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I. AGENTS AND EMPLOYEES

A. An Introduction to the Organization of Business

1. Default rules. Most of the law of corporations consists of default rules, which apply if there is no explicit agreement to override the rule. A mandatory rule applies regardless of whether the parties attempt to alter it.

2. Creditor. A creditor or lender is someone who has purchased a note or bond (for our purposes, purchasing a note or bond is no different than lending money in the ordinary way). Although there are different types of loans, a creditor has generally lent money on the promise of a fixed return.

· Creditors are paid first upon dissolution of corporation.

· However, creditors only recover to the extent of their note or bond. Thus, a creditor who lends $100,000 with the agreement of a 15% return will receive $115,000 whether the company makes $200,000 or $200 million. Creditors are protected from the downside but don’t share in the upside of the investments.

3. Equity holder.

· Entitled to a share of the profits – e.g., a shareholder.

a. Equity holder also shares risk of loss. The justification for this division of profits rests on the distinction between the ex post outcome and ex ante expectations. While the company may fail and make the investment look bad to the equity holder, it may also be wildly successful – the equity holder shares in both the downside and upside.

· Contribution of capital. A contribution of capital sometimes refers to a contribution by an equity investor.

a. Broad use. Class discussion will sometimes discuss “contribution of capital” more broadly than the readings. The term will sometimes refer to anybody who applies resources to the corporation, including creditors.

4. Division of losses if the corporation is sued (i.e. a tort suit).

· The law does not make sense in this area.

· Corporation:

a. Manager of the corporation may be liable, but probably not.

b. Equity investors and creditors will not be liable.

c. If suit forces the corporation out of business:

(1) Creditors. The creditor gets to split the corporation’s assets with the plaintiff.

(2) Secured investors. Secured investors are prioritized before tort victims for division of assets.

(3) Best policy view: The best policy view is that the tort victims should be paid first, as a matter of fairness and economic efficiency. However, in the status quo they come ahead of equity investors and “share” with general creditors.

· Partnership:

a. Partners would be liable out of their personal assets.

b. Business arrangement likely to be corporation and not partnership. People are more likely to form corporations than partnerships in order to protect themselves from personal loss caused by potential tort suits – they would prefer to have the losses externalized.

5. Business associations.

· Largely a network of contracts among contributors. Corporations produce a whole set of contracts among the participants. Every detail need not be specified, because corporate law largely does that. In most cases, one can explicitly contract for a different result. However, it saves work not to have to explicitly contract for everything if the parties are willing to rely on the law’s default provisions.

· Also, in part, a set of property interests. Property can mean a number of things. Here, property interest is distinguished from a contractual interest. A contractual interest specifies its consequences in the contract. A property interest, on the other hand, is rights that the law will respect independent of whether there is a contract or consensual arrangement.

a. Example of property interest. A owns a house, and B spray-paints graffiti on it. A has a property interest in the house that is good against B even though they didn’t have any contract.

b. Example of how business association law intersects with property interests. A, B and C arranged contractually to manage their affairs in a bicycle shop. If the business is a corporation, a neighbor whose house is burned down by an employee’s negligence cannot sue any of them for personal assets. If the business were a partnership between A and B, with C as a creditor, the neighbor still could not sue C but could sue both A and B. (The best result, which is not part of US law of corporations, is that the neighbor should be able to sue them all.)

(1) Form of business association is a form of property. This is because who can be sued depends on the kind of business association. The form of business association affects not only a set of contracts, but establishes contours of property rights for the participants on the one hand, and the rest of the world on the other.

(2) Active equity investor could be a partner even if she does nothing but share the profits.

6. Fowler v. Pennsylvania Tire (5th Cir. 1964).

· Facts:

a. Penn Tire delivers tires to Martin, a retailer.

b. Martin (presumably insolvent) files for bankruptcy.

(1) Explanation of terms. Bankruptcy is a statutory procedure by which a person is relieved of most debts and undergoes a judicially supervised reoranization or liquidation for the benefit of that person’s creditors. Individuals or businesses who are insolvent (unable to pay debts as they fall due or in the usual course of business) usually employ it. (Insolvency does not mean being illiquid. An example of being illiquid is having all assets tied up in a house, and thus being unable to readily pay bills. Being illiquid does not mean that one is insolvent. A may be illiquid with $500,000 in assets and $100,000 in liabilities. He will either have to get a home equity loan from the bank or else sell his house.) Here, Martin is in bankruptcy and unable to pay all his debts.

c. Pennsylvania wants the tires back. It claims that the tires belong to it, and were just given to Martin on consignment.

d. Martin’s trustee wants to keep them.

(1) Bankruptcy trustee. His job is to administer the bankruptcy estate, paying off the creditors as much as possible. He is supposed to keep assets away from anyone who doesn’t deserve them, and use them to pay off as many creditors as possible.

(2) What if there were enough assets to go around? If Martin’s assets were sufficient to pay all of its creditors, Penn Tire wouldn’t have cared whether it got the tires back or whether they were Martin’s tires, the value of which had to be paid.

· Key issue: Whether Penn sold the tires to Martin, or consigned them to Martin.

· Relevant factors:

(1) Title. The contract said that title remained with Penn Tire until Martin sold them. “Title” is now an essentially empty term. Even in this case, the court understood that title wasn’t everything.

(2) Rights of return. The contract on its face provided no right of return. This means that Martin bore the risk of loss if the tires went unsold. The fact that Martin could not return them suggests that Penn Tire sold them in the first place. However, the majority seems to think that in practice Martin had the right to return them to Penn Tire.

(3) Expenses (such as taxes and risk of loss).

(4) Notice (through filing or segregation). The tires were supposed to be kept as a separate stock, but Martin did not keep them separate.

· What is the primary difference in the approach between the majority and the dissent?
(1) Majority looks at the face of the agreement.

(2) Dissent looks to practice between the parties.

· Criticism of this distinction itself: There is no principled reason for the contract as written or as performed to make a difference. This dispute is between Penn and the trustee, who represents the general creditors – not a dispute between Penn and Martin. When the creditors decide whether to lend money to Martin, they look at Martin’s assets – thus, they examine the tire dock (as a tire seller, the tire inventory is its most important resource). If they are worried about the tires being subject to a security interest, they check whether notice of the security interest has been filed in the recording office. Whether or not the parties intended a security interest, there was no filing. There was also no notice on the shelves that the tires were on consignment from Penn Tire.

a. Notice should be determinative. The only factor that should matter (and the only one that does now under UCC §2-326) is notice, as only notice would protect Martin’s creditors from Penn’s interest. The law now determines that, because it is a trivial burden to file the financing statement, that trivial burden should fall on the consignor rather than placing an almost insurmountable burden on the creditors.

· Lessons from this case:

a. Always focus on the purpose of the rules. In the end, we didn’t need to know who really owned the tires, but rather who appeared to own the tires. Until we knew why we were asking the questions, we couldn’t come up with an answer. It’s important to focus on the purpose of the rule, which will help us weigh factors of interpretation. If we had understood the purpose of this rule, we simply would have weighed the factor that mattered, who appeared to own the tires.

b. Consider how formality of business association can affect property rights. For example, Penn Tire used a different corporation rather than selling the tires itself. As a result, it became embroiled in litigation. It could have avoided the problem by selling the tires itself rather than having another corporation sell them for it.

B. Employee Vs. Independent Contractor

1. What is an agency?
· Black’s Law Dictionary: The relation created by express or implied contract by law, whereby one party [the principal] delegates the transaction of some lawful business with more or less discretionary power to another [the agent], who undertakes to manage the affair and render to [the principal] an account thereof.

(1) Example: If A pays B $25 for the book, B is not A’s agent. If A pays B a sum of money to write a book for A according to specifications that A gives B (providing B with some discretion in completing the text), then B is A’s agent. Agency is about principal and agent, where the agent acts in some meaningful way on behalf of the principal.

2. Gas station hypotheticals.

· Mega Oil and Jack Service Contract.

a. Mega sells gas to Jack for $1 per gallon (while the retail market price is $1.50 per gallon) for a quantity chosen by Jack.

b. Mega has complete authority over hours of operation and tools to be used.

· Giant Petroleum and Jill Service Contract.

a. Giant sells gas to Jill for $1.45 per gallon (while the retail market price is $1.50 per gallon) for a quantity determined by Jill; Giant also pays Jill a fixed monthly stipend.

b. Jill has complete authority to set hours of operation and tools to be used.

· The situation: At both gas stations, an overworked and thus exhausted gas station attendant puts the wrong kind of gas in a customer’s motor home, causing $10,000 worth of damage. Will either oil company be liable?

· Test: Nature and extent of control. The question is whether the oil company had extensive enough control to qualify as a principal subject to such liability.

a. Explanation of test. The question is whether there was a master-servant agency as opposed to an independent contractor agency or no agency at all. In a master-servant relationship, the principal has the right to direct the agent’s activities. In an independent contractor agency, the principal does not have the right to direct the activities of the agent. An independent contractor relationship is an arm’s length relationship between the independent contractor and the party with whom the independent contractor is transacting.

(1) Examples. If A sells B a book, it is not an agency relationship at all – all A has done is sell it. If B tells A to go out and find a first edition of Huckleberry Finn, and B will pay the purchase price plus $1,000, then A is an independent contractor because B does not tell A how to do his job.

(2) Summary. An employer-employee relationship is a master-servant relationship. The example about finding the first edition of Huckleberry Finn describes an independent contractor agency relationship. If B simply buys a book from A that A already has, it is not an agency relationship.

b. Is this a rational test?
(1) If purpose is placing liability where it can provide proper incentives. If the purpose is placing liability where it can provide proper incentives, it makes sense to put responsibility on the person that could do something about the conditions that led to the liability.

(2) Beware of “chicken and egg” problem of liability. There is a “chicken and egg” problem with providing correct incentives. If the idea is creating responsible behavior, looking at who is in control and assigning liability only to such people in a sense assumes the conclusion. If you find someone not in control and absolve him of responsibility, you are missing an opportunity to change his behavior.

(A) Example. A purchases $150 worth of candles from B’s shop. B later does tests on his product and burns down his neighbor’s house. The neighbor comes after A, the customer. The neighbor says that A spent $150 on candles, and if he and other consumers had not purchased the candles, then B would not have negligently tested his candles, thus causing the fire. We don’t hold the customer responsible, but we could. (It would, however, be a disastrous rule, and would probably grind the economy to a halt. Although this example is ludicrous, there are more interesting ones, such as the gas station cases.)

· Application of test. What factor determines the answer? Does Mega or Giant have greater control?

b. Contracts seem to suggest that Mega has greater control, because Mega controls the hours of operation.

c. Control over what, though, is relevant here?

(1) We are interested in policies about the employees, particularly how many hours they can work consecutively. This injury was caused because gas station attendant was overworked and exhausted. Who had control over that?

(2) We are interested in a question of staffing.

d. What do the contracts say about staffing?

(1) Nothing. Note that one might disregard anything the contracts say if there were reason to do so. For example, we can examine whether there were phone calls saying, “Despite what the contract says, you’d better keep those employees working overtime,” or the opposite. We look for direct evidence about who controls the franchises.

(2) Financial relationships. Not only will sufficient day-to-day control establish a master-servant relationship, but also financial relationships are relevant. It makes sense to hold the person with control liable for any injuries caused, as a matter both of moral responsibility and economic efficiency – if you hold the person liable for injuries caused by that activity, it gives the person a reason to behave properly to avoid injuries. If you make a person without control liable, that person might take control. If we want to take seriously either the question of personal responsibility and economic efficiency with respect to this injury, we should be aware of the specific element of control that gave rise to or could have prevented the injury. Here it is staffing.

(3) Key factor to consider. We might we determine who really had control over staffing at the two gas stations by examining who had right to profit and risk of loss.

e. Does Mega or Giant bear the greater right to profit and risk of loss?

(1) Giant, given Jill’s mostly fixed compensation. It is more likely that the person who bears the right to profit and risk of loss will make these staffing decisions. While Jill gets the stipend no matter how much she sells, Jack has to sell enough gas to make a profit. Jack is less likely than Jill to allow Mega to make decisions for him. Even though the contract says that Mega establishes hours of operation, one might believe that the contract is ignored. But even if Mega in fact controls the terms that they explicitly have a right to control in the contract, Jack will make every residual decision (including staffing) because Jack has the most to gain or lose from these decisions.

(2) Fleshing out the relationship. When we flesh out the relationship, we could see situations where in fact Jill cares deeply about staffing decisions, or Jack doesn’t care so much. But for now, we’ll accept the basic argument that the less Jill has to gain or lose from bad decisions, the less likely she is to be the one in control. At least on the facts we know, it seems that Jill has less at stake than Jack, and it might be safe to assume that despite what the contract says about hours of operation, Jack has more control than Jill.

3. Humble Oil & Refining Co. v. Martin (Texas 1949).

· The court focused not only on direct evidence of Humble’s control, but also on the fact that Humble paid Schneider a mere commission and that Humble bore most of the important expenses. This has to do with looking beyond provisions of the contract to who bore the risk of profit or loss. Humble was more like Giant Petroleum, Schneider was more like Jill.

4. Hoover v. Sun Oil Company (Delaware 1965).

· The court emphasized that Barone “alone assumed the overall risk of profit or loss in his business operation.” (Page 16.) Again, this evidence about risk of profit or loss comes in addition to direct evidence of control. In asking whether there was extensive control, they use as an indicator the risk of profit or loss.

C. Franchises

1. Murphy v. Holiday Inns (Virginia 1975).

· The court noted, once again in addition to direct evidence of control, that “Betsy-Len retained the ‘right to profit’ and bore the ‘risk of loss.’” (Page 21.)

· Person who bore the risk of loss and had the right to profit is more likely to be in control, even if there is no direct evidence of control.

· R2d Agency §1 provides two elements for the principal to be liable for the agent’s actions. The agent must:

a. Be subject to the principal’s control, and
b. The agent is acting on behalf of the principal.

(1) Example: If the agent, a driver for Domino’s, is picking up his girlfriend in the Domino’s car, he is not acting on behalf of the principal.

2. Parker v. Domino’s Pizza (Florida District Court of Appeal, 1993).

· Here the court did rely on direct evidence of control, namely the operations manual. Why do you think that was?

a. Operator’s manual was extremely detailed in this case, and there likely wasn’t such a detailed manual in the other cases. The court was heavily persuaded by the nature of the specific injury, and didn’t have to look at specific indicia of control.

b. What might have caused the injury? Domino’s had a 30 minute guarantee of delivery. Perhaps the injury was caused by a speeding driver, and the manual provides that “a Domino’s pizza is delivered in 30 minutes.” (Page 24.)

c. If the specific provision that caused the injury is in the contract, you don’t need to look to profit or loss. As long as you’re confident that this decision was the result of the exercise of control by Domino’s, you can safely assume that Domino’s was liable.

D. Control and the Liability of Creditors

1. A. Gay Jenson Farms Co. v. Cargill, Inc. (Minnesota 1981).

· Typically, agency (or the nature of agency) is ambiguous where the would-be agent might also be characterized as an independent contractor (agent or nonagent type). When you have people in a position that could be one of employer/employee or something like it, it’s natural to ask whether or not there is such a relationship.

· But sometimes a lender may be characterized as a principal and the borrower as an agent. As Cargill suggests, it’s a connection that the courts do make from time to time.

· Arrangement among the farmers, Warren, and Cargill: Farmers sold grain to Warren, sometimes on credit. Warren sold grain to Cargill, borrowed money from Cargill, and sometimes acted (apparently undisputedly) as Cargill’s agent.

a. This case is centrally one that has to answer the question about whether Warren was Cargill’s agent. We need to distinguish between the apparently undisputed agency – such as where Cargill tells Warren to go out and buy some sunflower seeds – and the hotly disputed relationship of agency that the farmers are claiming.

b. The set of transactions that most interested the farmers was that the farmers sometimes sold grain to Warren for cash. There were also credit transactions in which the farmers delivered grain and Warren promised payment in the future. Warren ended up insolvent and bankrupt, without enough money to pay back the farmers for the portion of grain it purchased on credit. (The implication here is that the reason Warren ended up in this financial mess is due to something funny, like embezzlement.)

· Issue: Whether Warren was Cargill’s agent with respect to the credit contracts between Warren and the farmers. If Warren was Cargill’s agent, then Warren’s debts would be Cargill’s debts.

· Holding: Warren borrowed from the farmers as Cargill’s agent because Cargill exercised almost total control over Warren.

a. Indicia of Cargill’s control:

(1) Rights of supervision, including the right to veto certain financial transactions.

(2) Right of first-refusal.

(3) Right to control the terms on forms.

(4) Power as a result of financing – including power to pull the loan, saying that Warren had to pay them back immediately.

· Cargill’s response to the holding.

a. Cargill’s characterization of these indicia of control:

(1) Rights of supervision. There was no actual right of supervision, just power to give advice. There is a right to protect a loan. Most of the rights of supervision were common terms in debt contracts. Since Warren was in some financial difficulty, Cargill wanted to keep a close eye on them to make sure they stayed out of other financial trouble, so the loans would be repaid.

(2) Right of first-refusal. The right of first-refusal is a means of protecting the loan. When there is grain available, Warren has to use it to pay off the loan. Second, Cargill is not a principal, just a purchaser. They are both a creditor and a purchaser of grain.

(3) Right to control the terms on forms. Cargill would argue that sometimes they have Warren buy grains on their behalf. They don’t deny liability to pay for those grains. But it isn’t those transactions that are in question – it’s Warren’s more general transactions for grains purchased on credit.

(4) Power as a result of financing. That is inherent in any large lender’s relationship.

b. Cargill’s reason that it should not be considered the principal with respect to purchases from farmers. They say it is wrong to focus on control here – control sometimes is relevant to the determination of whether there is agency, but not here. The grain purchases that the farmers are complaining about are not purchases for Cargill. Cargill’s right of first refusal does not mean that the purchases are made on Cargill’s behalf – the mere right to purchase does not mean that Cargill was in actuality purchasing. It has support for this proposition:

(1) Restatement (Second) of Agency § 14K: Warren was not to “receive a fixed price for the property irrespective of price paid [it]. This is the most important.” (Page 30 – emphasis added.)

(A) This case is an example of the dangers of lender liability. There is a fear that if things go badly, the creditor will not get money back, but will be left owing money to the debtor’s other creditors. This is not a disaster for creditors – it is a problem for debtors, who want to borrow money on favorable terms. Many of them cannot do this because the banks or other creditors will refuse to lend money because they don’t know the business, or else will only lend money at very high interest rates. The debtor will reply, “Lend it at a reasonable interest rate, and you can send an agent to monitor us – we will even give you certain rights of control.” The lender will not do that, because then the creditor would be liable for all of the debts, as per Cargill and similar cases. Cargill would prefer the court to take seriously the part of the Restatement that it cites, asking whether Warren was to receive a fixed price for the property – whether the product was really purchased on behalf of the principal. It looked like Warren was in business for itself, and the Restatement says it is most important whether Warren was to receive a fixed price for the property irrespective of price paid. It seems that the court skipped the most important factor and looked at the minutiae.

