction, does 102(b)(7) operate?  Doesn’t appear to: you’ll have huge pressure to roll over from controlling SH, so you must show fairness.  Court isn’t clear what would happen- if you get to trial, find damages and then knock them out under 102(7)(b)?  People aren’t sure.  

4. Brehm v Eisner (2000): Claim 1: Pre-suit demand will only be excused if the court concludes that facts in complaint created a reasonable doubt that the informational component of the director’s decisionmaking process, measured by gross negligence, included consideration of all material info reasonably available to them.  States that reliance on expert should abdicate them under 141e unless, inter alia,: (a) directors didn’t actually rely (b) reliance not in good faith (c) didn’t reasonably believe that expert’s advice w.in his professional competence (d) expert wasn’t selected w. reasonable care, and this is attributable to directors (e): the subject matter that was material and reasonably available was so obvious that board’s failure to consider it was grossly negligent regardless of the expert’s advice or lack of advice and (f): decision of Board was so unconscionable as to constitute waste or fraud.  (more generous approach than Van Gorkom, but wasn’t takeover context.  Claim 2: that the agreement, by incentivizing Ovitz to act like a maniac and then quit to redeem his termination fee, was a violation of “substantive due care”.  Court says: there’s no such thing, and waste is not met (exec comp decisions, we defer to.  Vogelstein).  Claim 3: new board committed waste by approving no-fault termination.  Doesn’t meet waste test of showing no reasonable business person would have made this decision.  Case dismissed.  On remand, P used statutory right to inspect books §220, and evidence gathered supported claim that Disney directors “failed to exercise any business judgment” (2003), both in approving the deal, and the no-fault termination.  B/c they took no time or effort to ask questions, inform themselves, etc., they are in trouble.  Interesting: they do not rely on due care, though- they say that if these facts are right, then this is bad faith.   Why is this important?  102(b)(7) won’t protect them!  
c. Liability for Board passivity (usually due care means hitting BoD for negligence in making decision.  But sometimes we hit BoD for making failing to make decisions- i.e. failure to monitor.)
i. Francis v United Jersey Bank (NJ 1981): Widow inherits business, sons steal from it, she doesn’t do anything.  Court finds her negligent for not doing anything; duty is derived not to SH (it’s the creditors who are suing), but determined by precarious condition of company, fiduciary relationship to its clients, and implied trust they held the funds in.  Duty is to clients.  Directors must: (1) get a rudimentary understanding of business (2) keep informed re: corporate activities (3) engage in general monitoring of corporate affairs and activities (4) attend board meetings regularly (5) review financial statements regularly (6) make inquiries into doubtful matters, raise objections to apparently illegal action, and take appropriate action.  Not a strict BJR case, but principles are interesting- driven by fact that they were in insurance business.  not a case where duty is to creditors b/c of brink of insolvency- at least when crimes started.  More duty from business. 

1. if director gets notice, this may give rise to duty to inquire further (failure to inquire can result in liability if director could have detected wrong had he inquired.  Insiders and outsiders will be held to diff. standards.  

ii. Graham v Allis Chalmers (1963):  FTC consent decrees did find that anti-trust violations had happened in lower level of companies in past. But too attenuated.  In general, you can rely on the integrity of your employees unless you have notice (if do, they have to monitor).   Absent notice of problem, no requirement to institute compliance program.  
iii. In re Caremark (1996):  Allen is trying to modernize Allis Chalmers.  Looks at sentencing guidelines, and says that the Firm should be factoring these in.  Hence, board can’t discharge responsibility to be informed without having some kind of reporting system to provide them with information to determine firm’s compliance with law and business performance.  Level of detail is a question of business judgment.  But making that call is important
1. seems feasible that board could claim: we met and discussed: should we have a compliance program?  Decided costs were too high given possible violation penalties, so this should be enough, provided its good faith and not self interested.  

2. Allen sees two situations you can nail director here: 1.) notice of problem, but no follow up, or 2.) “Only a sustained or systematic failure of the board to exercise oversight will establish the lack of good faith
3. It gets trickier if bd learns there might be a crime being committed, and decides not to investigate it. Cts might not be so friendly to this
4. note on vicarious criminal liability: extends to crimes of intent (provided that wrongful employee had requisite mens rea for crime).  Firm can be liable even if employee violated express instructions not to commit crime.  Firm is liable even if crime committed at low level.  US Sentencing guidelines increased criminal fines, and created incentive to have good compliance program (b/c of mitigation).   Class 10b slides re: how to calculate fines (culpability score times base fine).  No mitigation is allowed if firm unreasonably delayed in reporting offenses, or if offense was committed, condoned by, or had participation of high level personnel of org., high level personnel of 200+ unit, personal responsible for compliance program.  Reporting must be prior to threat of disclosure/threat of government investigator.  Partial mitigation if firm cooperates and takes responsibility but doesn’t report.  Vast majority of convictions are closely held firms, w. controlling SH often directly involved in wrongdoing.  Lockheed, Borden, GE are the bigger ones who get caught. 

d. Knowing violations of the law

i. Miller v AT&T:  BJR not in effect if law is broken.  No claim of self-interest.  Most courts will follow- don’t want to argue efficient breach w.r.t. violation of law.  

e. Limiting Liability: Indemnification and Insurance:

i. indemnification- promise of reimbursement by firm for litigation expenses.  insurance: can be purchased to fund firm’s own indemnification, and to cover gaps in indemnification.  Indem. can really take teeth out of fid. duties, so courts regulate how indemnification happens, but permit so as not to over-deter good managers.  Q: why is insurance not waste?  Part of compensation package- director won’t demand as a high a salary b/c risk lower.
1. arg for indemnification: provides disincentive to thin capitalization.  Shifts burden to dealing with problems to the firm itself.  (problem b/c firm is getting hit twice- once by opportunism, and second time by indemnification)
2. §145(c): for a successful defense, indemnification is mandatory.  Must indemnify for all litigation expenses, for “success on the merits or otherwise”- success on procedural grounds, too.  If only partially successful (on some claims), must apply to those claims.  But not to settlements.  Unsuccessful defense/settlement §145(a): indemnifies any action other than derivative suit against expenses, judgments, fines; act must be in good faith and reasonably believed not to be opposed to corporation’s interests (this places huge pressure on people to settle.  §145(b): indemnification for derivative suits if you have good faith, not opposed to court, and court approval if case is adjudicated.  Indemnifies for expenses only,  unless Court can order indem if dir is “fairly and reasonably entitled” to reimbursement. §145(g): permits insurance (though policies won’.  §145(f): the rest of 145 is not exclusive.  Issue in:

3. plaintiff reimbursement: corp pays SH expenses if suit provided substantial benefit to corporation. Since the corp also pays expenses of corp if good faith, then there is incentive on both side to settle pre-judgment.  Impact is that meritorious suits settle, and frivolous suits are tempting to bring, in hopes of gaining settlement.  Could have lawyers post bonds, court review settlements, or large SH monitor.  
4. Waltuch (1996):  indemnification provision that allows other indem. agreements beyond what is in 145.  But (f) doesn’t say whether good faith required for this type of indemnification.  Provision on insurance is silent too, but arg is that insurance companies won’t insure for bad faith, so they weren’t explicit, but yet they meant good faith.  This arg wins, and since Waltuch conceded bad faith, he loses.  145(c) claim wins, though- b/c he says “successful on merits”= b/c he didn’t pay anything in settlement (but Conti claims that’s b/c they paid for him).  This wins the day.    
2. Conflict transactions & the duty of loyalty: duty to disclose all material facts to disinterested reps and to deal with company on terms that are intrinsically fair.  Most complex in corporate context b/c corporation represents a complex set of interests, and because SH tend to be fragmented, and hence not good enforcers.
a. why exempt for liability for duty of care, but prosecute for liability for duty of loyalty.  E&F: b/c SH do not (should not) want close judicial review of care; also real incentives exist to cheat on loyalty; not clear what incentives are to cheat on care.  

b. duty to whom?   Concept is that shareholder primacy is norm, and that in maximizing SH welfare, we maximize firm welfare.  In normal circumstances this may be true.  Waste was the first doctrine to test this, and then wave of LBOs in 1980s pushed it further (we’ll deal w. this under Unocal, but the controversy here was: to what extent can we consider other constituencies in a LBO?  Managers wanted to be able to, so as to argue that they were fighting an LBO for the sake of other groups.  Some states passed statutes expressly allowing this.  Delaware used the Unocal/Revlon approach.  
i. ultra vires: action contrary to corporate purpose.  Less important now b/c corps have broad charter provisions.  Also, has been limited statutorily. §124: corp can’t avoid a contract by saying its ultra vires, only SH can sue on that basis (or corp sue O/D).   Scope has been narrowed, and so are remedies- used to be able to sue for damages or enjoin a board from ultra vires action and also to undo it.  124 shifts that- you can’t undo a deal b/c its ultravires.  SH can sue: (1) if contract is executory (not fully performed)- they can ask for injunction.  (2) can sue for damages against O/D.  Vogelstein standard.
ii. Smith v Barlow:  Smith, NJ company, gave $1500 to Princeton University.  Donation argued to be ultra vires.  What is basis of claim of ultra vires?  Gift = waste.  Court: it’s good public policy to encourage giving, if not for pet charity, “to advance interests of company as private corp and as part of community in which it operates”.  §122(9) gives specific power to corp to make donations, still must be consistent w. purpose, but courts are generous towards a long-run profit analysis (reasonableness requirement, and if pet charity, can be attacked for self-dealing).  

iii. Dodge v Ford Motor: Ford started company, owned 58%.  Dodge brothers owned 10%.  Ford decided to stop paying special dividends.  Dodge Brothers sue- they want the cash because they are using it to fund the construction of a competing plant.  Ford said the reason he stopped paying dividends was to lower cost of cars and to increase wages.  This was thrown out as ultra vires.  If he had rephrased it as “I want to sell things cheaper so I can create demand, and I want to raise wages so that I can keep trained employees on board”, which was truth, he probably would have been o.k.  
c. duty of loyalty & self dealing: saw this in pship context (can’t compete with partnership w.o consent from pship, which means consent of all partners.)  Addl requirement here is that agents that are dealing w. principle in conflict of interests deal fairly w. principle.  Old common law rule was that self dealing contract was voidable at insistence of corporation or SH.  Idea was that SH are entitled to undying loyalty of the Board.  Evolved into intermediate approach: self-dealing contract voidable unless Board can show fair to firm.   Why this approach?  B/c some conflict transactions good for firm, and if all forbidden, then O/D would just resign!   Fairness is something no O/D wants to be under, b/c of indemnification risk; courts avoid until they think Board can’t manage, and hence we’re o.k. w. supervision by courts.  §144 applies where you can void out a transaction, and is applied by analogy to situation where suit for damages.   It says: if you can show that there was disclosure and approval by fully informed, disinterested directors, then o.k.  Or disclosure and approval of fully informed, disinterested (Wheelebrator) SH, then o.k.  Or if you can show that it’s fair, then o.k.  How much you like 1 & 2 depends on how much you trust disinterested parties (E&F think that disinterested directors have career interest in earning reputation as independent, and hence will try to maintain this.  Others think that you need reputation as not a pain in ass to keep job.)  
i. disclosure

1. Hayes Oyster (Wash. 1964): Hayes is CEO of Coast.  Has cash flow problem.  They are selling oyster beds.  Hayes wants to buy them.  Claim is that he took a secret profit.  Court finds that the opportunity came to him by virtue of his fiduciary relation, and he did secret dealing on it, and hence appropriated something that wasn’t his.  Almost like corporate opp. case.  Court notes you need not show injury once you’ve shown conflict and secrecy.  
2. cannot just disclose your conflict, and recuse yourself- must disclose all material facts.  

ii. self dealing:
1. the problem of controlling shareholders- two values collide.  The controlling SH, as managing force, owes fiduciary duty to all shareholders, and hence a duty of fairness to minority.  But as a SH, he is entitled to vote his own interest.  Dominant value in Delaware is that controlling SHs power, and power to mess with other SH, gives rise to duty to consider their interests fairly when entering into contract w. controller/affiliate.  Not fairness automatically, b/c controlling SH are useful in that they mute agency costs of Boards; so BJR attaches if they are maximizing residual (i.e. getting benefit same as others).  See:  
2. Sinclair Oil v Levien (Del. 1971): Court is recognizing fid. duty to controlling SH to consider interests of minority SH.  B/c P couldn’t show any opportunity which came to Sinven that Sinclair usurped an opp. (even though there is some evidence, court gives parent a lot of leeway here to determine the scope of the sub, and holds that unless specific opp that was earmarked for sub, no luck on this claim), or that there was self-dealing (Sinclair is on both sides of deal as parent; question is did Sinven received anything to the exclusion and detriment to Sinven’s minority stock holders? No), so no self dealing, and no fairness.  P must be able to show that transaction gave preference to dominant SH over minority. Then burden shifts to ( to show cleansing.  Court is taking strong view here, b/c §170 leaves Board discretion to decide on dividends (which were at issue here).  Motive is irrelevant unless P can show that dividends resulted from improper motive and amounted to waste.  Plaintiff is pissed b/c tax laws hurt him as individual unlike they hurt Sinclair, and so effect of decision was minority was deprived.  But distribution not considered relevant
a. note: in determining if parent controls sub, you look at who has shares, who is on board, who nominated them, and what financial ties they have for sub. 

b. recently has fallen into disuse, and review is all majority actions under fairness AK302

d. Delaware 144 & approval by disinterested party:  
i. disinterested directors: Iowa, other states take approach that even if deal is cleansed, still needs to be substantively fair.  Why?  Suspicion that disinterest isn’t genuine.  Also, given rise of stock options as compensation, and higher value of directorship positions, the value of the positions increased, as value of cleansing decreased.  
1. who is interested (dominated) under 144?  Director w. direct financial interest.  Director who is SH, O/D of another firm w. a direct financial interest in deal.  Director who is linked financially to another director who has financial interest in deal.  Must disclose material facts re: interest & transaction.  
2. Cookies (Iowa 1988): Cookies taken over by the guy who did all the distribution of its barbecue sauce.  He is controlling SH.  Entered into contracts with the guy that were advantageous to both parties, it seems, but might have been too high for the guy (Herrig).  Herrig very highly compensated.  Court finds BJR rebutted b/c of self dealing poses, and goes to fairness.  Under fairness, finds that the deals were fair, because of success of company, primarily—that this supports high consideration that Herrig got.  Dissent notes paucity of evidence re: whether the actual contracts Herrig put company into were fair.  Gives punitive damages for duty of loyalty
a. b/c valuation is so tricky, fair price is hard to ascertain, and court’s view is going to inevitably be colored by its perception of fair dealing.  

b. Kahn v Lynch- will get to later, but it is diff. than Iowa approach; controlling SH, if shows cleansing, can shift b.o.p. to plaintiff on fairness, but still fairness standard.  

c. Eisenberg thinks that in all cases, you should do fairness, and what should matter is who bears the b.o.p.- if cleansed, still ask for fairness, but P proves.