(2) Reason control should matter less here than in the gas station cases: In the gas station cases, we’re concerned about who could have prevented the tort. Thus, control is the determinative factor, because the person with control can exercise it to prevent injuries. The farmers, on the other hand, are consensual creditors and may implicitly have agreed to accept the risk of Warren’s creditworthiness. Also, as consensual creditors the farmers could have protected themselves more easily than the tort victims in the gas station cases. Thus, extending liability in Cargill would be a windfall to the farmers, and an expense to lenders and debtors in the future.

c. Is there a ground on which the farmers can prevail even if control is not considered? The farmers can argue that Cargill’s actions led them to believe that they were dealing with Cargill. They will argue that control per se isn’t important – rather, everybody knows Cargill runs Warren, and thus the farmers didn’t distinguish between those transactions were Warren was selling to Cargill and those where Warren was not. Thus, Warren’s apparent authority estops Cargill from claiming a lack of agency. Under this logic, this case is not the travesty of justice that lender liability critics say it is – it could be narrowly deemed an apparent authority case.

(1) Answer to lack of actual agreement with farmers. Cargill will argue that there was no actual agreement with the farmers. But the whole notion of apparent authority is that when a principal puts others in the position of believing that another is acting as its agent, it is responsible for the acts of that agent.

E. Apparent Authority and Apparent Agency

1. Apparent authority.

· Generally. Apparent authority can undermine D’s story that P only dealt with the agent and not with the principal. Once this story is undermined, there is an independent ground for holding D liable. If P has been fooled by the arrangement between principal and agent, it would be wrong to say that P could have avoided the risk.

· Actual authority versus apparent authority (by way of contrast). Actual authority means “authority that the principal expressly or implicitly gave the agent.” Actual authority can be conceptualized as intentional authority, thus distinguishing it from apparent authority, which, while real as a matter of law, remains unintentional. Lind defines it as follows: “‘Apparent authority’ arises when a principal acts in such a manner as to convey the impression to a third party that an agent has certain powers which he may or may not actually possess.”

a. “Implied authority” and “inherent authority.” We will mostly ignore “implied authority” and “inherent authority,” for the reasons given by the Lind court, specifically that these are best conceptualized as part of either actual or apparent authority. Implied authority usually refers to actual authority that the principal intended to grant to the agent and did in fact grant to the agent, albeit implicitly.

· Principle behind apparent authority. The principle underlying apparent authority is that the principal should bear any costs of placing an agent in a situation that could mislead a third party. The reason is that the principal may be able to avoid the misunderstanding more easily than the third party.

2. Lind v. Schenley Industries (3d Cir. 1960).

· Facts: Herrfeldt, a Park & Tilford vice president, tells Lind that Kaufman, a sales manager, would set Lind’s compenation. Kaufman sets a 1% compensation. There is debate over whether it is extraordinary, or merely very high.

· Holding: Park & Tilford held liable for acts of Herrfeldt.

· What divides the majority and dissent?

a. The degree to which the compensation is unusual and whether Lind should have known that Herffeldt and Kaufman lacked the authority to grant such compensation. Lind claims that it looked to him like they had the authority. The dissent says that even though Herrfeldt was a vice president and Kaufman was a sales manager, this compensation was so out of character with any package in Lind’s experience that he should have known they were not giving it to him. The majority, on the other hand, says the package it isn’t so extraordinary, even though it is substantial.

b. Whether Lind did in fact believe that Herffeldt and Kaufman had such authority. For years the salary was not paid and he did not ask about it. Why didn’t Lind ask about it if he believed that it was actually due? Where the third party is fooled into believing that the agent actually had authority, there is good reason to find apparent authority. But where it was unreasonable to believe, or if in fact Lind did not believe they had such authority, the principal should not be held liable. This is the best view, although it did not control in this case.

3. Three-Seventy Leasing Corporation v. Ampex Corporation (5th Cir. 1976).

· Facts: Kays, an Ampex sales representative, writes a letter in response to a formal document, executed by Joyce for Three-Seventy and sent to Ampex. The document in question is a formal contract with blocks for signatures, one by Joyce and one by an Ampex representative. Joyce signs the document and sends it on.

· Holding: Ampex is bound by the actions of Kays.

a. Offer and acceptance. Joyce receives a letter from Kays confirming the delivery dates from Ampex. The court thinks that the formal document signed by Joyce and sent to Ampex was an offer. They think that Kays’ letter about delivery was an acceptance.

b. Apparent authority. Ampex says that Kays couldn’t accept an offer of this magnitude. The court says that Ampex put Kays in the position of apparent authority based Ampex’s activities.

· Different argument that Ampex could have emphasized. Ampex could have made more of the fact that the document returned by Joyce contained a formal “signature block” to be executed by an Ampex representative by arguing that if they wanted to accept the offer, they would have signed the contract that Joyce had sent. They could argue that Joyce didn’t act reasonably – this contract couldn’t be entered casually, and Joyce knew that because it looked like a formal document, and required a signature in the signature box. That argument might have worked on the view that a casual letter shouldn’t have been given the benefit of apparent authority – the only person with ability to bind Ampex is someone who could sign that signature box. One might have argued on behalf of Ampex that although in the abstract Kays had the apparent authority to bind them, apparent authority cases should be decided in their context.

4. Billops v. Magness Construction Co. (Delaware 1978).

· Facts: Employees of the Brandywine Hilton Inn allegedly mistreated guests of the inn. The guests sue Hilton, the franchisor, partly on the ground of apparent authority.

· Holding: For plaintiffs. There is sufficient evidence for conclusion that franchisee is agent of franchisor, and thus there is apparent authority.

a. Basis for apparent authority: The court notes, “Plaintiffs have presented evidence of their reliance on Hilton as a ‘quality enterprise.’” As in Cargill, plaintiffs claim that larger enterprise held itself out as the responsible party and should be held thus. In essence, Hilton, by allowing the Brandywine Hilton to use its name and make other representations about their relationship, led plaintiffs to believe that it would be responsible for everything the Brandywine Hilton did. Hilton should have, if it wanted to limit its responsibility, either not allowed Brandywine Hilton to use its name, or should have made sure that a warning was issued to customers that the Hilton corporation would not be liable for anything the Brandywine Hilton did. Here, the plaintiffs focused on the consensual nature of the arrangement, and the belief that they had a contract with Hilton.

F. Inherent Agency Power

1. Watteau v. Fenwick (Queen’s Bench 1892).

· Facts: On behalf of his principal, but beyond his actual authority, Humble purchased cigars on credit. Although the seller relied on only Humble’s credit worthiness, seller seeks to be paid by the principal.

· Holding: For P. The court states, “[O]nce it is established that the D was the real principal, the ordinary doctrine as to principal and agent applies—that the principal is liable for all the acts of the agent which are within the authority usually confided to an agent of that character.” (Page 47.) The court ignores the authority questions, and says that purchasing cigars on credit is within the scope generally of the sorts of things that the agent does, and even though there was no apparent authority they hold the principal liable.

a. Apparent conflict with apparent/actual authority cases. To the extent one believes this is inconsistent with the apparent and actual authority cases, so be it. Cases like Watteau are exceptions to this conclusion.

· Defense of liability of an undisclosed principal to a consensual third party: Although the seller thought he was dealing with Humble, he thought Humble was the owner of the business. This was the principal’s fault – he put Humble in the position of appearing as the owner. To the extent that the seller was unable to obtain assets in satisfaction of the obligation that Humble incurred, it seems right that the principal should be deprived of those assets.

· Cases where assets of business are not enough to pay off the debt. One can imagine another case where the business’s assets are insufficient to pay off the debt. Then the third party can reach all of the principal’s assets, and not just those that were the source of the confusion. This may be an exceptional set of cases.

a. Argument against this approach. One might argue, if the jurisdiction isn’t limited by Watteau, that the principal owns assets on her own behalf, we should limit Watteau based on the principle of apparent authority.

b. Apparent liability key. When you break through the doctrine, this is not an apparent authority case, but apparent liability case. The third party was led to rely on not an actual, but an apparent situation.

· Controversy surrounding the case. The liability of the undisclosed principal allows P to go beyond the assets that were the source of confusion (i.e. the business), and get the assets of undisclosed principal. Everybody agrees that P can get the assets that were the source of confusion, but the controversy is whether P can go beyond the assets of the business.

a. Situation will rarely arise. In general, nobody will lend to a business beyond the extent of that business’s assets without first carefully scrutinizing the business. Something like that was much more likely to occur in 1893, when Watteau was decided, than in 2001.

2. Kidd v. Thomas A. Edision, Inc. (S.D.N.Y. 1917).

· Really an apparent authority case: In Kidd, “inherent authority” merely gives rise to “apparent authority,” which can be expected to mislead the third party as to whether actual authority existed. Kidd fits neatly as an apparent authority case, while Watteau does not. Watteau can be viewed largely as a case in which the principal created an appearance of credit-worthiness, on which the third party relied.

· See also Lind (explaining that “implied authority” and “inherent authority” fit generally within the category of apparent authority.

3. Agency and Corporate Law.

· Why study agency in corporate law?

a. Agency cases help us understand why equity (a.k.a. residual claimants and, in corporations, shareholders) gets control. The person in charge will benefit or lose from the transactions in question. In almost all business relationships, the equity holders are in control. The equity holders have the most to gain or lose. In corporate law, we’ll find that equity holders have control of firms.

b. The fictional corporate person can’t act but through agents. A “corporation” is just a name we give to a business association among human beings. The corporation doesn’t own property – the agents do. Since corporations do not exist, we must pretend they are the principal in the principal/agent relationship.

II. PARTNERSHIPS

A. Partnerships

1. Partnership in general.

· The law of general partnership is, in essence, an extension of agency law, mainly specifying certain default rules that define the agency relationships among partners. (The rules can be altered if the parties so choose – it is a default rule rather than a general rule.) Partnership law attempts to write a set of rules that can guide relationships between the parties, which the parties can change if they choose.

· Every partner is both a principal and an agent. Every partner is an agent for the partnership, and thus, they are all principals for all the others. Each owes fiduciary duties to the others.

· These rules are summarized in the Uniform Partnership Act (“UPA”), as well as the Revised UPA (“RUPA”).

· Adoptions and rules vary by jurisdiction.

· §4(3): “The law of agency shall apply under this act.”

a. Again, partnership law is essentially an extension of agency law.

b. Partnerships and partners are generally subject to third parties under agency rules, some of which are repeated elsewhere in the UPA.

· §6(1): “A partnership is an association of two or more persons to carry on as co-owners a business for profit.”

a. Association sufficient for partnership need not be formal, or even desired.

b. Formal associations, such as corporations, limited partnerships, and limited liability companies, are excluded. They are for the most part corporations. However, general partnerships are distinctly different than corporations.

· §7(4): “In determining whether a partnership exists… receipt by a person of a share of the profits of a business is prima facie evidence that he is a partner…” It won’t necessarily be enough.

a. Payments of a debt, wages or rent, etc. do not count as a “share of the profits.”

b. This is essentially a reference to an equity interest.

· §9(1): “Every partner is an agent of the partnership for the purpose of its business…”

a. Partnership is about the principal/agent half of agency law, as opposed to principal/third party part of agency law. §9(1) makes that explicit – when you are acting on behalf of the partnership, it isn’t for your own benefit.

b. This is reinforced by §21(1), which establishes the partner’s fiduciary duty (i.e., duty to act on behalf of another) to the partnership.

c. A partner’s fiduciary duties are further specified in, and limited by, RUPA §404.

· §18: Subject to any agreement:

(a) “Each partner shall be repaid his contributions … and share equally in the profits … and must contribute towards the losses … according to his share of the profits.” Unless there is agreement to the contrary, each partner must be paid back his contribution.

(1) Example. If A invests 5 and B invests 10 and there is a $5,000 profit, A gets the first five, B gets the first 10 and then they split equally thereafter. They can split the profits differently if they agree to. But unless they decide otherwise, they will split the profits equally.

(2) Note that §7 provides a pre-emptive exception for old debts and the liability of incoming partners, limiting liability to assets contributed.

(e) “All partners have equal rights in the management and conduct of the partnership business.”

(f) “No partner is entitled to remuneration for acting in the partnership business” except as compensation for winding up the partnership. For example, if it is dissolved by debt, the surviving partner is entitled to compensation for his activities in winding up the business. While the partnership is going, all partners have equal rights in management and conduct and get paid for that conduct. If they pitch in and do everything equally, there is no need to get a salary on top of that.

(g) “No person can become a member of a partnership without the consent of all the partners.”

(1) No conflict with fact that partnership can be formed without meaning to. The fact that a partnership can be formed without meaning to deals with formality. A and B may be partners without recognizing their arrangement as such. If C joins the enterprise, and B never consents to make C a partner, two things are possible. Either C is not related to the partnership, or she is only related to the limited extent of her agreement. Although there is an argument that A would have apparent authority to make C a partner, one can distinguish such an arrangement by focusing on losses. If C is not a partner but only an employee, she does not bear risk of liability even though she gets a share of profits. But, more to the point, it is hard to imagine a situation in which C starts as the manager without all three at least implicitly consenting. There could then be a partnership, because they have unanimously agreed.

(h) “Any difference arising as to ordinary matters connected with the partnership business may be decided by a majority of the partners.”

· §29: “The dissolution of a partnership is the change in the relation of the partners caused by any partner ceasing to be associated in the carrying on … of the business.”

a. Doesn’t immediately end business. The dissolution does not mean that the partnership ceases immediately. But the association is over when any partner leaves.

b. Impractical way to run a business. This isn’t a very practical way to run a business, especially with a lot of partners. After dissolution, each partner has a right to an accounting. It would be quite inconvenient, with a large number of partners, to have to dissolve the partnership and distribute the assets whenever one leaves. Thus, in more complicated partnerships, partners agree that even if the partnership dissolves, the remaining partners will form a new partnership that looks just like the old one, with the same rights and responsibilities, and they will make provisions to compensate the one who left. Corporate form can also solve this problem.

c. Reason for this provision. This set of rules is designed to deal with 2 or 3 people in a business venture together, each intimately relying on the others, working full time for an equal share of profits. This provision is entirely appropriate for such an arrangement.

· §30. “On dissolution, the partnership is not terminated, but continues until the winding up of partnership affairs is completed.”

· §31: “Dissolution is caused:

(1) “Without violation of the agreement between the partners, …

(a) “By the express will of any partner when no definite term or particular undertaking is specified.” In this instance, partnership is dissolved and nobody is at fault. Nobody owes damages.

(2) “In contravention of the agreement … by the express will of any partner at any time.” There is still a dissolution and accounting. But here one person quit the partnership in violation of the agreement. Under ordinary contract law, the partner quitting would owe damages to the partners that remain.

B. Partners Compared With Lenders

1. Martin v. Peyton (New York 1927).

· Facts: Peyton, Perkins and Freeman (the “lenders”) forwarded the partnership of K.N. & K. liquid securities in exchange for illiquid ones and 40% shares of the profits, to a limit of $500,000.

· Control (or potential control) features:

a. K.N. & K. agreed to operate in a responsible manner, subject to removal of partners by, and other veto rights of, the lenders.

b. The lenders had a right to buy into the partnership.

· Would these factors be sufficient to establish the lenders as principals of the partnership under Cargill? Here the agents, if the third parties are successful, are the undisputed partners of K.N. & K., and the third party creditors say that the lenders are not actually lenders – they are principals, with the partners as agents. Thus, the lenders would be held personally liable for the obligations of the partnership. There’s no real argument that K.N.&K. was a mere puppet. Unlike Cargill, there is no argument that the partnership as an entity was acting on behalf of these lenders as a separate entity. These trades weren’t strictly for the benefit or loss of the lenders.

a. Argument to make. These trades were for the benefit or loss of the partnership, of which the lenders are partners. So all the P has to do is establish that the lenders were in a sense co-equal among the partners in the trades, which makes them partners and allows P to go after all of them.

b. Perhaps so, but there was no indication of any “paternalistic” actual interference with the K.N.& K.’s day-to-day operations. Even if the right to control is as great as in Cargill, the elements of control are not. This lack of day to day control, moreover, makes it implausible to say that K.N.& K., as an entity, was an agent of the lenders as principal. If K.N.& K. were really making trades on behalf of the lenders, you would expect the lenders to be more hands-on.

c. After all, the fall of K.N.& K. apparently resulted from failure of such supervision.

· Cargill aside, treating K.N.& K. as lenders’ agent is implausible. The implausibility of treating K.N.& K. as the lenders’ agent is shown by the fact that K.N.& K., not the lenders, would profit or lose from the transactions with third parties. Nobody argues that anybody but K.N.& K. would profit or lose from the transactions with third parties. If the only question in this case was whether there was a hierarchy with the lenders as principals, it would be pretty easy to determine that there was no principal/agency relationship.

· However, question in this case is different than Cargill. The question is whether the lenders “agreed to associate themselves with the firm as to ‘carry on as co-owners a business for profit.’” (Page 94.)

a. That is, were the lenders partners? It is possible that the lenders will be liable to third parties because they were partners. If the lenders were not merely lenders, but were partners, partnership law states that each partner is personally liable for the losses.

· Holding: For D – lenders were not partners.

· Why did the court did not find profit-sharing alone, or along with the control elements, sufficient to establish the lenders’ partnership? Profit sharing is prima facie evidence of partnership, and there was profit sharing in this case.

a. Perhaps the lack of apparent authority to the consensual plaintiff (though there is no hint of this in the decision). It might not seem right that these lenders should end up being liable if the traders didn’t know that they existed. Compare Fenwick, where the cigar vendor thought he was relying on the credit of the agent but found a wealthy principal behind him. We can imagine circumstances where we don’t want to grant a windfall to the P – one might not have wanted to hold the undisclosed principal liable in Fenwick, and may not want to hold the undisclosed partner liable here.

b. Profit sharing. The profit sharing agreement in this case allowed the lenders were to receive 40% of the profits up to $500,000. The cap makes it look like a mere loan. Although the law says that sharing of profits is prima facie evidence of partnership, it also says that interest on a loan is not. This is neither sharing of profits nor interest on a loan – it’s a hybrid, and demonstrates the problems with trying to fit these cases into wooden doctrine. To doctrinal analysis is utilized, tough questions like this one emerge.

· Provides a hint of corporate veil piercing. This case is also a hint of the question of piercing the corporate veil.

a. Perhaps tort victims should pierce corporate veil easier than creditors. One might think tort victims should be able to pierce the corporate veil easier than creditors. Perhaps a consensual creditor’s reach should be limited, at least to the people he thought he was relying on. Although this case’s outcome isn’t problematic, the rationale is problematic.

· Even if there is no significance in the fact that K.N.&K. were lenders, one may still believe they should not be held liable if the implicit relationship is that only the visible partners should be held liable. It is perfectly viable for K.N.& K. and Freedman, Perkins to decide that if there are losses, only the original partners will be held liable and K.N.& K. will not. If this decision is explicit in the contract, it would be absolutely enforceable. However, that explicit agreement does not appear in the contract.

a. Law should attempt to construct implicit agreement. The law should attempt to determine the implicit agreement, which doesn’t necessarily turn on whether the lenders were pure lenders. It may have been readily apparent to the traders that the admitted partners were the partners, and others would not be liable. If lenders can be held liable in situations such as this, such a rule might make lending difficult, for fear that lenders would be considered partners and thus held liable.

C. The Fiduciary Obligations of Partners

1. Meinhard v. Salmon (New York 1928).

· Facts: Salmon and Meinhard agreed jointly to finance, and divide profits or loss from, a lease by Salmon of the Hotel Bristol from Gerry. Salmon was to manage the property. Near the end of the lease Gerry offered Salmon, and Salmon accepted, a new lease on the same property. Meinhard wanted half of Salmon’s rights in the new lease. Meinhard claims that Salmon breached a fiduciary duty to Meinhard.