3. Cooke v Oolie (2000, Chancery Court): 144 by analogy applies to director defendants who elected to pursue acquisition that best protected personal interests as TNN creditors.  B/c cleansed by disinterested director vote, it is assumed that deal was best for corp.

a. Note: the Chancery court will defer wherever it can, b/c it’s its job to do valuation, and it knows how messy that process is.  Kahn was one case where Supreme Court tried to cabin this: fairness must apply for controlling SH mergers.  Related areas, chancery court still does BJR; i.e. if a controlling SH does non-coercive tender offer, no obligation to pay fair price (In re Siliconix Shareholders Litigation) and if a merger is b/t 2 corps both controlled by same SH, BJR if cleansing is real (In re Western National Corp Shareholder Litigation).    
b. Some read Cooke et al as standing for the presumption that when you have ratification by disinterested directors, you have an “unbelievably strong presume ption of fairness that you’re basically back under the BJR”.  Not pure BJR, so judges have room.

c. merits of Delaware’s approach, vis a vis Iowa: SH voting is expensive, may interfere with business decisions, and less suspicion of independence may have merit when no controlling SH.  They like professional managers, and don’t think SH voting gives a good answer to many of the problems.  RMBC: even stronger than Delaware towards BJR

d. ALI: burden shifts wherever conflict of interest; doesn’t trust directors.  Test for disinterest may be underinclusive, and not capture friendship, collegial sympathy, career board ambitions, etc.  

e. special committee: the standard trend for parent/sub deals to try to cleanse.  Comprised by independent members, vested with resources to accomplish its task: to get the best available deal.  Conclusion that deal is within range of fairness will not shift burden of proof in court.  Also, committee must “just say no” if controlling SH refuses to consider alternatives.

ii. shareholder ratification: a principal can ratify the actions of its agent afterwards.  But b/c they are a collectivity, not simple to implement, b/c must protect minority SH.  Also, in cases of waste, unanimity provides additional check.  General rule in case of no controlling SH: ratification of fully informed disinterested SH puts it back into the BRJ.  Rule under controlling SH: fairness, but P bears burden.  
1. In re Wheelabrator (1995): In duty of care & cases of excessive Board authority, SH vote may cleanse (i.e. extinguish the claim).  In duty of loyalty, SH ratification has effect of either changing standard of review to BJR with burden resting on plaintiff (I THINK THIS MEANS TO SHOW THAT CLEANSING WASN’T VALID BY DISINTERESTED SH?? or just that waste is only valid claim.  But then why wouldn’t you always say that (i.e. no due care, so waste, doL only valid claims??), or staying in fairness, but shifting b.o.p. to plaintiff.    

a. justification for burden shifting (given that it raises an almost insurmountable bar, if you have disinterested, fully-informed SH ratification): some desire not to disable board; primarily think SH are better at making this call than courts.  Trusting institutional SH.   
2. Lewis v Vogelstein (1997): sets the standard for waste: “an exchange of corporate assets for consideration so disproportionately small as to lie beyond the range at which any reasonable person might be willing to trade…. Most often the claim is associated with a transfer of corporate assets that serve no purpose, or for which no consideration was received.”
e. Director and management compensation: presents clear conflict of interest.  Court gives fair amount of room, relying on market to control.  Standard cleansing procedures apply: disinterested BoD approval can cleanse, shareholder ratification, can do “fairness” test.   
i. Lewis v Vogelstein (1997): SH ratification for one-time vote for option.  Puts this into BJR, and sends it to trial: says: see if it’s BJR. Board doesn’t have same ability to retaliate, b/c you can vote them out of office.  Also, court hates the idea of fairness for compensation: how do you value a CEO?  

ii. Bebchuk/Fried/Walker: rise in agency cost is result of agency costs- more CEO power + declind in public outrage.  In fact, in 1970, the top .01% only had .7% total income (70 times the average).  In 1998, top .01% taxpayers had 3% total income (300 times the average).  To 13,000 families have almost as much as the 20 million poorest families  Proliferation of options is not limited to top people.  
iii. new NYSE rules for companies listed on exchange: requires SH approval for certain actions.  Rule is that majority of board must be independent to o.k. compensation.  Otherwise, SH approval.  Independent compensation committee needs to be formed.  Sarbanes-Oxley: Corporate governance, doesn’t affect BJR.  

f. Corporate opportunity doctrine: subset of duty of loyalty; so common that special doctrine emerged.  The classic case is that a O/D gets a business opp that firm could use, but pursues it privately.  Remedy: constructive trust: you give it back to the firm!  Comes from agency law (you may not have secret profit from agency relationship; you may not take firm’s property for yourself; you’re obligated to act solely on behalf of your master.  If you have corporate opportunity, but present it, then we treat it same as 144, where cleansing may occur if you have board, SH approval.  Otherwise fairness.  Don’t have to do any of this if it’s not a corporate opportunity, so threshold question is: was this corporate opp?  
i. “interest, expectancy and necessity” test: interest is something the firm has a contractual right to (and director likely breaches contract to appropriate the right).  Expectancy: something which in the ordinary course of things, corp could expect to receive.  Necessity: takes goods or services firm needs vitally (purchases building firm operates in).  Problem with this test was that it was not as flexible when you move out of normal Principle agent relationship.  

ii. “line of business” test: recognizes that O/D are affirmatively obligated to promote the firm—not simply obligated not to hurt it.  Factors affecting this: how matter came to attention of director, how far removed from “core economic activities of corp it is, (3) whether corp info is used in recognizing/exploiting opportunity.  This is why they’re hired.  Hence, officer can’t seize opp if presented with opportunity which corp can take financially, and which is in nature of line of business, and is of practical advantage to it, or one which corp has interest or reasonable expectancy, and by embracing the opp, the O/D will be brought into conflict w. firm.  Tough questions: does disclosure and rejection of opp have to be formal?  

iii. Broz (1996): Court looks to see if this really was w/in line of business and could have been taken advantage of it.  Court notes that Broz found opp not in his capacity as director, but in personal capacity, so no misappropriation of proprietary information concern.  Not dispositive, but lessens his burden to some extent.  So looks at burden: financial inability is factor, CIS had no interest/expectancy in license, Pri-Cellular acquisition was purely speculative, and no conflict b/t Broz and CIS.  So no corporate opp to BE usurped.  What of the lack of formal presentation to Board?   This creates “safe harbor”, but not required.  Informal presentations helped a lot.  
1. if P had shown it was valid corporate opp, then burden would have shifted to D to show valid presentation and rejection; if not, then tradl curing under 144 would apply
2. if P shows valid corporate opp, then burden shifts to D also to show financial inability, etc.  

iv. Guth v Loft: O/D can’t take business opportunity if 1. corp is financially able to exploit opportunity 2. opp is w/in corporation’s line of business 3. corp has interest/expectancy and 4. by taking opp, corp is in position inimicable to his duties to corp.  

1. court looked also at other factors, like: was opp presented to O/D is individual and not corporate capacity, was the opp not essential to corp, did the corp hold any interest or expectancy in opp; and did the O/D not wrongfully employed the resources of corp in pursuing the opp
v. basic flow: (a) is prospect a corporate opp?  (b) does fiduciary disclose? if yes: does corp properly reject?  If no, did fiduciary appropriate.  Look at chart on Class 11b.  

g. Duty of loyalty in close corporations

i. Donahue v Rodd Electrotype (Mass 1975): Creation of market through repurchase in closely held firm conferred a benefit upon shareholders, b/c no market for shares.  (doesn’t Delaware say selective repurchase generally not o.k.?)  Create a fiduciary duty to SH when they are acting as majority SH exercising management authority.  Must treat SH equally, do what’s right for firm.  Not a employee requirement, just a SH requirement.
1. Delaware is not friendly to Rodd approach; they allow share repurchases, as they say there are legit reasons to repurchase on retirement.  Rodd is likely to penalize firms that don’t do good retirement planning, and Delaware wants to let those firms cash out the officer who is retiring.  

2. JA doesn’t think Rodd is duty qua shareholders- it’s limited to exercise of management authority.

3. duty of loyalty in this form is duty not to benefit yourself vis a vis other SH.  (In publicly held firm, you can make this claim if directors release dividends to a class that they are in).  

4. MA does allow majority to disadvantage minority if legit business purpose, doing it in least harmful way.  

ii. Smith v Atlantic Properties: Woflson doesn’t want to pay dividends to use money to pay repairs; but IRS is imposing penalty tax for holding earnings.  P sues: Court: SH of closely held firms owe each other fid. duty regardless of whether they are controlling or not.  D breached when he unreasonably w.held his support for dividends.  Still limited to SH as manager.

1. But what is basis of duty?   No self dealing (Woflson doesn’t benefit).  No due care violation.  So left w. waste.  Court seems to be saying that we don’t believe you were acting for firm.  

3. Shareholder lawsuits

a. Direct v derivative & incentives to sue

i. direct: claim is that SH have some sort of contractual right and managers breached that right.   Test: is plaintiff’s claim distinct from that suffered by other SH?  Was there a wrong?  Is remedy going to P?  
1. claim might be that we have right to sell our shares for higher price, or that you hurt us, you lied to us, etc.  

2. direct actions are usually class actions 

ii. derivative: claim is managers hurt corp and we are standing in for corp.  Suit by SH requiring corp to sue managers.  Corp is formally suing managers, and suit by Sh is what is driving it. 
1. claim is usually breach of duty of care, duty of loyalty.  (not always Smith: duty of care in direct case: you screwed us (minority SH) over.  Are the controlling SH cases ever DoL direct?
2. Advantages: damages may be better; attorneys fees are automatically compensated for SH if successful or if settles.  

3. Disadvantages: bonding requirement in some states (not Delaware); demand requirement; trumping power of special litigation committees; damages go to corporation, not to SH (but see Perlman)
4. if you create a common fund that benefits other SH as well as yourself, you get attorney’s fees; creates incentive for plaintiff’s bar to drive litigation.  As long as you settle or succeed on merits, you get paid back—by corp itself (which also pays the manager’s costs).  
iii. Fletcher (CA 1968): General rule is that no one gets fees.  But “common fund” exception: if you create common fund through litigation, allowance of counsel fees can be made from this.   Another way to say this is “substantial benefit”: if you confer substantial benefit on SH, even if fund wasn’t produced.  This supports policy of allowing derivative suits to police corporate management.   Factors that support substantial benefit: economic choice to go to arbitration, immediate changes in corporate management (4 new directors, bar on largest SH from electing more than 2 directors, new CFO) 
1. dissent notes problem: w/o fund, O/D may have to liquidate assets to pay fees, even though resulting harm > substantial benefits.  Considerations like this – legislature should make.   
2. another problem: if you settle, it’s likely b/c you have a good case.  But then monetarily, the firm is paying itself.  

b. Derivative suits

i. standing requirement: generally Delaware follows Fed rule 23.1: plaintiff must be SH for duration of action; must have been SH at time of alleged wrongful act or omission (so you can’t buy into litigation); plaintiff must be to “fairly and adequately represent the interests of shareholders (no conflicts of interest), and complaint must specify what action to meet demand requirement.   JA doesn’t think these are a big deal b/c while certain SH may lose out under this rule, as a plaintiff’s lawyer, you can always find someone you can represent
ii. demand requirement: most states require SH in derivative suit to first approach BoD and demand they pursue legal action, unless SH can claim a valid excuse.  Hard to show much, b/c this is pre-discovery (although if you use SH inspection rights, you can get some good info).  That’s why test is “reasonable doubt”.
1. Levine v Smith (1991): Must pass 2 prongs of Aronson test: can you show reasonable doubt that either:

a. (1) majority of directors were disinterested & independent vis a vis the underlying transaction. Notion of interest captures both direct interest, and notions of domination (i.e. CEO can influence in subtler ways, via relationship, etc.  Not friendship, or salary of being an outside director).  

b.  (2) challenged transaction was product of valid exercise of business judgment.  i.e. self dealing that is not cleansed (though impact of prong 1 is that demand is excused even if there is cleansing; however, if no (1), then if you allege self-dealing here, and have cleansing, you’re out of luck).  Board breach of duty of care would count.  Waste.  Controlling SH self-dealing transaction.
2. if the board is demanded, and you refuse, then you have to show “wrongful refusal of demand”, which is same idea, except you have to challenge (1) or (2) w.r.t. the decision not to sue.  Spiegel v Buntrock: if P makes a presuit demand, she is conceding that Board is independent and disinterested w.r.t. transaction, and hence is left only w. second prong, even if demand denied.  Hence, you have to show lack of due care (which is hard to get, if board forms special independent committee to consider decision whether to sue), or waste (which is hard to get, b/c litigation so expensive, it’s hard to argue: should sue or else waste.  Result?  In Delaware, always skip demand, to preserve issue of disinterest for appeal.  

3. Rales v Blasband (1993):  Action at issue was prior to merger of two companies.  Can’t apply Aronson in three obvious scenarios: (1) where a business decision was made by board of a company, but a majority of directors making the decision have been replaced; (2) where the subject of derivative suit is not a business decision of board and (3) where, as here, the decision being challenged was made by the board of a different corporation.  General approach of Aaronson is there, but you are testing it vis a vis the underlying litigation, not the transaction.  Interest can be in underlying transaction, but then interested person must dominate the Board so that they are interested vis a vis the litigation.  Court: is there a reasonable doubt that at time of complaint filing, the BoD could have properly exercised its independent and disinterested business judgment in responding to demand.  Here, court looks at threat of personal liability as especially high, b/c court has already found that there was a reasonable doubt of BJR (hence, likely they’ll be sued), and says that where potential for liability more than “mere threat, but rather “substantial likelihood”, and hence directors that might be liable are disqualified for conflict of interest (impact of 102(b)(7)- threat has to be for liability not of due care, b/c those damages aren’t relevant to director’s calculus).  Others (Sherman) depend on these guys for compensation and Erlich is president of company that Rales brothers are majority stockholders in. WHAT IF THEY FORM A COMMITTEE OF INDEPENDENTS?
a. in double derivative suits, you still are required to satisfy Aronson in order to show that demand on sub’s board is futile.  

4. in sum, if board is same, then Aronson applies, and we want to know if you’re conflicted re: underlying transaction, or if there is reasonable doubt that BJR applies.  If board differs, then Rales applies, and we want to know if you’re conflicted re: litigation (family relationship and financial ties all count, as do controlling SH that can get O/D kicked off).  If demand made, often special litigation committee formed by firm to consider litigation, if demand required, and committee decides not to sue and does so in due care and with good faith, it can refuse even a valid suit.  So long as it has a reasonable basis, the P is screwed (left w. wrongful refusal of demand, but if fully informed, and in good faith, you are out of luck). 

iii. special litigation committees: now a standard feature of corporate governance.  Diff juris deal with them differently 
1. Zapata v Maldonado (1981): Gives court rule to judge appropriateness of SLC in dismissing derivative suit.  
If Demand required – deference to the firm; BJR governs SLC decision to reject suit.  Plaintiff bears burden of proof to show that SLC action was not disinterested and fully informed.  If demand excused – court applies its own business judgment to the SLC decision to reject suit. Test applied:  ( bears burden to show that SLC acted independently, in good faith, with reasonable investigation.  If failed prong 2 (best interests of the firm), it doesn’t matter. Does dismissal pass court’s independent inquiry into business judgment Explicitly rejects the approach of NY in Auerbach: “if a committee, composed of independent and disinterested directors, conducted a proper review of the matter… and reached in good faith a business judgment that action” bad, then no judicial review, b/c says the chances of corruption of process are too high.  
2. Joy v North: makes step 2 of Zapata mandatory for CT law.
iv. settlement and indemnification

1. Firm cannot indemnify if Board has breached its duty (jury finding).  Hence, once BJR is passed and court goes to fairness, the ( will settle rather than go to trial. 
2. standard insurance coverage: covers corp for expenses in defending and indemnifying officers; coverage to officers if corp can’t indemnify.  Excludes: crim penalties, civil recoveries for fraud or fiduciary breach that result in personal gain to officers.  