· Cardozo’s famous passage: “Joint adventurers, like copartners, owe to one another, while the enterprise continues, the duty of the finest loyalty. … A trustee is held to something stricter than the morals of the market place. Not honesty alone, but the punctilio of an honor the most sensitive, is then the standard of behavior.” (Page 109.) To the best of currently available knowledge on the matter, this passage means absolutely nothing. Everyone knew there was a fiduciary duty at the time this was written, and this passage adds nothing to that understanding.

· Why does Cardozo believe that Salmon breached his fiduciary duty to Meinhard?

a. Majority and dissent disagree on opportunity. Cardozo believes that opportunity to buy was encompassed in this partnership. Gerry offered the opportunity to buy to Salmon because Salmon held the lease to the Bristol Hotel. Gerry thought whomever held the lease was a likely candidate to invest in this new opportunity. Cardozo notes that Gerry “figured to himself beyond a doubt that the man in possession [of the original Bristol lease] would prove a likely customer [for the new lease].” (Page 108.)

b. Thus, the opportunity belonged to the joint venture (effectively, the partnership).

· How does Andrews (in dissent) apparently misunderstand the holding of the case?

a. The majority does not hold that Salmon was obligated to continue the venture.

b. This is why Cardozo suggests that Salmon could have fulfilled his duty with disclosure rather than “secrecy and silence.” (Page 110.) That observation is important. What Salmon did wrong was taking advantage of the partnership’s opportunity for himself personally. Salmon had no duty to continue the partnership with Meinhard into the new lease, but he couldn’t take the opportunity himself. It seems clear that Salmon would have had no legal trouble if he had given Meinhard information about the availability of the lease, and disclosed to Gerry that he was not the sole proprietor of this lease. Sharing the information on the opportunity with Meinhard would have been sufficient to meet the “punctillio of honor.”

· Does anything turn, in either Cardozo’s or Andrews’ view, on whether this “coadvetnure” is a partnership (as surely it must be)?

a. Not really, even in Andrews’ mind, as the point, which Andrews misses, is whether “the new lease [is] an offshoot of the old.” (Page 112.)

D. Rights of Partners in Management

1. National Biscuit Company v. Stroud (North Carolina 1959).

· Facts: Stroud and Freeman were equal partners in Stroud’s Food Center. Stroud notified National Biscuit that Freeman could no longer bind Stroud to any obligation. On behalf of the partnership, Freeman purported to purchase bread on credit from National Biscuit.

· Holding: For P. Stroud’s notice did not prevent Freeman from purchasing bread on behalf of Stroud’s Food Center.

· Why was Stroud’s notice not sufficient to deprive Freeman of apparent authority?

a. Freeman had actual authority—see UPA §18(e), (h)—to bind the partnership of Stroud’s Food Center, and National Biscuit knew it. Thus, apparent authority not relevant.

b. Actual authority is sufficient.

c. Rule: One partner cannot unilaterally take away the other’s management authority. A manager’s authority can only be overrode by a majority vote of partners. Stroud only has one vote, same as Freeman, so a majority did not decide to withhold right of one of the partners to purchase bread.

· What should Stroud have done to protect himself?

a. Dissolved the partnership and notified the suppliers of the dissolution. A partner can unilaterally dissolve the partnership – UPA §35. To take authority away from partner B, partner A has to pay the price of dissolving the partnership.

E. The Dissolution Solution

1. Page v. Page (California 1961).

· Facts: Informal partnership between brothers lost money for years, then (at least) began to turn around. Managing partner, also a large creditor, moves to dissolve the partnership over the objection of his brother.

· Holding: Court finds for the brother who wants to dissolve. The court says that when the partnership is at-will and not for a period of time, a partner can dissolve it, and the dissolution won’t be wrongful. There will be no damages, at least not for the dissolution on its own.

a. Partnership is declared to have no term, permitting nonwrongful dissolution at will.

b. The court notes managing partner’s fiduciary duty.

· What is it, in essence, that the court warns the managing partner not to do?

a. Liquidate partnership assets, purchasing them for less than their worth, and then reaping the full benefits from those assets. If the assets are already valuable, the managing partner should not be able to take advantage of his brother – the assets belong to the partnership, just as the right to listen to the offer was an asset of partnership in Meinhard. After dissolution, the assets are sold and proceeds are divided between the partners. If there isn’t enough after the assets are sold to cover liabilities, the partners have to pay out extra. The non-managing partner says that this is a scammer’s scheme – now that will be gains, the managing partner is taking them for himself. See explanation infra.

b. Compare Meinhard, supra.

c. Why is it significant that P is (indirectly) a large creditor? Creditors get back what they put in, even if the creditor happens to be a partner. Partnership creditors are subordinate to third party creditors, but partnership creditors do get paid before profits are shared. The only creditor in this case is the corporation owned by the managing partner. When these assets are sold, if they are sold for less than the amount than the creditor is owed, the creditor gets all the proceeds. The non-managing partner likely can’t pay for the assets, and nobody else will bid for them. Only the managing brother, who is also a creditor, can bid. He doesn’t even need any money to bid because he is the creditor. So the non-managing brother makes this argument, and the court warns the managing brother not to let it come to fruition. The non-managing brother says that when these assets get sold, the managing brother will take the business, without even needing the cash to pay for it.

(1) In some contexts this may be referred to as bidding one’s lien. The managing partner is owed $50,000. He is deprived of that by demanding a dissolution, purchasing the assets for well below their true value, then walking away with $100,000 surplus value. The non-managing brother would need to have the cash to defeat this scheme, and he does not.

· Why is it significant that P is the managing partner?

a. Manager may have unique opportunity to profit from private information about the business.

b. Again, compare Meinhard.

c. This is a complicated point, because in the abstract it’s possible that the manager knows something about running the business and has an obligation to disclose this to his brother as the partner. But in reality, the knowledge that he has about running the business may not belong to the partnership in the way that his brother claims. It wouldn’t be a breach of a fiduciary duty if he was just a good manager, purchased the partnership for $11,000, then made the assets worth $150,000 if the assets were made through his talents. To the extent that he hopes to benefit because his partner doesn’t have the cash, however, he cannot do this without breaching his fiduciary duty.

· Market failure. This only arises if the market is not functioning perfectly – i.e. if there is insufficient information.

· The test: “A partner may not dissolve a partnership to gain the benefits of the business for himself, unless he fully compensates his co-partner for his share of the prospective business opportunity.”

III. THE NATURE OF THE CORPORATION

A. The Corporate Entity and Limited Liability

1. Corporate formation.

· Aspects of partnerships that might make equity investors uncomfortable. By default rule, in addition to the (at least seemingly) sensible rules on fiduciary duty, general partnerships have at least two features that equity investors might find troubling:

a. Unlimited personal liability. Some of this can be avoided, i.e. by contracting with general creditors.

b. Dissolution at will.

· Can avoid these problems by contract. However, this is inconvenient.

a. How to contract around them. Partnership has to get the bank to agree that even though this is a loan to a partnership, the bank will not look past partnership assets. But corporation law deals with that without the need to contract. Moreover, there is no way for a general partner to eliminate unlimited personal liability to a non-consensual creditor – i.e. a tort victim. Formation of a corporation lets you do that.

· A typical incorporation.

a. Entrepreneur (or entrepreneurs) hire CT Corp to provide and process forms for a Delaware incorporation. (reasons for Delaware incorporate are discussed infra).

b. The application form will become the “Certificate of Incorporation” (sometimes also called “Articles of Incorporation” or “Charter”).

c. The certificate will include, perhaps among many other provisions:

(1) The Name of the Corporation

(2) The Corporate Purpose

(3) Relevant Addresses (address for registered office of corporation)

(4) The Number of Authorized Shares

d. Non-profit corporations. Non-profit corporations differ from business corporations.

e. The certificate is then mailed to the Delaware Secretary of State, along with a fee (and a duplicate is filed in the appropriate county office).

f. The Entrepreneur then waits for notification that her Certificate has been properly filed with the Secretary of State.

g. In the meantime, the Entrepreneur writes up the Corporation’s By-Laws, which (like the Certificate itself) may include almost anything relating to:

(1) The business of the Corporation; or

(2) The rights or powers of its stockholders, directors, officers, or common employees. The details of the set of rules that governs the shareholders are generally left to the bylaws.

h. Once the Entrepreneur receives notice of proper filing from the Secretary of State, she holds an Incorporator’s Meeting, which adopts the By-Laws and elects the initial Directors.

(1) Also need assets if you want the corporation to do business.

i. The Directors may then appoint Officers and have the Corporation sell the authorized stock.

(1) This is one way to get money for the corporation.

· The relevant governing provisions for incorporate in Delaware can be found in General Corporate Law of Delaware (“GCLD”) § 101 et seq.

· After such incorporation, the officers can run the corporate business subject to (in ascending order of hierarchy):

a. The Directors

b. The By-Laws

c. The Certificate

d. State Corporate Law

e. Federal Law

· Shareholders. The shareholders come into play because they elect the directors. Some decisions are also left to the shareholders – in most cases, a merger must be approved by the shareholders, so they come into the decision-making hierarchy on rare occasions.

· Note that this hierarchy is dynamic; in addition to changes in law:

a. Shareholders elect directors

b. Shareholders and directors may amend the certificate

c. Shareholders and/or directors may amend the By-Laws

2. Corporate Limited Liability.
· Honoring corporation formality. One of the key inquiries in whether you have honored the corporation is whether you have honored the formality of keeping the money separate from your own. The corporation is treated as a legal person, and the shareholders merely have a claim to its profits or assets.

· Corporation limited liability. It is this treatment of the corporation of a separate person that gives rise to corporate limited liability in the first place. The creditors cannot recover money from the shareholders.

3. Walkovzky Hypothetical.

· Facts:

a. Carlton, a wealthy businessman, runs a cab business that consists of one cab, which is leased, and one employee, a salaried driver, who has no assets. As the law requires, Carlton carries liability insurance that will pay a victim up to $10,000 in any year in which there is a cab accident. For simplicity, assume the business will exist, if at all, for only one more year.

b. A good year is defined as one in which there is no accident. In a good year the business will generate $10,000 in gross revenues. This amount represents $5,000 in profit to Carlton, as his expenses for any year, all paid up front, are $5,000 in salary to the cab driver, lease payments on the cab, and an insurance premium. There is an 80% probability that a year will be a good year.

c. A bad year is defined as one in which there is an accident. In a bad year, as in a good year, the business will generate $10,000 in gross revenues, and there will again be $5,000 in ordinary expenses. But in a bad year there is also a $40,000 liability owed to an accident victim, only $10,000 of which is covered by insurance. There is a 20% probability that a year will be a bad year.

d. Risk neutrality. We will assume, for simplicity, that all parties are strictly risk neutral, i.e., for our purposes indifferent between a sure $1, on the one hand, and a 50% chance of $2 and 50% chance of $0, on the other.
e. Assume the driver is penniless.

· Is it socially optimal for Carlton to run his cab business this year?

a. What is the insurance premium? Insurance companies’ premiums take into account the risk that they bear. The company is on the line if there’s an accident. The chance of accident is 20%. The premium is $2,000 - .2($10k) = $2k. There is a 20% chance of having to pay out $10,000 and an 80% chance of paying out nothing. So if you take $2,000 you’ll come out alright. This isn’t precisely accurate.

b. What then is the net value of the business? .8($10k - $3k) + .2($10k - $3k - $40k) = $-1k. There is an 80% chance of no accident ($10k - $3k). It cost $3,000 to generate $7,000 in wealth. The premium is a wash by hypothesis – the business is paying exactly what the transfer back would be. The money paid to the insurance company and paid out by the insurance company – the real expenses are $3,000 and the real revenue is $10k. There is an 80% chance of the total balance sheet for society being $7k.

(1) Notes on benefit. The net benefit to society, reflected by market prices, is that the enterprise in a good year produces $10k in wealth for $3k in resources consumed. In this case, we assume that the cabbie is indifferent between leisure and driving the car. If the cabbie was enthusiastic about driving the car, that would be a positive externality. From society’s perspective, in a good year there is $7k created. In a bad year, there is the same $7k created but someone gets hit by a cab and suffers $40k of injury.

(2) Conclusion. Not socially optimal, then, at least if sellers of resources to Carlton are indifferent. When you take into account everything that might happen, expected gains are outweighed by expected losses.

· Will Carlton run the business if his only option is to do so in his individual capacity?

a. If he has to pay that $40k liability for the cab accidents (see respondeat superior, supra), Carlton would have to pay any of the cost of the accident that the insurance doesn’t pay. A key part of limited liability law is that courts are more likely to pierce the corporate veil for a tort victim than for a creditor. Carlton, in his individual capacity, will not engage in the business. If he’s engaging in his individual capacity, he will pay out the full cost of the business if he’s forced to pay the tort victim – he will internalize it all. If the value to society is -$1,000, and Carlton were forced to internalize all the costs on society, when he nets out what the costs and benefits are he’ll get the same answer as for a societal perspective.

(1) Mathematical equation of Carlton’s expectation. .8($10k - $5k) + .2($10k - $5k - $30k) = -$1k. Thus, as long as Carlton is responsible for the accident, he perceives business to be net loser.

· Would your answer to the prior question change if Carlton could purchase $40,00 (rather than merely $10,000) worth of insurance?

a. No, because the premium would be: .2($40k) = $8k

b. What would Carlton expect? $10k - $3k - $8k = -$1k

c. From Carlton’s perspective, a bad year isn’t bad anymore – it’s the insurance company’s problem and they have to pay the entire $40k. But the insurance company charges the higher premium, and he’s back to internalizing the entire cost of the operation.

· Will Carlton run the cab business if he can incorporate the business and take advantage of limited liability?

a. What would Carlton expect then? .8($10k - $5k) + .2(-$5k) = $3k. This looks like a profit – he expects to make $3,000.

b. Fairness. You may think it’s unfair for Carlton to be able to run the business in this way at the expense of the victims of the damage that he causes. But even if you have no such notion of fairness, even if you think that we should just maximize wealth, you still should be against limited liability when the P is a tort victim. When we say this is a loss from society’s perspective, it introduces no fuzzy liberal principles of favoring innocent people who are hurt. In this case, the innocent person is hurt by more than the businessman benefits.

· Positive externalities. If you’re going to defend limited liability, you have to have some notion of positive externalities. By allowing Carlton to have limited liability, he is imposing part of the cost of doing business on the tort victim – a negative externality. If there are positive externalities that would not occur but for the running of the business, it becomes plausible from that perspective to encourage business activity.

4. Corporate veil-piercing.

· Generally. The question is whether there is a set of circumstances that can give rise to potential liability on the promoter’s part. Exceptions to the rule of corporate non-liability are referred to as veil piercing. The veil that would be pierced is the fiction that the corporation exists, and instead they can look to the individuals in control of the business.

· Walkovsky hypo revisited.

a. The Walkovsky hypo gets at why and when the law does or should permit a P to pierce the corporate veil.

b. Is it socially optimal for Carlton to run his business this year?

(1) What is the insurance premium? .2($10k) = $2k; because .8($2k) - .2($8k)

(2) What then is the net value of the business? .8($10k - $3k) + .2($10k - $3k - $40k) = -$1k

(3) Not socially optimal, then, at least ignoring any benefits that Carlton can’t capture.

(4) Carlton wouldn’t run business in his individual capacity. The value of the business is -$1,000. Carlton wouldn’t run the business on his own because it wouldn’t be profitable individually for him.

c. Incorporating the business and taking advantage of limited liability would cause Carlton to run it.

(1) What would Carlton expect then? .8($10k - $5k) + .2(-$5k) = $3k.

(2) What do victims bear? .8($0) + .2(-$40k + $10k + $10k) = -$4k

(3) Thus, under this set of facts there is a difference between what Carlton expects and what society expects. From society’s perspective, it is a -$1000 operation. Because Carlton can get rid of some of that liability, he expects a $3,000 gain from an operation that imposes on society a net $1000 loss. Someone is expecting a $4k loss, and that is the tort victim.

d. Should Carlton be able to operate this cab business as a corporation with limited liability?
(1) Not likely on most notions of fairness.

(2) Debatable as a matter of efficiency. Those who argue for limited liability, even against tort victims, argue that the efficiency consideration isn’t as simple as he’s made it out.

(A) This hypo illustrates the social costs of negative externalities.

(B) But defenders of limited liability point to positive externalities, such as the cabby’s job. Maybe these benefits exceed the negative externalities. In real life people are not indifferent to not having jobs. If we force Carlton to bear all the negative externalities, we may have the business not run even though it is positive from a social perspective. 

e. Should the insurance company get to sue Carlton personally for an unpaid premium?

(1) Let’s say you think that the corporate veil should always be pierced for the tort victim. Does it follow that a consensual creditor should be allowed to pierce the corporate veil? It seems not, if the insurer were fully informed, as the insurer would factor the risk of premium nonpayment into the premium itself.

(2) Also, insurer could have asked for Carlton’s personal guaranty.

· Proposed Ideal Standard for Veil Piercing.
a. Always pierce against a controlling shareholder in favor of a nonconsensual creditor, or at least pierce whenever corporation is undercapitalized. You pierce the corporate veil of a tort victim whenever the controlling shareholder doesn’t put enough assets at risk. Imagine there is some balancing point where if the corporation have put enough assets at risk, you would allow limited liability. When there is a tort victim, you want to allow piercing of the veil so that amount of assets is available to the tort victim.

b. Never pierce to protect a consensual creditor, absent fraud or breach of an agreement, explicit or implicit.

c. A lot of courts act as though this ideal standard is the law, but there is some real doubt about whether it is.

· Key factors:

a. Control

b. Disregard for corporate form (the only sufficient factor)

c. Gross undercapitalization

5. Walkovsky v. Carlton (New York 1966).

· “Unity” and “domination” rhetoric meaningless. As this case demonstrates, rhetoric about “unity” and “domination” is utterly empty. Of course the shareholder dominates the corporation, because the corporation doesn’t exist. Corporations are fictions, necessarily operated for and dominated by at least one controlling shareholder. It almost goes without saying that control is necessary but not sufficient for veil piercing.

· “The law permits the incorporation of a business for the very purpose of enabling its proprietors to escape liability.” Walkovsky (page 211). This already brings us away from the possibility that you would pierce in all cases in favor of a tort victim.

· Loss of the veil, then, generally will occur only where the P can show the shareholder’s own disregard of the corporate form, e.g., by failing to hold meetings or shuttling assets without regard to ownership.

a. Respondeat superior inapplicable. Thus, respondeat superior in its ordinary form is simply inapplicable. Corporate limited liability simply calls off respondeat superior. You might say that even if you’re willing to honor the corporate veil, the shareholder should be responsible based on respondeat superior. However, this would mean that there would never be a corporate veil, so respondeat superior is off the table.

· Undercapitalization, even ex ante, and even where the P is a tort victim, is rarely if ever sufficient to pierce.

a. Why is the court particularly comfortable with this conclusion in this case?

(1) In the majority’s view (but not the dissent’s), the legislature, in essence, established a minimum capitalization requirement with its imposition of an insurance requirement. According to the dissent, the legislature established a minimum legal standard.

· Note, as does the court, that enterprise liability is a question of “lateral” veil piercing, with the standards for veil piercing—a consideration of corporate formalities—essentially the same. The court says that if the P’s allegations are true, that would be sufficient to pierce laterally. Carlton would have to give up assets of other cab companies because they would be held liable.

· Enterprise liability vs. corporate veil-piercing. With enterprise liability, P is attempting to go after interlocked corporations. With corporate veil-piercing, the P is trying to go after the individual behind the corporation.

6. Sea-Land Services v. Pepper (7th Cir. 1991).

· This case offers, through Van Dorn, a two-prong test, disregarding the veil if there is:

a. A “unity of interest and ownership;” and

b. Honoring the veil would “sanction a fraud or promote an injustice.”

· This test makes no sense.

a. A shareholder can run afoul of the unity prong by failing to honor corporate form (in a variety of ways) or through undercapitalization. But as suggested by Walkovsky, undercapitalization alone is seldom if ever sufficient to deprive the shareholder of the veil. Minor breaches might be ignored if a corporation was adequately capitalized, but not otherwise. There are few, if any, cases where scrupulous attention was paid to corporate formalities. The veil has never been pierced in that case – it is essentially window-dressing.

b. The fraud or injustice prong is without defining principle, at least because “unjust enrichment” can, but does not always qualify. In the abstract it sounds reasonable, but the list of things that count or do not count as fraud or injustice betrays that.

(1) B. Kreisman example. One example is the court’s inscrutable discussion (page 221) of restaurant equipment purchased but not paid for in B. Kreisman. When a corporation does not pay for restaurant equipment, if the creditor can’t pierce the corporate veil then there would be unjust enrichment because D would benefit from the equipment without paying for it. If that counts as unjust enrichment, when is there not a case of unjust enrichment? This is true in every single case of veil piercing in favor of a consensual creditor. Even a tort victim can claim that failure to pay her was unjust enrichment because the business operation put her at risk.

(2) Cab example. A cab runs you down. The company has minimal assets and is run by a rich guy. He’s held a board meeting last week, so he wins. Or, he didn’t hold a board meeting, so you win. The only thing that matters is the only thing that shouldn’t – this corporate formality. Corporate limited liability is designed to let individuals escape liability. Corporations are supposed to serve this purpose and courts can’t quite find an exception, so they cling to something they can see – whether or not the individual shareholder has honored the form.

· Reverse veil piercing. The P in the case wants to “reverse” veil pierce to get at assets of other corporations in which Marchese is a shareholder. P wants to not only exhaust the assets of the corporation with which he dealt, but “reverse” veil pierce and get the assets out of the other corporations which Marchese is the controlling shareholder of.

· Who will lose if P succeeds in a reverse veil pierce after an ordinary veil pierce against Marchese?

a. The other shareholders of these corporations. You can get Marchese’s shares in the other companies without reverse veil-piercing. Once you’ve pierced against Marchese, you have access to everything he’s entitled to in these other corporations. Reverse veil piercing will only make P better off when these other corporations have other shareholders or creditors, if any. Thus, the losers will be other shareholders or creditors.

b. Argument for reverse veil piercing. One can argue that reverse veil-piercing makes sense because you encourage minority shareholders and creditors to look out for majority shareholders. But the reason reverse veil piercing never makes any sense is because courts that do it don’t see it this way.

· How does “reverse” veil piercing differ from “lateral” veil piercing (i.e., enterprise liability)?

a. The latter permits reaching assets of the controlling shareholder that may be otherwise unavailable.

b. But even enterprise liability permits impairment of noncontrolling shareholder and creditor interests. If shareholder dishonored lateral formalities, court may require enterprise liability. This is less controversial – unless you allow assets of a corporation to be used for debts other corporations, there is no way for the creditor to even get the shareholder’s equity interest provided no ordinary piercing. We need enterprise liability for P to say that he’s not going after personal assets of D, but going after assets of other corporations. Sometimes enterprise liability permits you to get claims to assets you cannot get if you cannot pierce in the first try.

7. Kinney Shoe Corporatoin v. Polan (4th Cir. 1991).

· “Individuals who wish to enjoy limited personal liability for business activities under a corporate umbrella should be expected to adhere to the relatively simple formalities of creating and maintaining a corporate entity.”

· The court in Laya, however, established an assumption of risk exception to veil piercing even when corporate formalities have been ignored. A fully informed consensual creditor who has assumed the risk of nonrepayment shouldn’t collect from the shareholder he chose not to get a personal guarantee from.

· What did the Kinney court say about the assumption of risk exception?

a. It may be limited to creditors who are financial institutions.

b. It is “permissive and not mandatory.” (Page 225.) It’s unclear how they justified this argument.

8. Perpetual Real Estate v. Michaelson Properties (4th Cir. 1992).

· “[C]ourts usually apply more stringent standards to piercing the corporate veil in a contract case than they do in tort cases. This is because the party seeking relief in a contract case is presumed to have voluntarily and knowingly entered into an agreement with a corporate entity, and is expected to suffer the consequences of the limited liability associated with the corporate business form, while this is not the situation in tort cases.” (Page 229.)

a. Studies have shown this to be false. This suggests that the rule is simply that if you want limited liability, then you have to honor formalities. If you honor formalities, you get limited liability.

· Is there a way to reconcile Kinney and Perpetual? There were never any assets in the corporation in Kinney. In Perpetual, on the other hand, the P was involved in the whole mess that gave rise to the liability. For that P to say that you needed to pierce the veil shocks the conscience – this was an assumption of risk case, but at least arguably Kinney was not in the same way. One might argue that the P in Kinney was either not fully informed or had an implicit agreement that D shareholder would keep some assets in the corporation.

a. In Kinney the breach of corporate form, including the failure to capitalize, may be seen as a fraud or breach of an implicit agreement.

b. In Perpetual, the P truly assumed the risks of the breaches of form, including the asset-shuttling.

c. This is why these cases might be reconcilable after all.

9. In re Silicone Gel Breast Implants Products Liability (N.D. Alabama 1995).

· When Bristol-Myers put fraudulent disclosures in the packet, of course they would be held personally liable.

· Unfortunate extension of veil piercing. The interesting part of the case for corporate law purposes is the ease in which P was able to establish a claim of veil-piercing merely because the shareholder itself was a corporation. There is another set of evidence that the court uses to determine that there is no separate entity and thus that the veil should be pierced which seems like an unfortunate extension of veil piercing law. The court finds it important that the same human beings who sat on the board of Bristol-Myers sat on the board of MEC. However, having an individual shareholder sit on or control the board doesn’t justify piercing the veil generally. But why does it suddenly justify piercing the veil against the corporate parent, when someone from the corporate parent is on the board? You can argue that this doesn’t make any sense. The court got a little confused, one might argue, by holding that against the corporate veil.

a. There may not be as much at stake in protecting intra-corporate liability as in protecting individual human being shareholder limited liability. Even if we think we need corporate liability to protect individuals who might be deterred, individual shareholders of a parent corporation already have limited liability, and extending it down the corporate chain might not be worthwhile if the cost is uncompensated corporate victims.

b. Counter-argument: It may be easier to pierce the veil of a corporation owned by another corporation. The owners of the corporation are already protected by the corporate form, and we don’t want to further limit liability against the corporation through creation of subsidiary upon subsidiary.

10. Frigidaire Sales Corporation v. Union Properties, Inc. (Washington 1977).

· This really isn’t a veil piercing case at all. It is statutory interpretation disguised as veil piercing.

B. Derivative Actions

1. Understanding derivative suits. Here’s how to understand the Aronson test and what it’s designed to get at:

· Same as the test in New York.

· Delaware Supreme Court loves to use abstract language. If it were to say what it meant, it would say: “There are two sorts of meritorious suits brought by shareholders that we want to allow. One is where board of directors engaged in self-interested conduct. The other is where the board of directors engaged in stupid conduct. We’re very worried about the first and not the second. Therefore, screening process will make it easy for the P to bring a derivative suit in the first instance and next to impossible in the second instance.”

2. Introduction to derivative actions.

· While veil piercing suits are primarily about allowing a creditor to sidestep the corporate form because a shareholder has misbehaved, derivative suits are primarily about allowing a shareholder to sidestep the corporate form because a director (or controlling shareholder) has misbehaved. In derivative suits, a shareholder gets to make a decision about how the corporation will conduct itself – namely whether or not to sue someone for a wrong allegedly done to corporation.

· Derivative suits usurp managerial prerogative from the board of directors. When a derivative suit survives it is presumed that the board of directors cannot be trusted with respect to the suit itself. That happens when the directors are being sued. Suing the directors does not, by itself, divest the directors of the ability to make the decision even with respect to a suit against themselves. It is, however, as a practical matter necessary. If you don’t sue the directors, the law will just laugh at you. It will say that if it’s such a good suit, the directors would have brought it, and it’s up to the directors to make that decision. The only question is what are the circumstances in which derivative suits make sufficient allegations such that the law will allow them to proceed given the possible conflict of interest.

· It becomes important to distinguish direct suits by shareholders from derivative suits on behalf of corporations, though brought by shareholders.

a. Either suit, almost always, is brought by shareholders.

· Direct claim vs. derivative suit. If a P shareholder is alleging that the corporation has been injured, that is a derivative suit. If the shareholder has been injured, it is a direct suit.

a. Example of direct suit. An example of a direct claim is one in which a shareholder alleges that the directors blocked an opportunity for the shareholders to sell their shares for a profit to a bidder.

b. Example of derivative suit: Stealing corporate property. You don’t expect the directors to sue themselves for stealing, but the corporation is injured.

· Concern of rules. The rules are worried about individual shareholders interfering with the management of the company. If the rules are too permissive, individual shareholders can grind the corporation to a halt whenever the corporation takes action that the individual shareholder does not like.

· Demand requirement. Once a claim is characterized as derivative, procedural “demand” requirements come into play.

a. If you’re a shareholder and want to bring a suit, in general you have to go through the board. If directors are unaware of breach, your directive may play an informative role and the derivative suit will disappear. The directors may say that they knew about the opportunity and that they didn’t think there was a breach of contract, and even if there was it wouldn’t be worthwhile to sue.

b. Demand is excused, in essence, only if the directors are self-interested or the case is otherwise strong.

3. Grimes v. Donald (Delaware 1996).

· What is the direct claim in the case and why is it direct?

a. The “abdication” claim is direct, because it alleges the board’s failure of responsibility to control the corporation, not an injury to the corporation as a result of such failure.

· Facts. The severance package says that if the board ever interferes in the control and management of the corporation, the officer can leave and take all his money with him. In Grimes, delegation was not to a subcommittee of the board (permissible) but to an officer (impermissible).

· Holding: The court decides that all that really happened was that an officer was given a lucrative severance package. It’s true that this chills the corporation from firing that officer, but in the real world severance packages are sometimes necessary to get talent, and the court is unwilling to say that a severance package is an indirect illegal delegation of authority.

· Direct claim. This still doesn’t go to why there is a direct claim involved. Part of what plaintiffs were asking for was not payment to the corporation, but simply a repudiation of the contract in question. 

· Abdication claim. Court holds the severance package was not an abdication.

· Delaware Chancery Rule 23.1.

a. Requirements of rule. Turning to the derivative claim, the court starts with Delaware Chancery Rule 23.1, which requires a shareholder bringing a derivative action to allege either:

(1) That demand has been made and failed; or

(2) That demand would be futile.

b. No P wants to make demand in Delaware, as demand is routinely refused, and once demand is made, the P is deemed to have waived any argument that the board is self-interested; by making demand, P is conceding that the directors are disinterested. There is a strong presumption that an unbiased business decision is proper and not subject to judicial review. Only in the most egregious cases can you ever sue a board of directors claiming they are honest but stupid.

c. Focus on futility prong. Thus, the focus is on the “futility” prong and, in Delaware, the Aronson test:

(1) Whether the P can “articulate particularized facts showing that there is a reasonable doubt either that (a) a majority of the board is independent for purposes of responding to the demand, or (b) the underlying transaction is protected by the business judgment rule.” (Page 256.)

d. The Aronson screen. For the business judgment rule not to apply, the officers must be either:

(1) Self-interested, or

(2) Grossly negligent or reckless.

· Negligence not enough to establish liability. Negligence won’t be enough to establish liability – you’ll have to show gross negligence or recklessness. The Delaware courts have a dilemma. If they say that demand is excused, the P’s are off to the races – they depose everyone in the corporation and start searching for reasons to drag the litigation out. If you think they have a good case, they can prove serious misbehavior on part of the directors. The trick is balancing. You want to allow meritorious suits to go forward, but don’t want to allow all suits to go forward.

· Self-dealing suits strong. You don’t want to allow every suit to go through merely because you don’t trust the current board to make the decision whether to sue itself. That would open the door to too many strike suits (settlement in exchange for giving up right to discovery).

a. Delaware’s test. Delaware courts let these suits through the screen: Allegations of self-dealing get through, and pleading with particularity that the directors have behaved in egregious or reckless fashion will get through.

· Meaning of “futility.” The Delaware courts’ use of the word “futility” is a code that the sort of allegations discussed above are not the sort we want to allow through the screen. If the claim is just that Oldsmobile lost money, the courts would find that there is not reasonable doubt that the underlying transaction is protected by the business judgment rule. P needs to allege with particularity something like the directors all being drunk, and not understanding the reports.

· Why do most corporations incorporate in Delaware?
a. Delaware Supreme Court not as bad as it may seem. Delaware Supreme Court decisions aren’t as important as they appear to law students. As long as the substance is fine, it’s good enough for corporations.

b. Takeovers. The takeover rules of the place you incorporate determine how easy it is to take over a corporation. If you’re a shareholder, you may be very happy if the laws of the place you incorporate make it easier to take you over. The Delaware statutes are, compared to many other jurisdictions, extremely liberal in permitting takeovers.

· What suits do you suppose the courts will allow to pass through the demand futility screen?

a. Suits where the shareholder can allege board self-interest in the underlying transaction.

b. Suits in which a disinterested board behaved egregiously.

· The Court is fully aware that in striking this balance the screen:

a. Applies prior to discovery, permitting only the “tools at hand”; and that

b. As a result, some meritorious cases will be dismissed with the nuisance suits (some baby with the bathwater).

· What did the court hold on the merits of the derivative claim that the severance package in question injured the corporation?

a. Because demand was made, the shareholder P conceded board disinterest (citing Spiegel). Then P has to argue that the refusal itself was an exercise in egregious behavior.

· Is there something odd in the court’s dicta, on page 257, that demand is but an “arrow” in the P’s “quiver,” and that the P may later challenge board independence? When board refuses, Spiegel says that decision itself is protected by the fact that the board is disinterested. But a couple of pages before, the court says that only one arrow in the quiver is used.

a. This dicta seems an attempt to overturn the rule in Spiegel, thus making demand irrelevant. The dictum seems to suggest that despite Spiegel, a P may be able to establish bias based on an allegation of facts beyond status.

(1) E.g., a sale to a director’s brother-in-law might not establish the director’s interest absent evidence of the director’s sister’s interference. He has to show that the relationship to the transaction actually gave rise to evidence of interference.

(2) It is harder to claim lack of independence in a demand refused case.

· In any case, as a practical matter, demand is irrelevant, as it is almost never made, or honored when made. you can plead with particularized facts and can proceed with your derivative suit.

· Similarly, in jurisdictions where demand is universally required, but where demand is not a concession that the board is disinterested, something like the Aronson test must be applied to achieve the balance the test is designed to induce (again making demand a merely formal concept in most cases). Rule in Delaware is whether “majority” of the board is interested. The taint of majority is on the minority. The bottom line is that unless the demand changes the opinions of the directors, it’s irrelevant.

· Hypo. Transaction between corporation and its chairman/CEO. She holds only one seat. The other eight members of the board are unrelated to her. You might argue that demand would be required in that case, because even though there was a transaction with the chairman, there are eight more on the board and can outvote her.

a. Egregiously negligent behavior. Now suit is that she engaged in egregiously negligent behavior. As long as she’s the only one, demand will not be excused. The others will sue her if it’s in the best interest of the corporation.

C. Special Litigation Committees

1. Special litigation committees.

· Generally. If Delaware calls it a demand-excused case, and it is likely to get through an Aronson screen, the board of directors has one more chance to eliminate the suit: forming a special litigation committee, and delegating to that committee the decision to go forward. Even if the board is too tainted to decide whether the suit should go forward, they will argue that they deserve a chance, rather than some P’s lawyer, to determine whether suit should be brought. They’ll hire people who are independent and can make this decision.

· Strike suits. Simply allowing P discovery in cases where board is majority interested allows strike suits to tie board up in discovery, creating too many frivolous suits.

· Majority disinterested board. If the board is majority disinterested, courts do not rule out allegations of disinterested board mistake automatically, but they almost do. P has to plead with particularized facts that the error alleged in the underlying transaction was egregious. The standard for egregiousness is quite high – i.e. the directors were drunk and did not pay attention to what was going on. It’s hard to argue that this is senseless.

· Demand. Demand isn’t really relevant.

a. Absolute demand-required jurisdiction. In an absolute demand-required jurisdiction, every P will bring demand or not bring the derivative suit. But in such a jurisdiction, demand is not a concession of anything on the part of P. When the board refuses demand, P has to show that despite demand being refused, the suit is a good one and should go forward – they do that by getting through the substantive screen supra.

b. Jurisdictions where demand is a concession. In states like Delaware, where demand is a big concession of the independence of the board, nobody makes demand. If demand is a big concession, you strike too much of a balance against derivative suits by saying demand is required and it is also a concession.

· How special litigation committees fit into this. Self-dealing transactions are sufficiently suspicious to get through the Aronson screen. To avoid defending the suit, the directors might appoint a special litigation committee.

a. Example of special litigation committee. The board appoints three new board members – wealthy, independent, honest people. Then they delegate a certain amount of authority to a committee of the board. They delegate to a subset of the board the question of whether or not this derivative suit should go forward. If the suit is truly frivolous, these independent people will see the suit for what it is, and then you hope the corporation does not have to go through the discovery process. The P’s will argue that the new directors are not really independent – they are appointed by the interested directors.

2. Auerbach v. Bennet (New York 1979).

· Framework: The New York Court of Appeals decides that it will review the process of investigation taken by a special litigation committee, but will afford great deference (known as the business judgment presumption) to the ultimate decision, given a sound process.

· What is the court’s response to the fear that the special litigation committee will overly empathize with the interested directors that appointed it?

a. An “inherent, inescapable, given aspect of the corporation’s predicament.” (Page 170.)

· Does the Delaware Supreme Court agree with the Auerbach court?

a. Yes, perhaps, with respect to demand refused cases.

b. No, with respect to demand excused cases.

· In a demand excused case:

a. The committee must demonstrate its independence and good faith; the P may engage in limited discovery.

b. Even if the committee establishes good faith, the court will exercise its own business judgment on the dismissal decision.

3. Zapata Corp. v. Maldanado (Delaware 1981).

· Holding: The Delaware Supreme Court says that after demand is wrongfully refused, the directors who have wrongfully refused the demand can create a special litigation committee.

· How though, can a wrongful refusal lead to a protected dismissal by a special litigation committee?

a. More bizarre reasoning by the Delaware Supreme Court.

b. But imagine that the full board failed properly to inform itself and the special committee corrected this error, then decided to dismiss. The Delaware courts must have in mind that even a disinterested board can wrongfully dismiss a disinterested suit. Under those circumstances, the way the board can make amends for its wrongful refusal is to appoint a special litigation committee.