3. settlement review: court must review a proposed settlement, but not make substantive determinations re: facts or claims.  Just considers whether proposed settlement is fair and reasonable in light of factual support for the alleged claims and defenses in the discovery record before it.

a. Carlton: SLC and counsel proceeded in good faith, conclusions were informed by existing record, proposed settlement falls w/in range of reasonable solutions, and by 2nd step, in business judgment, settlement seems fair.

Controlling SH

1. Sale of control/Sale of office: 2 reasons to buy control: a.) control premium to reduce risk (reduce agency costs, facilitate decision making) and b.) misappropriate private benefits (loot and steel).  In US, sale of control is viewed as private act, and anyone can sell for control premium (in contrast w. freeze out merger).  

a. Theory: minority SH entitled to dividends and value of stock that minority position has.  They are not entitled to run the show or get those benefits.  US courts are recognizing that running the show takes certain amount of risk.  Also, controlling SH are good b/c they mute agency costs.  Theory is that you are selling control, not hurting minority.  Contrast, w/ freeze out merger, minority SH complains and says: my shares are worth more!  Court will give you appraisal rights (not price based on control premium).  Question of whether seller of controlling block of shares can keep this premium for himself or should distribute among all shareholders(
b. Market Rule (standard) Zetlin: Absent looting of corp assets, conversion of corp opp, fraud or other acts of bad faith, controlling SH free to sell and purchaser free to buy controlling interest at premium price.  I.e., control premiums are legitimate.  Can sell even to those with different opinion of “the best interests of the firm.”  Not limited to selling to only those you agree with.  
c. Equal opportunity rule (favored by some professors) – Minority SHs entitled to sell shares to buyer of control on same terms as seller of control.  I.e., pro rata sale of shares. Pros: Dispersed benefit – All shareholders benefit from the purchase of a big block.  Danger of looting – Sale of block may lead to looting, hurting minority shareholders.  Good tender offers are not deterred. Cons: Less incentive to become a controlling shareholder.  He pays premium to get control and bears risk of control but does not earn a premium when selling.  Transferability – If controller can’t sell whole block, he might not sell at all.  You want controlling shareholder to sell to someone who values firm more than he does.
d. Perlman v Feldman (Indiana 1955): Derivative action by SH for restitution of allegedly illegal gains arising out of sale of stock in Newport Steel.  Wilport purchased Feldman’s controlling interest in Newport.  Newport had planned on implementing a plan where they would receive interest free advances from other customers (effectively increasing the price above market).  Wilport canned this plan and was then able to buy steel at prevailing market rates.  Plaintiff argued that this was a misappropriation of corporate opportunity ( looting.  Court said that if sale involved self-dealing, burden shifts to ( to show that it didn’t.  ( should have known.  Court awarded entire control premium as damages as this was deemed the amount firm would have received had they implemented original plan.  Though this was a derivative suit, damages went directly to SHs, instead of firm, because otherwise Wilport would get 37% of the money.  (Dissent) Feldman as SH had no reason to know Wilport w/d use its control to injure Newport.  Nothing illegal in Wilport buying steel at market prices and insuring source of steel.   Essence of this is as a restitution measure: buyer looted and seller is aider and abettor.  
e. Sale of office: Harris v Carter (1990): as controlling SH, ordinarily you can do what you want.  B/c coupled w. sale of office, clearly exercise of corporate power that is therefore subject to fiduciary duty regulation.  But if you have reason to suspect looting, you have duty to investigate- this comes from common law duty to prevent harm to others (tort).  If you investigate and the facts are such that the average reasonable person would conclude that there is no fraud or intent to injure the corporation, then you can sell.  Cannot be liable even if there is subsequent fraud/injury.  If you find there is intent to commit fraud/injury, cannot sell.  If you don’t investigate, you are liable, even if you didn’t take part in the looting as you were the only one in a position to stop the harm from occurring.
2. Freeze out mergers (& appraisal rights)

a. Background: ways of merging: §271- sale of assets for cash (high transaction costs to transfer each asset).  Need SH vote.   §251: regular mergers: need SH vote.  §253 (where parent owns 90% of shares) no need for vote.  Triangle merger: acquiring firm creates sub and gives sub stock in itself, and merges target into sub (keeps your SH from being able to veto, b/c sub only n eeds to vote.  Also good b/c then sub is insulated from liabilities of parent).  
b. Appraisal: right of minority SH to challenge in court that the deal they got in the merger was a bum deal.  They are stuck with the appraisal price.  Appraisal price is based on value of firm before merger.  Appraisal price is the value of the firm as a going concern, divided by the number of shares (not just value of minority stock: that was the old way).  You have to have dissented and said “no” to the merger in order to get appraisal rights.  Market out exception: if you get shares instead of cash, no appraisal rights (doesn’t happen a lot).  Delaware had to deal with the fact that most SH don’t file appraisals, and still are getting bum deals.  So forged middle path: Weinberger
c. Duty of loyalty

i. Weinberger (1983): Court decides to allow fiduciary duty suit (direct action) where even SH voted “yes” on merger.  Allows you to get the consideration you think you should have gotten, and if you lose, no penalty.  §262 does suggest appraisal is only remedy, but court says that appraisal wasn’t meant to eviscerate rights of minority SH to bring fid duty suits.  Result: if you have bad price, but board followed good procedure and there was no conflict of interest, then claim is only appraisal.  If board breached duty, then you have a different kind of claim (real expansion in minority SH rights).   Since recission of deal not likely feasible, damages are done (to put SH back in position they would have been in sans merger”.
1. court accepts pure freeze out mergers as o.k.  Understands that control is a good thing, and as long as controller isn’t stealing when he takes the company private, you’re o.k.  Instead, they are looking for fraud, misrepresentation, or DoL.  

2. impact of controlling SH: it’s not enough to have a controlling SH, but one who stands to benefit from deal (Sinclair).  We rebut under prong 1 of BJR and go to fairness.  144 approach: if fully informed, disinterested SH approve, back to BJR.  But Weinberger changes this: ( bears b.o.p. to show that SH fully informed.    

ii. Kahn v Lynch: To meet burden of showing fairness, controlling SH can point to approval of transaction by showing Independent committee of outside dir.  Additionally, however, to shift fairness burden to plaintiff, must show:

1. Majority SH must not dictate terms of merger

2. Committee must have real arms length bargaining power 

3. A majority of fully informed minority SHs.
iii. hypos on Kahn: 

1. if Alcatel had voted yes to original Lynch deal, and SH challenge.  What standard?  No self dealing, no control, BJR

2. if Alcatel have vetoed original deal, what standard?  No self-dealing, and SH entitled to vote self-interest (Smith v Atlantic Properties- the SH was exercising managerial power, so was limited in voting; not case here)

3. if Alcatel vetoed original deal and threatened to veto every deal but their own?  (the fact pattern of Kahn) court finds control (43% stock ownership, passive board, blocking other deals).  This puts it into the controlling SH box.

4. Delaware is struggling w. cope of controlling SH duties.  Clear that if you are controlling SH and you are using power over Board to get them to do something, Board is voting your way, you are subject to fid duties to firm, which run to minority SH to do the deal fairly.  Interesting in Kahn that Alcatel is using pure SH power to force Board to do something they want.  Court pushes to limit of its doctrine: says no arms length here. 

5. if 50.1% SH, then clearly the simple controlling SH rules apply b/c Board is dominated?

iv. In sum: unfair price only ( appraisal.  Unfair dealing ( recessionary damages.  If one step cash or stock merger b/t firms w/ no shared interest (an arm’s length merger), appraisal only remedy Cede v Technicolor.  
1. as matter of practicality, appraisal is less favored route.  1.) market out provision may make it unavailable. 2.) action claiming breach of fid. duty can be brought prior to effectuating merger- which increases plaintiff’s leverage.  3.) breach of fid. duty can be class action (which means lawyers have better chance of getting paid).  Otherwise, limited to only those that voted no for appraisal sake.  