· Note on director liability. Consider how this derivative suit material applies to corporations who have, consistent with applicable law, shielded directors from personal liability for mere breaches in duty of care (as opposed to breaches in loyalty or violations of law).
IV. PURPOSES OF CORPORATIONS

A. Introduction to purposes

1. Generally.

· Derivative suits occur when shareholders believe that directors (or a dominant shareholder) do not act in the best interest of the corporation.

· This raises the question of what is in the interest, or what is the purpose, of the corporation.

· Purpose hypothetical I.
a. Facts. Alison owns 60% of the shares in Computer Book Corp (“CB”). Alison adopts for CB a plan to sell books that depict personalized interactions between children and dinosaurs thousands of years ago. (Kiosks in malls with computers and printers inside. Parents come by, and the computer can produce personalized information of children frolicking with dinosaurs.) Shareholder brings a derivative suit challenging Alison’s plant, noting in the complaint that “dinosaurs lived millions of years ago, and not at the same time as humans.”

b. Has the P stated a claim? Of course not, as corporations have no civic duty to portray history accurately.

c. If Alison actually believes that dinosaurs lived only thousands of years ago, does this change anything? No.

d. Does your answer change if Alison’s views on dinosaurs are minority views for the community where CB sells books? In principle, yes; assuming no special purpose in CB’s charter, Alison might be accused of illegitimately pursuing personal over corporate interest. However, it’s probably a weak argument because it’s unlikely that the customers will be offended. It’s a work of fiction. But at least in this point of the analysis we begin to see how a director’s personal views might be inconsistent with the bottom line.

e. Would the P’s case get stronger if Alison in fact believed in modern science while her community believed that dinosaurs and humans co-existed and she had CB sell modern science books? Yes, as corporate profits could more plausibly suffer.

f. Principle aside, in practice, does the lawsuit have much chance?

(1) Wrigley suggests not.

(2) Dodge suggests so.

2. Shlensky v. Wrigley (Illinois 1968).

· How does Wrigley support D’s position in our hypo? P alleged that director believed baseball should be a day game and that the neighborhood would not like evening games.

· Plaintiffs’ position: The P’s could allege two things that motivated Wrigley. First, that he was running his team to satisfy his own consumer interest in watching day baseball. Second, that he had a personal interest in making a gift of a good neighborhood to people who lived around Wrigley field. The first claim is better than the second because the evidence was extremely strong that lights increased the profits of the team. The question of neighborhood is more complicated because it’s reasonable to suggest that a good neighborhood will attract fans. It’s harder for him to say that day baseball brings more fans.

· Did the court actually believe Wrigley’s statement that day baseball served the corporation’s bottom line?

a. Not likely.

b. How did Wrigley win, then?

(1) He told a plausible story, such as the one about the neighborhood’s residential value.

(2) Business judgment presumption. In a transaction such as this one, where there isn’t a badge of suspicion such as in a self-dealing transaction, and where the P can merely allege some motivation illegitimate though it may be, courts won’t question the director’s decisions. Directors need to be given greater leeway in making judgment, or else shareholder can allege an ulterior motive behind any seemingly sound decision.

· How Wrigley got through the Aronson screen.

a. Wrigley’s self-interest. The allegation in Wrigley was that he was behaving in a self-interested fashion, for his own consumer benefit at the expense of the corporation itself. Beware, though, that most cases with allegations such as the one in Wrigley are not going to get through a screen. Because it is so easy to allege negligence, courts don’t allow allegations of mere negligence through the screen. Likewise, it is easy to allege self-interest. The quintessential example that does get through is a transaction between corporation and director. A mere allegation that the director made a decision because he liked day baseball or some other product generally won’t get through – Wrigley itself is an example of the enormous discretion directors are given under the business judgment presumption.

3. Dodge v. Ford Motor Co. (Michigan 1919).

· Facts: Ford was majority shareholder, and Dodge brothers brought a suit for dividends and injunction. Ford wanted to reinvest all profits in company rather than pay larger dividends. Dodge said Ford was trying to sell cheap cars to society and benefit society rather than the corporation.

a. Ford could easily have provided solid reasons for this business decision. Ford easily could have told a plausible story about why he wanted to reinvest $19.3 million in capacity to manufacture ever-cheaper cars rather than pay the dividends the Dodge brothers wanted him to. He was reinvesting in Ford because he was trying to drive Dodge out of business – the Dodge brothers were his competitors.

b. Ford’s testimony caused him to lose. Ford admitted at trial that he referred to profits as “awful profits,” and stated, “We don’t seem to be able to keep the profits down.” The ability of corporations to give away shareholder money is implicitly limited. Even under jurisdictions that permit the corporations to give charity without showing it benefits the corporation, you can’t give away too much. This crossed the line.

· Court’s decision not to enjoin expansion may have made dividend order irrelevant. Ford could have just sold $19.3 more in stock.

· Market was undervaluing Ford. If Dodge wanted to sell 10% interest, they would not get what the shares were worth. The reason for fight over dividends was because they didn’t want to sell shares to the market. Similarly, Ford didn’t want the dividend ordered because he thought he’d have to go back to the market and sell too many shares to get his money back. Dodge was a competitor and Ford didn’t want his competitors to have money so they could expand. If the market was perfect, Ford wouldn’t care about the dividend because he could have just sold more shares to get the money back. Likewise, the Dodge brothers could sell their shares in lieu of the dividend.

· Case is fairly irrelevant. Dodge is simply an outlier. The more plausible lesson is from Wrigley – if you can allege that the director is acting outside of corporate purpose, it won’t be considered by a court if the directors can tell a plausible story about how the transaction supported corporate purpose. If you can allege not merely selfish motivation but also a suspicious transaction, then the suit is more likely to be deemed meritorious and more likely to sail through the Aronson screen.

4. Purpose Hypothetical II.

· Facts: Assume that Alison, still CB’s CEO, believes that dinosaurs lived before humans, but that CB operates in a community that believes otherwise.

· Can Alison donate CB money to an organization devoted to dispelling what it calls the dinosaur “bible myth”?

a. Now it seems that what she’s doing won’t help the bottom line. She is giving corporate money to support a specific belief. It may still be protected by the business judgment presumption though, because the business judgment presumption is quite strong.

· How would Alison’s proposed gift by CB come out in a “public welfare” jurisdiction?

a. Public welfare is generally considered to be in the eye of the beholder. As a general matter, courts will not interfere in such a jurisdiction with a director’s decision to give to charity. Once you free her from the need to defend the contribution as one that will enhance corporate profits, it becomes extremely difficult to argue over what public welfare is. The statutes make it hard to say you can give to United Way but not the dinosaur charity.

b. There are at least implicit limits on amount, in any case.

c. And beware “pet” charities, disfavored by A.P. Smith Manufacturing. See page 283.

· Should corporations ever be permitted to make a purely charitable contribution?

a. Yes perhaps, because social welfare may be enhanced.

b. But perhaps no, as one might ask why shareholders should contribute involuntarily.

· Defending charitable contribution. Outright charitable contributions will always be defensible if plausibly connected to legitimate business purpose. If I am the chairman of a company and give $10,000 a year of corporate money to the United Way, all I have to do to defend that against a suit is to say that our customers like companies who give money to charity. There is some limit to what a chairman can do, however. Ford claimed that he just wanted to keep his profits down – that isn’t even plausibly connected.

a. What if you’re in a jurisdiction that permits corporations to make charitable contributions even though the contributions can’t be connected to the business plan? The other implicit or explicit limitation is that the contribution can’t be to the director’s pet charity – A.P. Smith.

b. Pet charities.

· What if a corporation starts giving to a charity that shareholder detests?
a. Disclosure.

(1) Disclosure in advance. Corporation could be forced to disclose what charities it will give to when it is formed. However, the corporation could start giving to a new and highly unpopular charity later. Although you could say that a company should not be able to give to charity unless it puts its intention in its charter, that would eliminate charitable contributions with respect to all current companies.

(2) Disclosure after the fact. You could also have them disclose every year the charitable contributions they have made – usually they do. But you can’t do anything if you’re already invested.

b. Argument against charitable giving by corporations. The argument against charitable giving by corporations is that it is the shareholders’ money, and they should be able to determine what charities they want to give money for. One could take the position that it is up to the shareholders to take the profits and give it to charity, or not give it to charity at their choice.

(1) Response is that less charity would be given. However, the argument is that this is fine as long as they are charities you think are detestable.

(2) Anybody would approve of corporate charity that helps the bottom line. If the customers are supplying the corporation with more money, you can think of it as a transfer from customers to the charities. The controversial cases are where you get directors behind closed doors, and they give to a controversial charity, believing it is a good cause.

(3) Competing arguments. The argument is favor that we live in a better society when people are less selfish. The counter-argument is that it isn’t a better society when they give away other people’s money – it should only be given away voluntarily if at all.

(4) Identification of charities by government. One protection against “wasteful” charitable giving is that charities are identified by the government. Imagine that the only acceptable charities are those that the government designates as legitimate. The alternative, then, to corporate charity is to tax and spend directly on charitable organizations. Is that a better role for government than for corporate directors? There is no reason we should think corporate directors are to be better trusted with allocation of money to charities than government officials.

V. DUTY OF CARE AND DUTY OF LOYALTY

A. Duty of Care: In General

1. Breach of duty of care and breach of duty of loyalty.

· Distinction between the two.

a. Breach of duty of care: Allegation that directors were incompetent

b. Breach of duty of loyalty: Allegation that directors were selfish

· Business judgment rule. “[L]iability is rarely imposed upon corporate directors or officers simply for bad judgment and this reluctance to impose liability for unsuccessful business decisions has been doctrinally labelled the business judgment rule.” Joy v. North, p. 302.

a. Rationale. The rule is justified, in part, to avoid nuisance challenges, and, in part, to shelter directors and officers from fear of liability that could lead to excessive caution particularly from the perspective of diversified shareholders. Even a meritorious suit could chill legitimate corporate risk-taking. As Judge Winter tells us, if directors were afraid that in hindsight every bad decision caused liability, they would be more risk averse and this would hurt shareholders, particularly diversified shareholders. If you owe stock in a lot of companies, you won’t be destroyed if one takes a gamble that loses. You don’t want anyone to take a “negative net present value risk” (i.e. less than a fair bet). But bets which are more likely than not to pay off over time are those that you would want companies to take if you are a diversified shareholder. You might want them to take certain chances and take positive value investments. If you want a certain amount of risk taking, and you tell the managers that if you take any gambles you’ll pay out of your own pocket, the risk-taking will dry up.

b. Use of the term. The “business judgment rule” is a term the courts sometimes use to mean a presumption and sometimes to mean a result. We shouldn’t confuse the two.

(1) Result. The business judgment presumption is the presumption that goes along with a decision by a disinterested decisionmaker. But if the General Motors board had drunken parties during every board meeting while they were supposed to be deciding whether to leave Oldsmobile open, and they are sued for their decision, a court would say that the drunken behavior deprived that decision of the business judgment rule. The court means that despite the business judgment presumption, the facts or allegations of the case overcome that presumption.

(2) Presumption. The corporate directors buy millions of dollars of corporate assets for  $5.00. Court will say the business judgment rule doesn’t apply – there they mean that the business judgment presumption does not apply. The courts will say that “the business judgment rule doesn’t apply” in both of these cases to mean very different things.

c. Self-dealing. The business judgment presumption does not apply in cases of self-dealing and may not apply even where there is no self-dealing if self-interest is sufficiently palpable (though the line on sufficiency is hard to draw). When we allege Wrigley’s self-interest for not putting lights in the stadium, it’s not clear what the court would say.

d. Egregious decisions. Where the presumption applies one who challenges a business decision generally must show either an egregious decision or an egregious breach in process. It is possible to have breaches of care or loyalty without going through derivative suit process. New board could bring suit against old board for what they did – suing directly. Substantive standard is the same – if duty of care case where business judgment presumption applies, have to show egregiousness.

2. Kamin v. American Express (NY 1976).

· Facts: Directors distribute depreciated property directly to shareholders. As a result the corporation pays $8 million more in taxes than it would have had the corporation sold property and distributed the cash.

· What is the directors’ explanation?

a. They did not want the corporate books to reflect a loss that might adversely affect stock price. They won’t need to tell the public that they lost $25 million.

· What is (or can be) the plaintiffs’ response?

a. Accounting is irrelevant. They don’t permit them to lie to the public what is going on. The investing public already knows that they lost $25 million on these shares. It’s simply an accounting convention to say whether this is reflected in the corporate books.

(1) One reply for D is that accounting is important because public reacts just to numbers. Even if accounting conventions are irrelevant in the abstract, hiding information from public might effectively alter the stock market.

· How did the P’s argue that the business judgment rule should not apply? Some directors had income keyed to the accounting problems. P’s argued that here the business judgment presumption wouldn’t apply because the directors had personal income keyed to the accounting convention.

a. Defendants’ (and court’s) reply:

(1) P’s argument was highly speculative. Majority of board disinterested. If a majority of the board is disinterested, it makes it that much harder to get through the Aronson screen, because business judgment presumption would apply. Even if this self-interest on part of four directors would have tainted the decision if they were the only directors, the fact that 16 of the 20 were disinterested directors removes the taint.

(2) Allegation of self-interest is insufficient. There are all sorts of decisions that affect profits and salaries. We can’t assume just because they might have increased their salary by this accounting convention that this was their true motivation.

· Breadth of business judgment presumption. This case illustrates how very broad the business judgment presumption is, if the directors can come up with any plausible story about how the corporation will benefit from a decision, no matter how bad it looks ex post. Assuming that their decision was a considered one, it will withstand scrutiny.

3. Joy v. North (2d Cir. 1982).

· The rare case where a (presumably) disinterested board’s considered judgment was overturned despite the business judgment presumption, because the decision put the corporation in a “no win” situation of “a low ceiling on profits but only a distant floor for losses.” (Page 308.) If a corporate director makes a “no win” offer, he can be held liable for it. Remarkably, Judge Winter says this is the only time you lose the business judgment presumption – you have to do something that stupid. This case, together with Kamin, provides some idea of how there is almost an irrebutable presumption in favor of a considered judgment. As a result, all the action is in the question of whether or not the decision is a product of consideration, or whether there has been omission of any consideration.

4. Corporate donation of pharmaceuticals to poor countries.

· Should pharmaceutical companies be required, or permitted, to give away drugs to poor countries (i.e. Central Africa)?

· Argument against donation: If we think it is important, the government should pay for it.

a. Assume government will not do that.

· Argument that shareholders of the company have a moral obligation. They are making a lot of money selling this drug – they have a moral obligation to make sure these drugs go to the poorest members of the world.

a. The response: Drug companies shouldn’t have to ship their drugs for no profit to Central Africa any more than General Motors should be responsible for buying the drugs from the companies and shipping them themselves. Any other source of wealth could buy the drugs and ship them. Thus, drug companies aren’t uniquely responsible. Shareholders at General Motors are citizens of the world as much as these other companies.

b. Ability to help: The answer to this is that there is a moral principle that those who are best able to help in a certain fashion should take responsibility. Even though we might say that every member of world society is responsible for making sacrifices, we arguably will get more and better distribution of wealth if the various corporations are responsible for provision of services in their corner of the world, rather than creating a global obligation in all places.

· Business judgment presumption. Disinterested directors are given very broad leeway. What is required to overcome the business judgment presumption is a showing of egregious behavior.

a. Two facets. There are two facets of business judgment rule:

(1) Process through which a decision is made.

(A) In most cases this is where the action is in duty of care cases.

(2) The decision itself.

(A) Joy v. North: If directors or officers make a properly informed decision, the decision is likely to cross the line and subject the officers to liability only when it is virtually impossible for the corporation to benefit from the decision. It’s almost impossible short of a no-win decision for directors who fully informed themselves to be held liable for a decision that went wrong.

5. Francis v. United States Bank (NJ 1981).

· Facts: While her sons stole from the corporate coffers, Mrs. Pritchard, a director, drank and slept herself into oblivion. After Mrs. Pritchard died, the corporation’s bankruptcy trustee sued to recover for injuries caused by her nonfeasance. The clients were going to sue the corporation for the stolen money. As a result, anyone responsible for the money from being stolen would have to pay the corporation back, then Pritchard would be held liable. Thus, this is treated as an ordinary duty of care case for the corporation. Because she didn’t pay attention to her duties as director, the company was robbed blind.

· Holding: The court held that “directors are under a continuing obligation to keep informed about the activities of the corporation,” (page 312), and to react responsibly, an obligation that Mrs. Pritchard clearly failed to fulfill. Not knowing and not doing anything is not a defense – it is an admission of guilt.

a. Facts were extreme. In a sense, Francis is like Joy v. Norton – it is a case so extreme that hardly anyone would doubt that it crossed the line. An interesting question is whether this is also the least egregious thing you can do and still be held liable.

b. Can do almost anything and not be held liable. Allis-Chalmers demonstrates this. In most circumstances, Francis is the line. Generally, unless you got drunk and fall asleep, you will be safe as a director.

· Injury. Did her breach cause injury, given that Mrs. Pritchard didn’t control the board?

a. Objecting and resigning. The court thought she could have prevented the losses had she “objected and resigned.” (Page 314.) That, according to the court, would have prevented the problems because the sons couldn’t resist any moderately firm objection to what they were doing. It’s hard to believe this is true.

b. Public disclosure. In any case, she may have had a duty to publicly disclose wrongdoing. There is implicit in the case the harder question about whether duty of care includes blowing the whistle on other directors.

(1) The court is hesitant to say that a minority director has a duty of going public. In cases in which the so-called negligent behavior was not criminal and was more ambiguous, it would be very to put a director in a position where he has a duty to object, resign and go public if he believes something is going wrong in the corporation. You can imagine directors blowing the whistle too often in a way that wouldn’t benefit corporations or society. With this in mind, the court was hesitant to tell directors that they had the duty to go public with these issues. They said that she had the duty to object and resign, and didn’t have to go public.

c. D’s proximate cause argument. The lawyer argues that if Mrs. Pritchard had done everything she was supposed to do, the harm still would have been caused. Thus, there was no proximate cause.

6. Graham v. Allis-Chalmers (Delaware 1963).

· Background. Until Van Gorkom, it was more or less assumed that there was no liability for a bad decision about process unless the decision about process were unsupportable and egregious.

· Facts: Employees of Allis-Chalmers engaged in price-fixing, subjecting the corporation to liability under antitrust laws. Derivative suit alleges that directors should be held liable for their negligent failure to supervise and for their failure to discover violations after allegation were made in newspaper articles, particularly given the company’s past history of antitrust violations.

a. Directors’ response: We took action. In response to allegations, the directors called a meeting at which employees were asked whether there were any antitrust violations, and warned of the consequences should there be any.

b. No employee reported any violation.

· Holding: No liability for directors.

a. “The price charge made against these director defendants is that, even though they had no knowledge of any suspicion of wrongdoing on the part of the company’s employees, they still should have put into effect a system of watchfulness which would have brought such misconduct to their attention in ample time to have brought it to an end.” 188 A.2d 130 (Del. Ch. 1963).

b. But “absent cause for suspicion there is no duty upon the directors to install and operate a corporate system of espionage to ferret out wrongdoing which they have no reason to suspect exists.” Id.

c. “The duties of the Allis-Chalmers Directors were fixed by the nature of the enterprise which employed in excess of 30,000 persons, and extended over a large geographical area. By force of necessity, the company’s Directors could not know personally all the company’s employees. The very magnitude of the enterprise required them to confine their control to the broad policy decisions. That they did this is clear from the record.” Id.

d. In other words, a considered decision about the process of self-information is itself protected by the business judgment presumption, which will protect such a decision even where, at least in hindsight, the process may seem seriously deficient. As long as there’s no obligation that these directors were profiting personally, the decision to have a limited process was itself protected by the business judgment presumption. It may have looked wrong, but that’s not enough to establish liability.

B. Duty of Care: Takeovers

1. Smith v. Van Gorkom (Delaware Supreme Court 1985).

· On the face of espoused doctrine, Van Gorkom is a standard duty of care case.

a. “We think that the concept of gross negligence is the proper standard for determining whether a business judgment reached by a board of directors is an informed one.” (Page 322.) This supports the holding in Allis-Chalmers. It may have been a mistake for Allis-Chalmers not to do a broader investigation, but this was the directors’ decision.

b. The court’s application of the doctrine, however, is controversial.

· Facts: Van Gorkom, as Trans Union’s CEO, negotiated a “cashout” merger with Pritzker, where Pritzker would pay $55 per share of Trans Union Stock, trading at about $40 per share at the time. The Trans Union board and shareholders approve the merger, which is consummated. Shareholders bring a direct class action suit alleging that the directors’ gross negligence led to the shareholders’ acceptance of too low a price for their shares. They don’t claim an injury to the corporation, but rather that what the directors did wrong was the recommendation to have the merger, which hurt the shareholders.

a. Shareholders’ specific allegations: Van Gorkom proposed the price based on an LBO cash-flow analysis. P says the LBO cash-flow analysis was not a good way to do the calculation, because figuring out amount of debt the cash flow can support is not like figuring out the value of the company.

· Van Gorkom is retiring from the company.

a. Defendant’s spin on this: Other managers might be opposed to the merger because they’re worried about losing their jobs, while Van Gorkom doesn’t have to worry about it because he’s leaving. It’s possible that he has exactly the right incentives, where the other managers do not.

· Holding: For P.

· P’s complaint:

a. Process was uninformed:

(1) Open market period was restricted (even after modification) by time constraints and by the 1 million share “lockup.”

(2) Board failed to deliberate adequately.

(3) Inadequate disclosure to shareholders.

b. Price may have been too low

· 1 million share lockup. In exchange for Pritzker keeping his offer open, Van Gorkom in essence purchases an option for Pritzker to purchase for $100 million.

a. Illustration. Imagine that there are a total of 80 shares outstanding. Pritzker offers $100 million for all 80 shares, and will leave it open, but only if the company creates 20 new shares and gives them to Pritzker. Now there are 100 shares outstanding in Trans Union; Pritzker owns 20, and the original shareholders own 80. Three alternatives could occur:

(1) Slightly higher bid made. Someone else shows up willing to bid $101 million. If it were not for the arrangement with Pritzker, the original 80 shares could have gotten $101 million. The shareholders would be better off had the lock-up option not been granted.

(2) No higher bid. If the shares weren’t worth what Pritzker offered, then the shareholders win.

(3) Much higher bid. A bidder says these options are worth $200 million. The company will accept the offer. The original shareholders will get $160 million, Pritzker gets $40 million. In one sense the original shareholders are unhappy that Pritzker came into the picture, but the point is that the lock-up doesn’t guarantee that Pritzker gets the company. The option is a bet, and not necessarily an unfair bet.

b. Actual numbers less extreme than the hypothetical. The numbers in this case are much less extreme than the hypothetical. Pritzker acquired his shares at 75 cents above market price.

· Inadequate disclosure to shareholders.

a. D’s response: The premium offered was huge, regardless of the LBO cash flow analysis. The P will argue in return that even if the premium was substantial, it could have been more substantial. The D will reply that even if the company was undervalued, they didn’t receive any bigger offers, not even during market period. The P will reply that there was a bigger offer during market period, but there was evidence of insider undermining of the offer. The D can reply that the evidence is tenuous. Van Gorkom is a big shareholder, so why would he undermine a larger offer? He may have thought the financing was insufficient.

· Argument that LBO cash-flow method is legitimate. There are assets that throw off enough cash to cover a debt of $100 million. Van Gorkom could explain that value means how much an income stream of $15 million a year is worth.

a. Reason Van Gorkom did not make this argument. If the revenues of the company could pay off 5/7 of the purchase price in over 5 years, the cash flow analysis does not bear any relation to the true value of the company. If a small portion of the revenues can pay off the entire loan, the value of the loan is probably much less than the value of the entire company. Van Gorkom seems to have decided that he would accept a purchase price at which the revenues could pay off 5/7 of the purchase price in 5 years. Thus, Van Gorkom didn’t make this argument. He argued instead that he was judging what he knew.

· Van Gorkom’s defense only reasonable if Pritzker wasn’t bluffing. If Pritzker was going to leave the offer open even after threatening to withdraw it, it would have been a mistake for the board to agree to any lockup and strict time constraint. They instead should have refused and shopped for a better offer.

· Illustration of good cash flow analysis.

a. $15 M per year for 10 years
= $100M loan to be repaid in ten annual $15M installments


> 7/5 of $60M loan to be repaid in five annual $15M installments

b. Van Gorkom’s mistake. Assume that assets are going to throw off net profits at $15M per year for ten years. How much is this corporation worth? Assume it is worth $100M up front. Van Gorkom asked how much he could borrow if 5 years of cash flow represented 5/7 of purchase price. Van Gorkom set the purchase price at $60M where it would be $100M if he’d done it right. The low price upset the court.

· Tax angle. Investment tax credits give deductions from income taxes if you invest in certain things (i.e. rail cars). The cost of it wearing out or being replaced is also a deduction. Trans Union was purchasing rail cars, and the profits were offsets by accelerated depreciation. At some point the cost of rail cars was negative. Trans Union had some income and kept investing, so paper losses were greater than income. The problem was they couldn’t use their losses because they didn’t have more income to shelter. That’s why they thought the firm should be sold to a company with a huge amount of income. That is an independent problem with the cash-flow analysis.

· Reason for greater deliberation being needed: The $55 Pritzker was willing to pay was representative of the fact that someone was finally going to use the investment tax credits that were going to waste. This perhaps indicates that they could have gotten the $55 from someone else.

· Responses to Board’s failed to deliberate adequately:

a. If board had reason to understand both that $55 per share is a good price and that Pritzker was serious about withdrawing the offer, there is nothing that required further investigation or deliberation.

b. The market period (at least as modified) served as a further check on any error in the Board’s estimation.

· Responses to inadequate disclosure to shareholders:

(1) In essence, the alleged failure of disclosure was a failure to disclose the board’s own negligence, which the board contests did not exist and thus did not require disclosure.

· Close case. These exchanges certainly make it at least debatable whether Van Gorkom acted properly in proposing the merger, and whether the board acted properly in approving the merger and recommending it to the shareholders. It clearly raises a question of whether the directors exercised due diligence, and it clearly raises a question of whether they were negligent.

a. D’s analysis of this fact: Even if it is close, it has to be gross negligence. The only thing here is a close case. All Wrigley had to do is tell a plausible story. In Kamin, the directors won because they told a plausible story. In Aliss-Chalmers, directors won because they told a plausible story. The directors at least have as plausible a story as any of the others.

· Dissent. Thus, says the dissent, the “majority opinion reads like an advocate’s closing address to a hostile jury. And I say that not lightly.” This is to point out how inappropriate such a decision is – see Wrigley, Kamin, Chalmers. In the first sentence, the dissent insults the integrity of the majority. In the second sentence, the dissent makes clear that the insult is intentional.

· Responses to the decision.

a. Delaware. DGCL § 102(b)(7). Delaware has responded with DGCL § 102(7), permitting corporations to insulate directors from liability (but not their decisions from injunction) with respect to mere breaches in duty of care.

b. Other states. Other states pass similar legislation.

· Other result preferable for business. Liability would be more palatable and the benefits of liability more affordable had Van Gorkom come out the other way. When the rule was Aliss-Chalmers and Kamin, firms didn’t feel like they needed to insulate directors from liability. Arguably Van Gorkom forced lots of baby out with the bathwater. A lot of directors could live with it if the only way they could be personally liable is by doing what Mrs. Pritchard did. Delaware and others felt the need to reverse the situation.

a. Non-takeover context. It is unclear whether Van Gorkom lowers the bar for duty of care cases in nontakeover contexts.

· Investment bankers.

a. Step to avoid liability. In a merger or takeover case, there are certain steps that have to be followed to avoid liability. You must hire an investment banker. Investment bankers love Van Gorkom, as boards now routinely pay investment banks large sums of money to tell the boards what the boards may already know (or what the boards want to hear). Boards have to go through certain formalities now.

· Effect on plaintiffs. In a case like Francis, P’s papers now allege that she was in on it. It’s not hard to recharacterize a lot of these cases. Whether the courts let P do it is another question. If a court is sympathetic, prior to §102(b)(7) the court would say that the director’s behavior was grossly negligent and would find for P’s. Now the court says that as it turns out, we believe that the self-interest of the inside directors shifts the burden of proof to show fairness, because this is the sort of suspicious transaction where the duty of loyalty is at question. The court could also find that the outside directors were not really independent. A court wouldn’t necessarily do this, but it could. If you can achieve the sympathy of the court and §102(b)(7) is in the way, there are ways to recouch what happened as breach of duty of loyalty.

· Other offers that came in. It was hard to know anything about them. If those offers were real and would have been higher than Pritzker’s, that would have certainly sealed Van Gorkom’s fate. That would have made it seem like D was interested, and even if he wasn’t, it would put you in a no-win situation. The allegations that Van Gorkom may have undermined them didn’t seem well founded because Van Gorkom explained that the other offerors didn’t really have the money.

· Whether directors had a duty to get the best price. Imagine the directors had said that they could have gotten $70 a share easy, but thought $55 was a fair price. They would have lost. They have an obligation to get the highest possible price, not just a fair price. However, the board wasn’t saying that $55 was simply good enough for them. They were saying that $55 was a good price, and the prospect of getting more wasn’t worth the risk of losing such a good price.

· Question of whether Van Gorkom was clearly mistaken. There is the question of whether Van Gorkom was clearly mistaken because everyone in the investment business knows there are multiple ways to value a firm.

a. How to value a firm post-Van Gorkom. If you’re in a firm without 102(b)(7) protection, then Van Gorkom is still good law and you have to get an investment banker’s opinion.

· Process and decisional violations of duty and care. Note that there are both process violations (the process used to make the decision was flawed) and decisional violations (the decision itself was flawed).

C. Duty of Loyalty: In General

1. Generally.

· Loyalty breach shifts burden to director. Where allegation of loyalty breach is sufficient, the director or officer accused bears the burden of demonstrating the fairness of the challenged transaction.

a. Cleansing. This burden will be shifted in self-dealing cases unless they are cleansed. Absent cleansing, if it’s self-dealing, the burden shifts.

· Self-dealing. You can think of stealing from the corporate treasury as the ultimate self-dealing case.

2. Alison hypothetical.

· Facts: Alison is a director and 40% shareholder of Bicycle Corp (“BC”), a small publicly traded company. Alison and a unanimous board approve a $1M purchase of land from Realty Sellers, Inc. After Alison loses control of BC, the new board sues Alison for $300K on the allegation that the land was worth only $700K at the time of the transaction.

· Does BC have a case against Alison? Alison thought long and hard and hired a number of real estate estimators before deciding on this sale, and decided after due consideration that it was a good price. As far was we know now, it’s just a duty of care case. Alison investigated, some real estate brokers estimated value of the land. Even if that were not the case it’s possible that the corporation adopted a 102(b)(7) provision. Thus, BC has no case against Alison on the information we have now.

· Does BC’s case improve if Realty Sellers is wholly owned by Alex, Alison’s 18-year-old son who still lives with Alison? Alison’s son shares in Realty Sellers will massively increase in value if land were truly only worth $300K.

a. Alison’s argument against shifting presumption. Not self-dealing because it’s not her corporation. Also, Alex is an adult and cannot be presumed to be a dependent.

(1) This argument will fail. Alison’s son is only 18 and still lives at home – it looks like a self-dealing transaction. Bayer suggests that a transaction between a corporation and director’s close relative can shift burden of fairness to the director.

(2) Self-dealing test in Bayer: “[T]he entire transaction, if challenged in the courts, must be subjected to the most rigorous scrutiny to determine whether the action of the directors was intended or calculated ‘to subserve some outside purpose, regardless of the consequences to the company, and in a manner inconsistent with its interests.’”

· Deals between corporation and director are not automatically voidable. A is a 70% shareholder of a small corporation. Most of A’s life investment is tied up in this firm and it begins to founder. A lends money to the corporation. If he didn’t, the firm might sink, destroying the 30% shareholders’ shares. If the transaction is fair, the other shareholders will be thankful because A was willing to put the money in. It would be legitimate. There are often assets the corporation wants to purchase where the natural seller is an insider. For these reasons, there isn’t automatic voidability – instead, the burden shifts.

a. Intervention of corporation does not shield director from allegation of self-interest – Lewis.

· How will BC argue its case if Alex, while a director of Realty Sellers, owns only 20% of the firm, the remainder owned by strangers? Assume Alex is mere instrumentality of Alison.

a. Crucial difference between these facts and Lewis: Alison is a 40% shareholder, while Alex is only a 20% shareholder. When Alison is a 40% shareholder, if she were selling the land to herself, Alison would receive 100% of the overpayment and lose only 40% of the fact that the company overpaid. But when Alex is only a 20% shareholder of the seller, her incentives are perfectly aligned with those of the other shareholders of BC. If she takes money she owns 40% of and pays too much for land, she loses 20% of the overpayment, as opposed to gaining 60%. Here the P is the corporation in which the director holds a larger interest, while in Lewis the P is the corporation in which the director holds a smaller interest. Despite the rhetoric in Lewis, it doesn’t seem the court meant it – in this hypo all Alison has to do is say she has no conflict of interest – she hurts herself more than she was helped. If she made a mistake, it was a negligent mistake and thus the business judgment presumption should apply.

b. Boosting son argument. There is another argument, though, that Alison has an ulterior motive of making her son look like a big success. It probably will not shift the burden – Wrigley, Kamin. In Kamin, P says defendants were trying to inflate their own salaries. The court says that allegations like that aren’t sufficient to make defendeants bear the burden. Unless the courts see an absolutely clear allegation of suspicion, such as self-dealing, they will be hesitant to shift the burden because they share the same concerns as Judge Winter in Joy v. North – it is too easy to make those kinds of allegations.

· What absurdity might result from a literal application of the Lewis rule to this hypothetical?

a. Restating the Lewis rule. If you’re a director of two corporations, you as a director bear the burden of showing an entire fairness.

b. The absurdity.

(1) Losing suits to both corporations. Alison could bear, and fail to meet, the burden of defending the land transaction suits brought by each the buyer and the seller corporation. It makes perfect sense to defend herself against the corporation in which she bears the smaller interest. She shouldn’t have to defend herself against the corporation with the greater interest, because she has an interest in making that corporation prosper. She could actually lose both suits because the court could say that it doesn’t the value of the land, and the burden is on D. If she can’t establish that it’s not $700,000 she’ll lose to one corporation, and if she can’t show that it’s $1.3 million she’ll be liable to the other, and thus lose both suits.

(2) Bearing burden in suit by corporation where she had the greater interest. If it turns out to have either value ($700,000 or $1.3 million), there will be a P waiving a summons. If the person she has to bear the burden against is the corporation in which she had the higher interest in the first place, there is no reason for her to be whipsawed in this way. You could have a prohibition on directors dealing with the companies they direct, directly or indirectly. However, it is generally thought that such a prohibition goes too far – instead we should see when there is a conflict of interest. Check the percentages.

· Cleansing. Conflict of interest, even in self-dealing transactions, can be cleansed at least to a large extent. See infra.

3. Loyalty Hypothetical II.

· Issue. The question is whether the thing taken from the corporation is in fact an opportunity of the corporation. See, e.g., Salmon v. Meinhard.

· Facts: Baker is a brilliant engineer who has designed a patented energy extraction method for burning coal for Energy Inc., the company that employs Baker on an at will basis. Energy wishes to concentrate on oil and thus sells the coal patent to Heat Technologies Corp. Heat contacts Baker and proposes a joint venture between Heat and Baker to exploit the patented coal technology. Baker resigns from Energy and accepts Heat’s offer. Later, Energy sues Baker for exploitation of a corporation opportunity.

· What arguments support Baker’s case?

a. Patent sold. Energy sold the patent to Heat – Heat is now exploiting it.

b. Loyalty only to expected interest of corporation. The loyalty Baker owes to Energy is to an expected interest of the corporation. They no longer have an expectation.

c. Heat’s Baker to offer in his personal capacity. Baker’s argument is that he was not exploiting a business opportunity of Energy’s, but rather Heat approached him in his personal capacity.

(1) Line of business test. They claim an interest in this joint venture through the line of business test – when an employee, while employed, receives an offer for a line of business within employer’s line of business, he has a duty to disclose the offer to the employer. It goes to what the employer’s expectation is. If Baker’s job is to find opportunities for new energy to exploit, it would seem he has the obligation to disclose it to his employer. If he is a mail clerk trying to become an engineer, that might be different. Most courts will examine it through an expectation test – it’s an implicit contract question. Did employer and employee have an implicit agreement such that this opportunity should be offered to the employer before the employee could exploit it? The higher up the employee in the business, the greater the chance he will have to notify employer.

(2) Baker’s argument. It doesn’t look like Energy should really expect to have an opportunity, since it’s getting out of this business.

(A) Distinction from Meinhard v. Salmon. In Salmon, Gerry didn’t want Salmon’s business – he just wanted a buyer. The opportunity belonged to the partnership. The thing that Heat wants here is the personal expertise of Baker. Those things don’t belong to the employer even if they’re developed on the employer’s nickel. Energy could say that the opportunity is characterized by Baker’s personal knowledge – there may be certain trade secrets that could have gone along with the patent. When Baker takes advantage of those trade secrets, he would have taken property. However, here Baker was an at-will employee – of course he can quit and move on.

· Arguments that support Energy’s case:

a. Line of business could be broadly defined as energy (not oil vs. coal energy).

b. Baker could have tested Energy’s interest and capacity by offering the opportunity.

c. Even if Heat apparently wanted Baker as an employee, Baker at a minimum should have disclosed before he quit.

· Clear winner for Baker. What might be the absolute clear winner for Baker is to say that what he contributed to the joint venture belonged to him – his own expertise.

· Ambiguous situations. What if the facts are more subtle? What if Energy says it isn’t clear that Heat really wanted Baker’s brilliance and expertise? What if it’s more like Meinhard, in that Heat wanted the person who happened to be around while the patent was developed. If Energy can make a persuasive argument that this is what’s going on, you might think Energy wins automatically. But that’s not true. Even if it’s not apparent on its face that Heat wants Baker as opposed to just anyone working at Energy, Baker can attempt to distinguish what’s ambiguous on its face by showing that Heat didn’t want to work with just anyone at Energy, and wouldn’t have worked with anyone at Energy but him. ERCO v. Porter stands in his way because it says you have to test that by offering it to your corporate employer. ERCO is one of those ambiguous situations.