3. Duties in a tender offer: tender offers are potentially more coercive b/c they involve no vote or board approval (directly).  Arg for treating them as hands-off, private transaction is that SH are being offered cash, and can evaluate for themselves whether they are getting a good deal.  But where there is controlling SH power over board, and a collective action problem, Weinberger said: Board can’t be gatekeeper, so must have Sh vote.  W. tender offer, though, no Board action.  But it’s more complex.  How are tender offers coercive, specifically?  If you do a tender offer, and give a mediocre price, but then everyone knows that on back end, you’re doing a crappy cash-out merger, there’s incentive on SH to take the mediocre price for fear your fellow SH will also buy in.  Another deal that’s bad: if guy gets 90%, you can have short form merger where no vote needed, and only remedy is appraisal, which is crap itself, and hence everyone will buy in.  
4. In re Pure: case puts additional disclosure requirement on controlling SH that wasn’t there before (ask: why did IB say what he said?)  Also, make sure committee is really free to negotiate at arm’s length (let them hire an IB, etc.)  Doesn’t add requirement to enact defensive measures.  NOT FAIRNESS.  Case has put tension on board’s role in merger and tender offers- thinks reconciliation is necessary.  Supreme Court will respond (JA).  

Takeovers: Evaluating Board’s Defensive Actions

1. Tender offers: the buyer’s duty

a. tender offer basics: don’t assume hostile offer is bad- just means that it’s not what current management likes.  Hostile might be great for SH and for firm.  Ways to do a hostile deal: tender offer and say if x% of shares tender, you’ll by that percentage at a given price.  Modern way (to avoid poison pill trigger): buy a toe-hold in firm, announce proxy to change current management and have them redeem the pill, and then do a tender offer for rest of shares.  

i. regulated by Williams Act: Federal law that governs disclosures (fixes one price for each class of stock).  State law governs when bidders make hostile offer, and whether managers can defend against it.  

ii. reasons to regulate defensive measures: inherent conflict of interest of management (private benefits of control).   In tender offer, SH are most likely to be informed.   Reasons for deference: Managers in better position than SH to bargain.  Better to make longer term decisions re: direction of firm. 
2. Unocal: Mesa wants to take over Unocal.  Makes 2 tier front loaded tender offer (good price at front end, junk bonds at back end in squeeze out merger).  Front end has high premium.  Coercive b/c junk bonds are high risk, highly subordinated bonds (take last, after debt; irony is that in that sense, equity is more risky than junk bonds, and if interest rate is high enough, you can make a killing w. junk bonds), and court is assuming these are of lesser value.  Board defends with selective repurchase plan to freeze Mesa’s coercion (if Mesa hits 37% we’ll purchase shares for HUGE premium.  Then everyone has incentive to wait and not tender.)  SH gets pissed- what Mesa is offering is better than what we have now, and Board is blocking deal!   
a. court’s options: (1) fairness/strict scrutiny (good b/c SH decision to sell is SH decision, not Board choice.   So when Board acts, we want careful scrutiny.  Also good b/c of inherent conflict of interest of management).  (2) BJR (good b/c though SH sale isn’t management decision, direction of firm is the board’s matter, and they have fid duty to firm; if Mesa is bad for firm, they can block sale; also good b/c SH can’t protect against coercion.  Also, they were fending off greenmail).  (3): could have just said prohibition of action by Board absent coercion by bidder (E&F).  

i. “greenmail”- initiate toehold bid, and threaten to take over company.  Management does selective share redemption for you to go away, and buys back stock at huge premium to eliminate this.  Greenmail must avoid triggering 16(b) (profits bought on six month basis, if you’re a “big SH” must be disgorged.  So greenmailers have to stay small enough to avoid 16(b).  Great way of making lots of cash.  

b. Court’s approach: modified BJR.  (1) was there proper corporate purpose for the measure?  And (2) was defensive measure proportionate in relation to threat?  P shows that this was defensive measure, and then burden shifts to ( to show 1 & 2.  

i. Prong 1: what are possible threats?  coercive TO, nature and timing of TO; adequacy of price; other constituencies interests

1. on adequacy of price, no battle of experts- court will look to good faith and reasonable investigation and if find this, then no problem- deference to Board.  Variant of BJR- court will not look to substantive merits of threat, but instead look at procedure.  

a. so if majority of outside directors or special committee do work, this will really get you deference, along with IB report, absent bad faith.

b. intermediate standard gets you really close to BJR

ii. Prong 2: measure tailored to legitimate threat, so o.k.  (if deal wasn’t coercive, would have been harder claim to make).  Implies that interests of noteholders, employees and other constituencies can be protected.  Court is trying to wrestle with who the duty of the board runs to in the context of takeovers.  Arg for SH primacy: w/o clear norm about who duty runs to, if you instead permit balancing of constituencies, may obfuscate entrenchment.  (this picture is the Board is purely strategic.)  Problem with trying to balance interests of employees esp diff. b/c takeovers almost always implicate efficiency-driven cutbacks, which mean job losses.
iii. in this opinion, Board’s status as SH implied to Court that entrenchment motives were not strong enough to make them sacrifice SH welfare.  As court begins to understand how powerful entrenchment interests are, they have shifted their p.o.v.  
c. aftermath: SEC passes rule 13(e)-4f(8): no discriminatory self tenders.  This kills greenmail.  Corporate response: “fair price” amendments to charter (in order to merge, you need super majority).  Some states did anti-takeover provisions.  Unocal left corp with lots of questions: what counts as a threat?  Is inadequate price minus coercion enough?  Unitrin answered w. three threats that were valid (structural coercion; inadequate price itself (substantive coercion); opportunity lost: hostile offer might deprive SH of better offers.  Also, developed prong 2: 2 step analysis: is response preclusive or coercive?  If not, is measure w.in range of reasonableness?  Result was that Unocal  became extremely process oriented analysis, where defense is: we were reasonable and had good process, so give us deference.   

3. Moran: Q: how do we evaluate poison pill- selective sale, not repurchase, in light of Unocal.  Court: Boards have legitimate reasons for pill- it let’s them negotiate out of crappy deal; must redeem them if raider is “good”.  Further, one can get around pill by buying less than triggering amount (though Board responded by classifying themselves).  Only scrutiny that is left is how Board’s decide whether to redeem- not whether pill is itself o.k. (prior to tender offer threat, redeemable pill is fine).  Board is subject to fid duty to redeem pill in SH best interest.  
a. poison pills can be adopted w/o vote.  This is controversial; majority of firms all have takeover protection, like classifying boards, etc. 
4. Revlon:  Pantry Pride thinks he can takeover via LBO (borrow money to buy firm against assets of firm—like mortgage), so makes T.O. at 50% premium.  CEO doesn’t like him, so gets opinion from IB saying shares are worth much more.  They adopt poison pill.  Pantry pride makes a tender offer conditional on redemption of pill.  Revolon refuses, and redeems stock via debt in terms of notes w. restrictive covenants that made LBO ineffective.  Also lowered value of firm by overpaying SH.  PP comes back with a lower offer.  SH start to protest.  Manager courts white knight, which agrees after lock-up provisions (no shop provision, cancellation fee, call option Revlon’s “Crown jewels” if someone else buys firm).  Q: in evaluating decision to adopt poison pill, what standard should govern?  Unocal, b/c firm was not yet up for sale.  Defenses prior to Revlon’s triggering are all under Unocal.  Otherwise, Revlon comes into play, which is Unocal except one very important distinction:
a. once breakup of firm is inevitable, board’s duty shifts to maximizing SH value.  Cannot focus on preserving firm as entity, so relevant threat is threat to shareholder value.  
b. Board can still use some defensive measures to try to maximize SH wealth- could favor one bidder if other is coercive via lock-up provisions.  But cannot take other constituencies into account.  View is these protect themselves via contract (employees, creditors).  Only obligation to these constituencies is “good faith and fair dealing”.  

c. Had the Pantry Pride offer been more coercive, maybe Court would have had greater leeway than court gave. 