· Note that the disgorgement remedy for corporation opportunity, ordered in ERCO, may be different from an ordinary damages measure. Under what circumstances?

a. Where the third party truly refuses to deal with the employer.

b. Offer to employer. Employee must at least offer – when employer is unable to exploit, employee can go forward. When an employee doesn’t offer the opportunity, the profits that the employee makes have to be disgorged and returned to the employer – ERCO. The employee doesn’t get to say that he breached his duty but no harm was done because the employer wouldn’t have gotten it anyway. He has to ask. This puts someone like Baker in a tough situation. If employee thinks the opportunity doesn’t really belong to the employer, the employee may not want to compete with his employer, and may want to just quit. This is a dangerous course though, because a court may come along and say that the opportunity wasn’t special to the employee but is something that perhaps the employer would be able to exploit. You have to consider how strong the argument is that the opportunity never belonged to the employer in the first place.

· In one last twist on this hypothetical, imagine that Mega Oil believes that Energy has made a foolish mistake and begins a tender offer for both Energy and Heat while Baker is negotiating with Heat. How, if at all, does the tender offer change the prior analysis?

a. Broz says not at all.

b. Despite Broz, though, Baker’s line of business and capacity defenses could collapse. If Baker’s defense was to say that Energy had no expectation of this joint venture opportunity because it’s no longer in the coal business, that argument is less strong now. Instead, Energy wants it because this opportunity will make Energy more valuable to Mega Oil – Energy can demand a bigger portion of this pot of money if it has this opportunity on board. They would want to make sure that Mega Oil understands it can’t get the joint venture unless it pays them their share of it. The fact that there might be prospective changes in employer’s situation can affect the argument the employee makes that the corporation doesn’t look like it can exploit the opportunity.

· ERCO jurisdiction. There might be some confusion with respect to Baker’s responsibility in an ERCO jurisdiction. If Baker can make the case that the joint venture opportunity is not something that the employer had any expectation of in the first place, or the line of business is narrow enough to exclude the opportunity, then Baker wins. Baker wants to say that he had no obligation to offer this opportunity to Energy. The difficulty comes when a court isn’t convinced that the opportunity is totally outside of what the employer could have expected. That’s the gray area. If the opportunity is one that the employer can’t pursue, no harm is done and employee gets to exploit it. One could read Broz as going to that conclusion. In Porter, the court says it doesn’t know what the capacity was, and doesn’t necessarily want to believe the statements ex post. No harm in offering it to employer in the first place – if employee is telling the truth, employer would have said, “Great,” called the suitor, and suitor would have said he wanted Baker, not the employee.

a. Inconsistency between Broz and Porter. Broz isn’t consistent with Porter on this point. It’s more willing to consider the capacity defense ex post. Broz seems to dismiss the dynamics of changing circumstances at the time the capacity defense is being raised or comes into play. At the time Baker is claiming no capacity, capacity might be established through a tender offer. Broz is arguably not a good decision on both counts.

D. Duty of Loyalty: Shareholders

1. Generally.

· Generally no duty to corporation. Officers and other employees are literally agents since they work for themselves and the benefit of their employer. Directors are quasi-agents, and speak for corporation. Shareholders aren’t in the hierarchy – they don’t owe a duty to the corporation or speak for corporation. It makes sense; you buy a share of IBM and they don’t come after you for anything that IBM does wrong.

· Dominant shareholders. Sometimes, though, shareholders become part of the corporation and are treated as if they are directors. As Sinclar and Zahn establish, a “dominant” shareholder owes a duty of loyalty to the corporation and at least under certain circumstances to the shareholders directly.

· Some reason to doubt that even directors owe duty to corporation. Is a controlling share interest automatically domination?

a. Perhaps as a practical matter.

b. But not as a matter of doctrine. If you own enough shares of the corporation to actually control it but you don’t exercise that control, you are not automatically as a matter of doctrine held to be a dominant shareholder and owe duty to corporation.

· What constitutes domination as a matter of doctrine?

a. Lack of board independence.

(1) “Almost without exception [the directors] were officers, directors, or employees of corporations in the Sinclair complex.” Sinclair at page 372. The court in Sinclair found domination.

(2) Common directors of parent and subsidiary not necessarily a suspect relationship. Common directors of parent and subsidiary is arguably less suspect than other relationships. If Sinclair’s CEO gets $10 million a year and Sinclair stock options, and is sitting on board of Sinven, he has incentive to do what’s best for Sinclair and not Sinven. But if an outside director of Sinclair is also an outside director for Sinven, it is not a suspect relationship. Yet you can see from Sinclair it’s too fine a distinction, courts want to be suspect whenever there is a dominant shareholder.

2. Sinclair Oil Corp. v. Levien (Delaware 1971).

· Complaint of Sinven (through the minority shareholders) with respect to the liquidating dividend:

a. Not the dividend itself, which was paid ratably. Minority shareholder who does not want the dividend cannot complain that the corporation is gone and dominant shareholder got most of it – that is fair entitlement.

b. The complaint was that Sinclair used Sinven’s assets to pursue opportunities that would otherwise have gone to Sinven.

· Why Sinven lost:

a. P’s would have won if they had shown the liquidated dividend was used to invest in oil in Venezuela. However, Sinven could not identify a particular opportunity—e.g., not a Venezuelan opportunity—of which Sinven had a legitimate expectation. This shows that the line of business test really doesn’t exist, even though courts like it. You really mean no expectation. According to D, Sinven’s line of business is Venezuelan oil exploration.

· Why couldn’t Sinven claim the right to whatever Sinclair did with the dividend?

a. Tracing the money. In principle they could argue that they only had an opportunity in Venezuela but wanted to trace the money. The court did not treat that opportunity seriously. As a matter of corporate finance, money, which is fungible, is not sensibly traced in this fashion. Money is removed from low-return investments and added to high-return investments and there is no requirement of balance. The fact that the money was removed from Sinven may show nothing other than the fact that Sinven had no high-return investments left. If they’d had any in Venezuela, they would have belonged to Sinven.

· Breach of contract. Sinclair would have to pay the 3% shareholders with respect to breach of contract. That is a textbook duty of loyalty case, it should and did win.

· Rule:

(1) Controlling or dominant shareholders hold a duty of loyalty to the corporation.

(2) Must show a particular opportunity that was denied by the dominant shareholders’ actions.

3. Zahn v. Transamerica Corporation (3d Cir. 1947).

· Facts: Class A and class B shares. The class A shares are described as common stock. Common stock is a share in the residual interest of the firm. Preferred stock is like debt – it has the equivalent of a principal and interest. For any purposes, preferred stock is entitled to a fixed amount of money if the firm liquidates or if the corporation exercises its right to buy back the preferred stock, plus interest. Preferred stock offers an advantage over common stock – the corporation has to pay obligations on preferred stock before anything else. On the other side, preferred stockholders don’t get any residuals. It is inferior to debt – preferred shareholders are paid only after creditors are paid in full.

a. Right to convert stock from class A to class B. Shareholders would convert if they thought the payoff would be great – if the corporation has been a big success, you want to be a common shareholder.

b. Class A shareholders did not convert shares in this case. They didn’t know the shares were so valuable, because they didn’t have information about how much the value of the stock of tobacco had increased.

c. Corporation called in those shares for a fixed price. The corporation has a right to call in the preferred stock. Not surprisingly, interest rate on a callable loan is higher than interest rate on a loan that is not callable. This preferred stock was, in corporate finance parlance, both puttable and callable. It is puttable because they can give it back, but it is callable which means that the corporation has the right to purchase back the preferred stock. When the corporation became hugely valuable, there is something of a race going on. The common shareholders would rather that the current preferred shareholders not be common shareholders – they would like to pay off the value of the shares and keep the value of the company to themselves. This race isn’t a fair race because the board sided with the class B holders, didn’t tell the class A holders that it was so valuable they wouldn’t want to convert.

· Court states that disinterested board of directors would have called the shares. The court states, “[A] disinterested board of directors of Axton-Fisher would undoubtedly have exercised its powers to call the Class A stock before liquidation … .” Speed at 381. Here, there is a division of corporate assets among its shareholders. The court established with this statement that a disinterested board would have called the preferred class A shares because when there’s a conflict, duty of directors is to the residual claimants, who will generally be the common shareholders. The board doesn’t owe any duty to creditors, only to the shareholders. Preferred shareholders are more like creditors than shareholders, so of course they have to call the class A.

· Why does Transamerica lose the case, then? Not merely because of its failure to disclose the true value of the tobacco. There is no general obligation when negotiating at arm’s length to reveal all hopes and desires to counterpart. It must be that the right of conversion deprived Transamerica of right to deal with shareholders at arm’s length.

a. Conversion rights. The Class A holder’s conversion rights carry a contingent residual interest. The court says that Class A shareholders had a reason to believe the right to convert would be meaningful such that the corporation would not take advantage of the Class A shareholders. There is a duty to disclose due to the conversion rights.

b. Can’t just disclose and call right away. The court says that if the duties had been properly followed, Class A shareholders would have converted – which means that they had to have the opportunity to convert.

· Bizarre set of contracts. The right to call combined with the right to convert produces a race. You don’t want a financial engagement that turns on the ability to get information faster than the person you are contracting with.

· Resolution of duty to disclose vs. duty to call. That tension is resolved in the following way. There is a primary duty to represent the Class B shareholders. The court is making the best of this – there is a duty to represent the residual claimants at the expense of the class A shareholders, but there is a duty to disclose.

4. Ratification.

· Opaque though it is, DGCL §144(a), as interpreted, generally permits for cleansing of self-interested transaction with ratification by a fully informed:

a. Majority of Disinterested Directors; see §144(a)(1); or

b. Majority of Disinterested Shareholders; see §144(a)(2); Fliegler.

· When a control person is not tainted by allegations of self-dealing or self-interest, there is a very heavy burden on P’s in the case to demonstrate that the challenged transaction was grossly negligent.

a. Cleansing. If you are about to engage in a self-dealing transaction such that the burden would shift to you, you might find a disinterested person of sufficient authority to cleanse the transaction, thus presumably restoring to D the benefit of the business judgment presumption. You can either get a majority of disinterested directors or fully-informed disinterested shareholders to approve the transaction.

(1) Fliegler notes that when evaluating the shareholder voting, shares owned by the interested party should not be counted, but it is OK if a majority of disinterested shareholders approve the transaction.

· Fully informed. To be fully informed for these purposes, the directors or shareholders must know both about the underlying transaction and about the interested director’s or shareholder’s relationship to or interest in the transaction. Although the language of the Delaware cases is sometimes inconsistent, it seems that a properly cleansed transaction is generally entitled to the benefit of the business judgment presumption. But beware of Wheelabrator.

· Lack of business judgment presumption. A transaction sufficiently tainted by self-interest to remove the business judgment presumption can always be sustained despite challenge if the director or shareholder can carry her burden and demonstrate “intrinsic fairness.” See §144(a)(3); Fliegler.

a. Exception. When there’s an interested dominant shareholder involved in the transaction, the business judgment presumption can never be restored. The best that the minority’s vote can do is put burden of challenged transaction on P’s, who then have to show by preponderance of evidence that the transaction was unfair to the corporation.

b. Collision course between §144(a)(1) and Aronson. Compare the provision in §144(a)(1), which permits cleansing “even though the disinterested directors be less than a quorum,” with the rule in Aronson, which excuses demand unless a majority of the board is disinterested. Aronson says that if you’re a P and you can show that the majority of the directors are involved in the self-dealing transaction, the vote of the remainder in favor of the transaction does not eliminate the suit – demand will be excused. If a P thinks the transaction between the corporation and 5 of the 9 directors injured the corporation, his allegation that the transaction was between corporation and 5 of the 9 directors passes the Aronson test, so demand is excused. But §144(a)(1) says the transaction is cleansed when a majority of disinterested directors approved the transaction. That means §144(a)(1) applies if 3 of the 4 disinterested directors approved the transaction. Thus, it seems that Aronson and §144(a)(1) are on a collision course.

(1) Potential solution to collision course. Perhaps the lack of a disinterested majority, apparent on the pleadings, permits the plaintiff to move forward, but with the business judgment (or some lesser) presumption in place unless discovery reveals further conflict.

5. In re Wheelabrator Technologies, Inc. Shareholders Litigation (Delaware Chancery 1995).

· Incoherent case.

· Facts: In Wheelabrator, there wasn’t a dominant shareholder. There was a transaction with a 22% shareholder, and the disinterested shareholders approved the transaction.

· Holding: The court says that because of Van Gorkom, the duty of care claim disappears when the shareholders approve the transaction. When it is the shareholders rather than the directors who approve, it seems the cleansing not only restores the business judgment presumption, it eliminates the claim itself. This case seems to say that, but does not go that far – the court says to remember that the duty of loyalty claim is alive and well, and under that, business judgment presumption applies.

a. Problem with this statement. Majority of minority approval where there is no controlling shareholder extinguishes duty of care claim. Duty of loyalty claim somehow survives, but with business judgment rule attached. We give the board huge discretion. Where we don’t trust the board, where there is an allegation of self-dealing so severe that we shift burden to D to show fairness, we do this precisely because we don’t trust the board. This was the common way to understand the section until Wheelabrator. A vote of disinterested directors is a bar to the suit, and you would think that is the end of it. In Wheelabrator, there’s still a duty of loyalty claim despite the cleansing vote. The court says that despite the cleansing vote, there was no cleansing. But the court restores the business judgment presumption back, only on the duty of loyalty claim. The business judgment presumption means that the directors’ actions are going to be given deference, unless they are grossly negligent, reckless or otherwise egregious. The duty of care claim has been eliminated. So what does Wheelabrator mean? It is unclear.

b. Way to deal with the problem. The best bet in dealing with this problem is to ignore the distinction between care and loyalty in the case, and to understand that the price of the transaction will be tested with P bearing a heavy burden in her challenge to the transaction, heavier than if there were a dominant shareholder but not quite the business judgment presumption. The shareholder vote is unable to completely restore the business judgment presumption – the price will always be tested for something between the business judgment presumption and preponderance of the evidence. Where it falls on that spectrum, we don’t know. The court seems to have meant to say opposite of what it said.

· Why is it so hard to understand what Wheelabrator did? The allegation in the case is that the price is wrong. Whether it’s a duty of loyalty breach or duty of care breach is somewhat irrelevant. There is a $5 loss, which turns on the burden. If the burden is the full business judgment presumption in favor of the D, then the D’s are very likely to win. It is problematic that, when combined with statement at the beginning, that duty of care claim is ratified into oblivion. The only way P will win is by showing egregious behavior and gross negligence. P can’t even make that allegation because of Van Gorkom. It’s not the result that’s ridiculous, it’s the result combined with no more duty of care claim.

E. Disclosure & Fairness

1. Securities law generally.

· State “Blue Sky” laws still exist, but generally receive little attention, as transactions that comply with federal law generally comply with state law.

· Federal Securities law is found primarily in the Securities Act and the Exchange Act, which regulate disclosure by and with respect to publicly traded companies (among others). They apply generally with respect to publicly traded companies, but for our purposes we’ll say publicly traded companies with many shareholders. The Securities Act primarily regulates disclosure with respect to the primary market (the offerings). The Exchange Act primarily regulates disclosure relevant to the secondary market (the companies who have made offerings). The Securities Act and Exchange Act apply to “securities,” a term that ordinarily includes specified instruments such as “stocks” and “bonds,” specified functions such as “investment contracts,” and “any instrument commonly known as a security.” Much litigation on whether a particular interest is a security arises where someone attempts to characterize an investment as akin to the formation of a partnership or other joint venture, as opposed to the purchase of a typical “security” such as a share of common stock.

· Howey. In Howey, the Supreme Court defined an “investment contract” security as a “contract, transaction, or scheme whereby a person [1] invests his money in [2] a common enterprise and is led to [3] expect profits solely from the efforts of the promoter or third party.” See Koch, page 394 (we were not asked to read this). The Howey definition provides an insight into the link between securities and corporate law. The latter is primarily concerned with the relationship among a corporation’s control persons (director, officer, dominant shareholder) and the noncontrolling shareholders.

· Securities law is primarily interested in protecting shareholders that are not in control. That’s why the law requires disclosure.

· Section 10(b) and Rule 10B-5. Section 10(b) of the Exchange Act and Rule 10B-5 make it unlawful for anyone to “employ any device, scheme, or artifice to defraud … in connection with the purchase of sale or of a security.” Where the D in a civil or criminal 10B-5 case is a control person of a corporation, the federal securities laws can (but do not always) buttress state corporate law in enforcing the control person’s fiduciary duty to the shareholders. They come together under 10B-5 where the person making the disclosure is a control person and the person allegedly suffering is not in control.

2. Basic v. Levinson (Supreme Court 1988).

· Facts: While merger talks between Basic and Combustion proceeded, and activity in Basic’s stock increased, Basic’s board, on behalf of Basic, denied the talks and denied any knowledge of the reason for activity in the stock. After Basic’s board approved a takeover of Basic by Combustion, former Basic shareholders sue Basic for losses the shareholders claim to have incurred selling shares in reliance on Basic’s false statements before the takeover was publicly announced. The Basic board had falsely said that no merger talks were taking place.

· Holding: For P’s.

· Basic’s argument. Basic argues that the merger talks, prior to agreement-in-principle, were immaterial (and thus not a basis for liability):

a. Avoid incentive for a deluge of trivial information.

b. Protect corporate secrets. In this case, these negotiations were sensitive, with trust concerns. It served the shareholders in general not to disclose this information.

c. Provide directors with a bright line test.

· Plaintiffs’ (and the Court’s) response:

a. Answer to : “Avoid incentive for a deluge of trivial information.”

(1) Mergers are important information that the shareholders need to know about. The shareholders might not want to know about preliminary talks about purchasing office paper from Office Max or Staples, but a merger that will destroy the firm is pretty important to know about.

b. Answer to: “Protect corporate secrets.”

(1) This interest is irrelevant to materiality. The Court says it is material even if you have a preference to keep it secret. The Court did not say that because merger talks are material there is an affirmative obligation to disclose them. What the board did wrong is lie; it is OK to be secretive, but not to lie.

(2) Wouldn’t cause de facto disclosure: Can just have a “no comment” policy toward all questions, and thus not have to lie in order to enforce secrecy. They didn’t do this; instead they lied.

c. Answer to: “Provide directors with a bright line.”

(1) Here’s one, don’t lie.

· Standard for materiality. “[T]o fulfill the materiality requirement there must be a substantial likelihood that the disclosure of the omitted fact would have been viewed by the reasonable investor as having significantly altered the ‘total mix’ of information made available.” Page 430.

a. Shown by elements of fraud. Elements of fraud “include false …, action in reliance thereupon …, and damage resulting.” Black’s Law Dictionary. Lying is not a tort unless someone relies to their detriment.

b. Basic’s argument. Basic argues that at least many of the plaintiffs did not rely on the false statements, as many never heard or read them.

c. P’s (and Court’s) response: Fraud-on-the-Market theory.Market will take this information into account, and in that way the P’s are affected. There are people who trade after paying careful attention to any information about the price of a stock. There is some number of people (the so-called “market”) who listen to things like press releases to determine what’s going on in the company. When the directors say to those people that no merger talks are going on, this is taken into account in determining the price of the stock. There are enough people paying attention that those of us who don’t can rely on the integrity of the price. This is an extension beyond classical fraud because here the P says he didn’t hear the statement, and instead relied on the integrity of a process. The court said this indirect reliance is good enough.