d. But even in non-coercive Unocal situation, Board can defend.  

e. RJR Nabisco: other constituencies can’t be advanced, even under Unocal at expense of SH welfare.  
5. Time Warner v Paramount: Time/Warner in stock-for-stock merger.  Warner SH would own 62% of T/W.  Pmount comes in w. negotiable bid, Time refuses and renegotiates w/ Warner so that it will buy Warner as sub and then merge (no vote necessary).  Pmount didn’t want Time-Warner together (b/c Time had to take on serious debt to buy), so back off.  SH pissed- you cheated us of a chance to sell our control premium, b/c now we’re too big to eat!  Is Revlon triggered?  Chancery Court: This is not selling control (Warner SH are dispersed); they could still sell control premium.  Supreme Court affirmed, but for different reasons- Revlon is only triggered when liquidation type concerns become relevant.  Normally, b/c this is acquisition (of Time to Warner), we’d apply BJR, but since defensive measures were employed, we’ll use Unocal: 1.) was there a threat?  Court: synergies count, and so SH accepting inferior Paramount deal is a threat.  2.) Was response reasonable?  Yes, Board didn’t have to abandon long run plan just to maximize short run SH welfare.  
a. Result: in Delaware, if Board trying to maximize long run value, they can say no to an acquirer and refuse to deal- Board doesn’t have to sell.  

6. QVC: Stock option agreement is part of lock-up provision b/t Viacom and T/Warner, and QVC wants T/Warner.  Board doesn’t see this a bidding war and is claiming; better synergies b/t Viacom and T/Warner.  Court: Revlon is triggered if (1) you activate active bidding process (2) abandon long term strategy and seek break up (3) if you are selling control.  Here, b/c Redstone was Viacom’s controlling SH, and would thus be a majority SH of new firm, the arg was that control was being sold (diff than T/W where SH in both firms were dispersed, so SH in new firm would also be dispersed, and hence control premium still could be bought).  Hence, any time you sell control, directors duty is to maximize value to SH, and fiduciary duties run to that end.  Courts must review for reasonableness, and finds Board failed to negotiate w. QVC to drive up Viacom’s offer, no fiduciary out in no-shop provision, Board didn’t renegotiate the lock up provision to maximize SH welfare) Reject arg that since firm isn’t breaking up, Revlon can’t be implicated.  
a. reality is that alienation of control premium can happen in stock-for-stock merger (ex: if T/W of equal value, but new merger gives T only 10% in new firm.  Though theoretically, still can earn CP, they’ll only get 10%.  If this is a merger, they only have appraisal rights, and if tender offer, only have Unocal BJR-type challenge.  As long as IB validates, no luck).  Result- clear distinction is made where there is none.  

b. option agreement: Board didn’t have authority to enter into agreement, so Viacom has no remedy (lock-up that drains Pmount’s resources doesn’t compensate them for their troubles, it overcompensates, and is hence invalid.  Viacom should have known these would be invalid- Revlon).  

c. in sum, deal protections don’t fly for their own sake; neither do refusals to negotiate.  Do synergies become irrelevant here?  If all cash, yes (your duty is to the SH of that firm).  If stock-for-stock, if you get advice from IB saying which merger stock market will value more, then can argue synergies (though if QVC doubles their offer- and gives 2 shares instead of 1, you’re back out, b/c you only can maximize THESE SH’s value).  

d. courts seem to believe that if you have the best synergies, you can afford to pay more (b/c market will respond).  JA: sometimes ego and competition drive prices up, not just value.  Hence, this might not always be true.  

e. hypos on QVC: what if Viacom has no controlling SH & negotiates an all-cash bid for 51%, to be followed by squeeze out merger.  Revlon?  Yes (control premium will be alienated b/c Viacom will ultimately be in charge).  What if 100% all cash tender offer but Viacom is dispersed?  Revlon? Yes (Viacom is in control and so control premium is being alienated).  
7. Van Gorkam

8. Delaware §203: anti takeover statute.  Among the least restrictive.  Firm cannot do a business combination (includes sale of assets) for 3 years w/ interested SH (w. 15% of outstanding stock).  Problem b/c takeovers are often to effect a merger.  Exceptions:
a. friendly deal: before you get 15%, Board approves the deal

b. interested SH becomes interested in buying 85% of shares

c. after SH becomes interested, combination approved by Board + 2/3 of disinterested  shares

i. potentially gives Board more power (b/c if you own 60% of  stock, and board owns 10%, then Board’s vote is 25% of disinterested shares).  Places onus on friendly deals.  Instead, people do creeping takeovers where you get some stock, mount a proxy, take over Board and then negotiate a friendly deal.  

ii. Dead hand pills: non-redeemable after the Board that put it into place leaves.  Now illegal.  Instead what folks do is delay annual meeting and classify Board.

d. Policy questions: see CN4/21/2004 1-2 

9. Manipulation of the Proxy Contest

a. effective classification: put it in the charter, eliminate §228, and fix number of Board members in charter.  

b. in creeping tender offers, Board uses defenses like:

i. issues stock

ii. spin-off (Hilton)

iii. sells treasured assets 

c. Schnell/Blasius: how o.k. are these in stopping creeping T.O.: these are the most SH friendly cases.  Their holdings are VERY limited; everything else falls under Unocal or BJR

d. Blasius: decisions to buy firms, etc. are business decisions, but voting is ultimately right of SH.  If we’re in the zone of who should manage, interfering with SH franchise is highly problematic.  Test: 1.) Did Board act primarily for purpose of impeding SH voting (P has b.o.p.) if yes, then burden shifts 2.) burden shifts if yes, and Board must have compelling justification (highly unlikely). 
i. (facts: Blasius, via 228, solicits consent to increase slots on Board to 15; Board amends by-laws and adds 2 seats via 223.  2 late for ( to amend its consent solicitation to add more candidates (b/c now he won’t have majority.  Hence, vote is interfered w.)
ii. limits of Blasius: Board can still interfere w. SH voting in lots of ways (decision of Time to buy Warner instead of merge still o.k.)  

iii. we have an active proxy contest here, and Board is intervening in middle of it.  If SH consents to x, courts are not likely to apply Blasius (i.e. to classify Board).  Result: SH can vote to compromise their own interest.  We shouldn’t read this holding to extend to actiosn that otherwise affect likelihood of proxy contest.  Motivation ends up mattering a lot in these cases—if you interfere w/o good reason-trouble!  
e. Unitrin: Board does repurchase plan that decreases number of outstanding stock, and hence their proportion of voting power increases from 23% to 28%.  Charter says: 75% required for merger.  Hence, plaintiff says: this is interference w. voting (Blasius) and excessive defensive measure (Unocal).  Court seems to find the Board members having stock ( similarly situated to SH, and hence they have interests aligned w. them.  Don’t credit Blasius claim (partly b/c Board already had effective veto (23% very close to 25%, and not everyone votes); if this wasn’t case, Board hints they might analyze differently).  Then Court examines Unocal claim: Prong 1 is BJR, basically, after this case, and Prong 2 is 2-pronged: Is measure preclusive or coercive?  If no, then is it within the range of reasonableness?  Then deference to board.

i. what is preclusive or coercive?  2 tiered discriminatory tender offer is example of coercive.  Preclusive: has to prevent deal, not just lessen likelihood (Time/Warner combo isn’t preclusive b/c Paramount could theoretically buy the combined firm if it wanted to).  

ii. applied here, b/c the acquirer, AmGen, will stay at 14.9% to avoid poison pill, they would need to mount proxy contest and just get 35% of vote to get control.  Hence, not preclusive/coercive.  Also, lots of institutional SH here, so court seems to be o.k., believing that SH are independent and informed

iii. result: severe limitation on Unocal: if you hire an IB and get him to say it’s a threat, then you can defend a tender offer.  Real limitation on Board is fear of triggering Revlon.  

f. Hilton: Board unclassified.  Raider came in with bid.  Poison pill can’t help if creeping tender offer.  So b/c classification via by-law useless (raider will just declassify) and classification by charter amendment impossible (raider won’t vote for it), they create as ub and put all real assets into it.  In charter of sub, they classify Board.  Nevada court said: invalid b/c you are altering rights of SH, who otherwise had right to get rid of Board- irrelevant that Board is still managing assets, b/c SH can’t remove them).  Hilton fits w/in Blasius, likely, b/c you are changing substance of vote, not who is voting. 

Insider Trading

1. Rule 10b-5: Classic Insider Trading: anti fraud statute that applies to all fraud when selling securities.  Rule here is 10b-5: when you lie about the value of a security.  
a. to show violation:

i. misleading statement of material fact (same test as before: would reasonable SH find this information material?)  TSC Northways
ii. scienter (know you’re lying)

iii. standing (purchased/sold in fraud)

iv. fraud caused transaction

v. transaction caused loss

b. claim of insider trading: CEO has inside info and sells stock at higher price (b/c he knows price is going to fall).  Problem with 10b-5 is that its anti-fraud statute.  There’s no duty to disclose that is implied by it.  How is trading on info defrauding you when you would have otherwise traded on the information?  Because of this, SEC never brought claims of insider trading?  Changed and said: you do have duty to disclose.  Theory was in:
i. Texas Gulf Sulphur: holding was that given relationship of trust and confidence and use of deceptive device gave rise to duty to disclose.  Duty to whom?  Traditionally would run to firm, but then SH could authorize insider trading.  SEC says: duty runs to SH themselves, hence, can’t waive it (otherwise execs would insist that right be waived in compensation packages).  

ii. Chiarella (1980): Chiarella works in printing shop that prints tender offer announcements.  He figures out who is who, and starts trading on info.  Gets brought up on crim charges of insider trading.  SEC wants to argue that possession of info itself gives rise to duty ((: I don’t owe the SH of that company any duty!)  Court: SEC went beyond common law notions of fraud, and hence no deference to their rule.  Fraud is not having non-public info and trading- that happens all the time.  Scope of duty is if you are O/D you owe duty to SH (ultimately; this is fiction in selling situation, as the SH who you owe a duty to is not yet your SH- they’re buying into the firm.  No one faces this).  Requires a specific relationship b/t SH and individual trading on inside information.  
1. line b/t crim/civil vague.  Only possible diff is mens rea (civil: you just need to know you were lying.  Criminal: same though intent to deceive may be necessary.  Not clear that’s required though.  If not, then really all that is diff is burden of proof- which is true in many business crimes cases.   

2. this rule is adopted to protect IB industry, b/c court thinks the info gathering they do is too valuable to jeopardize (SEC interp would basically make what they do illegal). 

3. hypo on Chiarella: what if he was hired by Target’s printer?  Then, arguably his insider info was gotten in his role as agent of target, and hence he’d have duty to SH of target by his agency relationship.  (In actual Chiarella case, he was hired by acquirer, and target SH are ones who were hurt).  

4. Burger thinks they should still get him as he has duty to abstain from trading as agent of acquirer.
5. left open question: who is an insider for 10-b5?  Just the guy w. the fiduciary duty, or does he transfer his duty to people he tells of his confidential info?  SEC is advocating a theory where information flows, and duty attaches.      
iii. Dirks: deals with who counts as insider w. fid duty to SH?  Equity funding led by Seacrest did massive fraud.  Seacrest trying to discern what happened.  Went to Dirks, who investigated.  Tried to expose it, no one cared.  Didn’t sell his own shares, but got others to sell.  Price started plummeting.  SEC slaps Dirks.  
1. Court says; Tippers who trade are liable as insiders for breach of fiduciary duty (Chiarella).  Tippers who don’t trade may be liable for tipees trades.  (includes case where tippee is not themselves liable).  Tippees who don’t trade are never liable if they don’t tip.  Tipees who do trade are liable if Dirks test is satisfied. Formal test: tipper must “flunk” personal benefit test (i.e. must have tipped to secure a personal benefit- this is how they determine whether there has been a breach of duty), and tippee must have reason to know of breach. If this happens, they are considered constructive insider.  
2. Fiduciary duty is given rise to where corporate info is revealed to an outsider (accountant, lawyer, consultant) where outsider has entered into special relationship of confidence with business and info is given for corp purposes.  

a. what is “personal benefit”?  Court says: focus on objective criteria, like pecuniary gain or indirect personal benefit (reputation benefit that translates into potential future earnings).  

iv. 3 types of remedies:

1. Congress has granted right of action for contemporaneous traders to sue an insider (don’t have to show you bought their stock, just that you bought at same time they traded).  Damages based on profit they sold at (restitutionary remedy b/c they really aren’t damages b/c you would have traded anyways).   

2. criminal action initiated by DOJ.

3. SEC action is administrative w/ low level sanctions.  Can go to District Court too, get injunction, restitution and civil penalties.  

v. 10-b-5-2: you owe duty of trust and confidence in certain situations.  

vi. 10-b-5-1: if you possess info, assumption is you used it when you traded.  Only way to avoid is if you have some air tight pre-commitment to trade (more than just telling your broker: I want to trade at 60).  

2. Misappropriation & Rule 14e-3

a. O ‘Hagan v US: O’Hagan is attorney, learns info via firm, who works for Grand Met, who wants to acquire Pilsbury.  Purchases 5000 shares of Pilsbury before they jump.  He was not working for Pilsbury.  Charged w. insider trading.  8th Circuit says basis of liability: O’Hagan breached his fid. duty to law firm & to Grand Met.  He was fiduciary to firm, and firm fiduciary to Grand Met.  “Misappropriation theory”- O’Hagan argues he isn’t defrauding anyone- no duty to disclose.  Court: he got info from firm, firm owed duty to Grand Met, so he defrauded firm by taking their info (and hence Grand Met’s info).  
i. This allows you to avoid problem of the fact that there is no duty between 3rd party and misappropriator.    Still requires “similar relationship of confidence and trust”  
ii. hypos on O’Hagan: what if target gave info to their officers and said they could trade.  Breach, b/c 10b-5 creates immutable duty running to SH.  What if Grand Met could have given bonus to O’Hagan and said: you can trade (waiving O’Hagan’s duty to them).  Then he hasn’t violated duty to them, and has no duty to Pilsbury, so off the hook. Insiders have immutable duty (b/c of relationship to SH), but outsiders do not.  SEC assumes market will discipline this type of situation.  

iii. violation of 14(e)(3): insider trading governing tender offers- stronger than 10(b)(5).  

1. Elements: possession of info re: tender offer, material, non public info: knows or has reason to know that info is non public and came from (1) acquirer (2) target (3) O/D, employee of either

2. So if you get info re: tender offer, you can be liable so long as you know or have reason to know who is discussing info

3. result: immutable prohibition to trade on tender offer- would have gotten O’Hagan even if Grand Met had given permission.  The SC says: Section 14e gave SEC mandate to pass preventive rules, and this is a preventive rule, and hence Rule 14e(3) doesn’t go too far (although some say that this is way too far, b/c there is no duty, no fraud, nothing). 
b. Misc:

i. damages: Section 20A: Private right of action based on contemporaneous trading: any person who violates these rules shall be liable in action in any court of competent juris to any person who, contemporaneously with the purchase or sale of securities that is subject of such violation, has purchased (where such violation is based on sale) or sold (where such violation is based on purchase, securities of same class).  Total damages cannot exceed profit gained or loss avoided as result of transaction.  Damages must be reduced by amount party has disgorged to SEC (21(d).

ii. also can have SEC injunctions and disgorgement, civil recovery by defrauded owners of confidential info, gov’t imposed civil  penalties (21A- can be up to three times the profit gained or loss avoided), watchdog sanctions & rewards (civil penalties for those who control tippers and tippees.  Controlling persons are subject to penalties up to 1 million, or 3 x profits, which ever is greater).  
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