(1) Rebuttable presumption. This is merely a rebuttable presumption as, for example, a seller who disbelieved the false statements could not prevail.

(2) Example of where presumption would be rebutted. You are a day trader. You think those guys are liars, but sell anyway because you think this thing will tank, and if you wait until the truth is told, you think there are merger talks that will fall through because the company has no value. If you are that person, you cannot sue here because you had your own perception of the statement.

(3) Not a mere test of causation. If it were, the person who disbelieved the statement could also collect because the P’s theory is that the market would have thought merger talks made the company more valuable than current price. If you thought the company was worthless, you would be overjoyed if the truth were revealed before company sold. You have been injured because of the lie, because you want to dump the stock now and it will be worth more if the lie is not told. If those directors had told the truth, I could get 40 for it because a bunch of people would have thought it was worth 40 if they had known about the market’s perception. Even this P was injured as a result of the lie – it is a real reliance factor embedded, it’s just not a traditional reliance factor.

· White’s dissent:

a. Disagrees with efficient capital market theory. He does not agree with the efficient capital market theory. The problem with the snake oil salesmen is that they treat the market as a behemoth dishing out profits at random. As an empirical matter, almost nobody is better than the market. People are right roughly half the time.

(1) However, false statements do affect market price. Moreover, even if there’s a lot that goes into the stock price that isn’t related to fundamentals, nobody denies that fundamentals matter too. To some extent, one can think of a merger as a fundamental. Nobody really denies that if the merger talks were announced, it would affect the stock price.

b. Damages difficult to measure. Damages, if any, are difficult to measure – partially because the stock price has been moving. He’s saying that a lot of people didn’t believe the false statements. We don’t know how much somebody relying on the market lost because we don’t know if the market believed the lie.

(1) However, this argument doesn’t go to whether fraud on the market theory is sound, it goes to the fact that life is often messier than principle.

c. Language “in connection with the purchase or sale of the security. Next is Justice White’s third point – “in connection with the purchase or sale of the security.” White says that for there to be a 10b-5 violation, there must be fraud in connection with purchase or sale of security – “in connection with” is not satisfied. The board of directors lied. That lie may have been deceitful or fraudulent, but it was not in connection with the purchase or sale of securities.

(1) Argument that this is not in connection with purchase or sale of securities. Neither Basic nor any of the directors bought or sold any securities. One might have looked at 10(b) and 10b-5 and said that it might have meant that if you’re lying with respect to your own trading in order to profit, that’s a 10b-5 violation. Justice White thinks that Basic or the directors should be able to say that it wasn’t a fraud or deceit in connection with the sale of securities because they didn’t sell any securities. Justice White was not crazy to suggest that legislatures might have meant that it was in the eye of the beholder – a plausible reading.

3. Pommer v. Medtest (7th Cir. 1992).

· Facts: Manning and West tell the Pommers that Medtest has a patent and is about to make a deal to sell the patent for a fortune. Manning then sells some shares to the Pommers. The patent is later granted but the sale falls through. The Pommers sue under §10(b) claiming that Manning and West lied, and that the Pommers purchased the shares in reliance on the lies. The Pommers seek a return on the purchase price for the share plus interest.

· Manning’s defense: The lie about the patent was immaterial because the patent was granted. There was no lie about (or no reliance on the statement about) the proposed sale.

· Pommers’ and the court’s reply: Lie is not measured from an ex ante perspective. At the time the statement was relied on, it was a lie.

a. Answer to lack of a lie about the proposed sale. Even if you know something is uncertain, it matters how uncertain. If you think something is 80% likely, you’ll spend more for it than if it is 20% likely. The fact that the Pommers knew that the deal wasn’t going to happen immediately doesn’t relieve Manning of any liability for a lie if he led them to believe it would happen soon.

b. Easterbrook does not decide if there was any misrepresentation. He doesn’t decide if there was misrepresentation because the Pommers’ claim that the D’s lied about the patent and lied about the sale, and P’s relied on these lies to their detriment. Manning tries say he didn’t lie about the sale, and the lie about the patent is irrelevant. The only reason there was so much discussion about the sale is because it was unclear what the court was going to decide about the lie about the patent. If the court decided it was immaterial, then they would shift to the lie about the sale. Either lie could be deemed material and give rise to fraud. Having won on the patent, it doesn’t matter if they could convince the court about the sale.

· Due diligence argument: D could have made the point that they should have made due diligence investigations.

a. Response: Least cost avoider. It’s a lot easier to tell the truth than to force everybody to check with the patent office.

· Argument that even from the ex ante perspective the lie about the patent is immaterial: The argument here is that even at the time of the negotiation the fact that there was no patent doesn’t matter. The argument could have been related to the functions and procedures of the patent office. Imagine that you say that you have a patent and you know it’s been granted, but you haven’t gone to the office to pick it up. The only thing a reasonable person would be interested in is whether the patent was granted. Imagine that Manning not only believed that the patent was imminent but had reason to believe that the patent was imminent. It is a lie, but it’s not clear that it’s material.

· Damages: Even if the shares are worthless at the time of litigation, §10(b) damages “usually are the difference between the price of the stock and its value on the date of the transaction if the full truth were known.” Page 444.

a. Application: Based on the fact that P’s were told the patent was certain, they paid $100 per share. It turns out the patent wasn’t certain, so they would have only paid $90 a share. Later the patent was granted, but it is worthless for other reasons. The P’s are trying to pay a lawyer’s game – they are only entitled to $10, but instead they’re trying to get $100.

b. For remand: It the above is true, we would say that you paid $100 for shares only worth $90. There is fraud, but your damages are only $10. On remand, they might have ultimately shown they were lied to about probability of the sale so damages should be much higher. But apart from that, lie about the patent won’t get them what they want.

· West: West might not be liable, even if the plaintiffs could show scienter, because there is no implied private right of action against one who merely aids and abets. There is no private right of action against mere aider and abetter.

· Oddity that in these cases, former shareholders are suing to make current shareholders pay them. Consider Justice White’s concern in Basic; the shareholders who sold in Basic could have sued the directors themselves for lying. However, the big money is usually in the corporation itself – thus, other innocent shareholders pay when the directors lie.

a. Purpose of liability against innocent shareholders:

(1) Basic. In Basic, the lies were told on behalf of those innocent shareholders, and they profited. That’s plausible, but not persuasive.

(2) Medtest. In Medtest, you’ve just reversed the situation. Now the sellers don’t bear any of the loss.

b. Another reason to allow private cause of action: There is a greater policing aspect because we have more private attorneys general. The government has limited resources. If you want to stop people from lying because you care about integrity of information, a good way to accomplish that is throwing a big pile of money at plaintiffs’ lawyers. But beware too much litigation, particularly where the shareholders as a group might have approved the misstatement (as was arguably the case in Basic).

4. Santa Fe Industries, Inc. v. Green (Supreme Court 1977).

· “The language of §10(b) gives no indication that Congress meant to prohibit any conduct not involving manipulation or deception. ... Absent a clear indication of congressional intent, we are reluctant to federalize the substantial portion of the law of corporations that deals with transactions in securities … .” Pages 448-50.

· The P’s claimed breach of fiduciary duty. The Court in Santa Fe said that 10b-5 isn’t a catchall to federalize all breaches of fiduciary duty – it has to do with fraud.

5. Deutschman v. Beneficial (3d Cir. 1988).

· “[Insider trading cases present an] analytically distinct problem of trading on undisclosed information … . Beneficial and its officers were free to keep quiet about its business affairs so long as they stayed out of the market. According to Deutschman, however, they chose to speak, and in speaking they were not free to lie.” Page 454.

· Distinction between lying and keeping quiet. We can juxtapose Santa Fe and Deutschman. Deutschman says there is a difference between lying cases and insider trading cases which are also 10(b) cases. There is no fiduciary duty to speak. In Santa Fe, the directors did not make an affirmative representation of any kind about the terms of the merger, except to present it to the shareholders. Getting injured by the terms of the merger is not a 10b-5 violation. In Deutschman, Beneficial and its officers didn’t have to say anything, but once they did, they couldn’t lie.

F. Inside information

1. Trading on insider information under rule 10B-5

· A “classical” 10B-5 violation occurs “when a corporate insider trades the securities of his corporation on the basis of material, nonpublic information.” O’Hagan at page 482-83.

· This rule is not in §10(b) or Rule 10B-5. Nowhere in §10(b) or Rule 10B-5 is this violation (related insider’s duty to disclose or abstain) mentioned. Some creative construction is required.

a. Rule 10B-5. Rule 10B-5 prohibits (through interstate or national instrumentalities) in connection with any security trade: (a), (c): fraud or deceit; (b) untrue statements or omissions that tend to make an otherwise true statement misleading. (b) is the only place in 10B-5 where an omission is mentioned. However, (b) does not apply to insider trading because for it to be a violation of (b), the omission has to be in connection with some other statement. With insider trading, there is no statement in connection with the omission.

(1) Analogy to show what would violate 10B-5. Imagine a parent is looking for his son, and the daughter hears her brother hiding in the closet. The parent says, “Have you seen your brother?” Sister says no. Technically true, but misleading – it would be correct to say that you know he’s in the closet because you heard him there. She would have violated 10B-5 subsection (b) because it made an otherwise true statement misleading.

(2) Does not apply to insider trading. With insider trading, no omission made the true statement misleading because there is no true statement at all.

(3) Meinhard and Porter. Meinhard shows that each partner owes the partnership a fiduciary duty. In Porter, D didn’t tell his employer that there was a company that wanted to engage in a joint venture, and thus give his employer an opportunity to compete. Both Porter and Salmon failed to disclose to the principal on an opportunity that each had an obligation to disclose, because each was an agent of a principal. That helps with insider trading cases because agents have a duty to disclose relevant information before transacting with a  principal. Another common law definition of fraud includes: “[A]ll acts, omissions, and concealments involving a breach of legal or equitable duty and resulting in damage to another.” Black’s Law Dictionary (emphasis added). If I owe you a duty and I breach that duty, I also committed a fraud.

· Classical case of insider trading. After Oil Company’s CEO and Board Chair learns of the Company’s unexpected oil strike, she puts in an order to broker, who buys and she profits greatly. This is the “classical” case of an insider trading 10B-5 violation, see Texas Gulf Sulpher, page 460, but on what basis? If the CEO owes a duty of disclosure to the shareholders with whom she traded there is a common law fraud.

· Goodwin v. Agassiz. Goodwin v. Agassiz at the time of the securities acts was the majority rule among the states. It held that directors and officers owe a fiduciary duty to the corporation, but not to shareholders directly. It is generally accepted now that there is such a duty. At the time of the Securities Act, a majority of states did not recognize a duty that went from directors and officers to shareholders. Nothing in the corporation statute says that directors or officers are agents of shareholders with respect to trades between them, and nothing in the common law in those days said it either.

a. One might argue that now there is a fiduciary owed to shareholders. One might say that whatever the case in the 1930s, in the 21st Century it is routine that directors and officers owe a fiduciary duty not only to the corporations they serve but also to the shareholders thereof. See, e.g., Van Gorkom.

b. “Bad news” hypo. After Oil Company’s CEO and Board Chair learns of the Company’s unexpected dry well, she puts in a sell order to her broker. Stock drops massively when dry well is found. There is no doubt that directors and officers commit Rule 10B-5 violations when they silently sell on secret bad news, but on what basis?

(1) “Duty” link missing. Even if it remains fraud to breach fiduciary duty to someone to whom you owe an obligation to disclose, there isn’t such a duty to a stranger who’s about to buy the shares from you. You’re still profiting from inside information. If you think it’s always a problem to profit from inside information, you would be just as outraged at “bad news” as you would be at “good news” scenarios. But until O’Hagan, there was no way to connect this bad news hypo to the fraud or deceit in 10B-5.

2. Dirks v. SEC (Supreme Court 1983).

· Facts: Secrist, an Equitable Funding insider, discovers that Equitable was engaged in a massive fraudulent overstatement of its assets and tells Dirks, a broker, who advises his clients to sell, which they do. The SEC comes after Dirks under Rule 10B-5.

a. The fraud that was occurring. Executives were writing phony insurance policies, making up the customers. The underwriter starts demanding premiums, so they made up more people. Then they killed some of the fictitious people off, and paid off the dues owed. But the underwriter expects to make a profit, and the more people the executives make up, the more premiums the underwriter expects.

· SEC’s theory of Dirks’s violation. An equal information rule (they do not want anyone to trade on information the person knows is private), or tippee responsibility

· Court’s response to proposed information rule. There is no Rule 10B-5 violation absent “manipulation or deceit” (page 475, citing Santa Fe). The Court notes that the “nature … of the [security] markets themselves” depends on analysts gathering and trading on private information. Page 478. Professional analysts are not always relying on press releases, because if they were they would not make money. It’s precisely because the market is so efficient that you need some private information. Merrill Lynch hires an analyst who calls the CEO of IBM and his call gets returned. The Court says that it’s the nature of the market, so it won’t adopt a rule saying you can’t trade on private information unless there’s some other factor that makes it a manipulation or deceit.

· Court’s response to tippee liability: “[S]ome tippees must assume an insider’s duty to the shareholders not because they receive inside information, but rather because it has been made available to them improperly.” Page 478 (emphasis in the original). Similarly, if the insider wants to make a gift to the tippee, the tippee is similarly liable. But the Court says that none of this happened here. The insider told the tippee to stop the fraud. Nobody was doing anything improper.

a. Standard for tippee liability: “Know-or-should-know” standard.

(1) Application. Here, tippee didn’t know and shouldn’t know breach of fiduciary duty, because there was no breach.

· Why didn’t Dirks receive the insider’s fiduciary duty to disclose or abstain? “The tippers received no monetary or personal benefit for revealing Equity Funding’s secrets, nor was their purpose to make a gift of valuable information to Dirks. … [T]he tippers were motivated by a desire to expose the fraud.” Page 479.

· Even if you think directors shouldn’t be allowed to deliver information to an analyst, it still would be the case that they are allowed to trade on private information as long as not obtained illegitimately. If a private investigator was hired, no one breached fiduciary duty.

· Relation to “manipulation or deceit.” Nobody lied or deceived – no 10B-5 violation. The Court cites Santa Fe, saying it has to be a manipulation or a deceit.

a. Court’s assumption. The Court assumes that if the insiders had themselves sold, they would have committed a 10B-5 violation if they were motivated by personal profit. It’s not clear at this point why there would be a 10B-5 violation. We aren’t told clearly until O’Hagan.

3. United States v. O’Hagan (Supreme Court 1997).

· Facts: O’Hagan was a lawyer for a bidder in a tender offer, and purchased the target corporation’s shares (and options) without disclosing the potential tender offer to anyone. This is clearly a breach of fiduciary duty to O’Hagan’s law firm and to the bidder.

· Holding: The Court adopts the misappropriation doctrine. This is not a classic insider trading case because O’Hagan didn’t owe any duty to the corporation whose shares were being traded, or to the shareholders thereof. The Court finds a Rule 10B-5 violation based on a version of the “misappropriation doctrine” linked (in a fashion) to the “fraud” language of the rule: “A fiduciary who pretends loyalty to the principal while secretly converting the principal’s information for personal gain … defrauds the principal.” Page 484. The Court says that the pretending of the loyalty is the fraud. It’s as if, implicitly, O’Hagan came to work every morning and said that the information he was about to receive he would keep in the strictest confidence. This is not ridiculous – it’s just a stretch. It turns every breach into a fraud.

a. “In connection with.” As for “in connection with,” the Court pauses little. They say there is a breach of fiduciary duty which is a deceit or fraud according to 10(b). Although the fraud is against the principal and not against the person with whom you are trading, the Court looks at fraud more broadly, and finds a fraud in the relationship between the person trading on private information and his principal. The Court’s explanation for why this is fraud in connection with purchase of a security: “This element is satisfied because the fiduciary’s fraud is consummated, not when the fiduciary gains the confidential information, but when without disclosure to the principal, he uses the information to purchase or sell securities.” Page 484-85.

· The phrase “without disclosure to the principal.” The court seems to be suggesting that a 10B-5 violation can be avoided if the person who commits the violation discloses information, not to person with whom he is trading but to the principal – or the bidder.

a. Don’t ask, just tell hypo. Imagine a Burglar breaks into Target Corp. headquarters and steals information about a pending merger between Target Corp and Acquirer Inc. Burglar leaves behind a note announcing her intention to trade on that information, and does so. Has Burglar committed a Rule 10b-5 violation?

(1) Clearly not under O’Hagan. This burglar did not pretend to be loyal to the company and she disclosed to her principal. The note saves her from the violation. O’Hagan committed a 10b-5 violation, but the burglar did not due to the factor of trading on private information. Until O’Hagan, the Court was not interested in words of 10B-5. In Dirks, the Court merely assumed that had the insider been motivated by profit, there certainly would have been a 10B-5 violation. Now in O’Hagan the Court is paying close attention to the words “deceit or fraud.”

(2) Shows this statement in O’Hagan is wrong result. If you think there’s no particularly good reason for O’Hagan to be punished while the burglar isn’t, you’d think it’s the wrong result.

b. What should the Court have done? One might have wished that the Court either:

(1) Left “insider” and “outsider” silent trading violations to corporate law of fiduciary breach; or

(2) Adopted a Rule 14e-3 style “prophylactic rule” on misappropriation under §10(b), permitted by the Court in O’Hagan. Some people do not believe this is a role for the Court.

c. Basic problem: The problem is that the violation turns on the person you get the information from, not the person you’re trading with.

· Trading private information in contexts not involving tender offers. One can trade on private information in lots of contexts that don’t involve tender offers. For example, you may be the director of an oil company and have discovered secretly lots of oil that the public doesn’t know about. You can even think of one company merging without a tender offer.

· 14(e). Sometimes there are tender offers that involve one individual purchasing shares of another company through the securities market. They are regulated by the securities laws. One way they are implemented is through 14(e), which makes it illegal to engage in any fraudulent, deceptive, manipulative acts or practices in connection with any tender offer. 14e-3 says, “If any person has taken a substantial step or steps to commence, or has commenced, a tender offer (the ‘offering person’), it shall constitute a fraudulent, deceptive or manipulative act or practice within the meaning of section 14(e) of the [Exchange] Act for any other person who is in possession of material information relating to such tender offer which information he knows or has reason to know is nonpublic and which he knows or has reason to know has been acquired directly or indirectly from:”

a. Synopsis. 14(e) makes trading in nonpublic information fraudulent. 10B-5 says it’s a violation to commit fraud or deceit in connection with the purchase of security, but doesn’t tell what fraud or deceit is. Under 14e-3, if you trade on material nonpublic information, you’ve violated 14-e. It might seem a problem because the statute only covers fraud or deceit. The answer is to call it fraud or deceit. The rule says if you trade on nonpublic information it is a fraud or deceit, and you’ve violated 14-e.

b. O’Hagan’s argument. O’Hagan argues that the rule can’t do that. Imagine that the rule under 14-e says anyone who commits murder has violated 14-e. The Court says that the SEC doesn’t have the power to expand the statute that way. Even though the statute calls murder fraud or deceit, it isn’t – and therefore the rule is illegitimate.

c. Holding: The Supreme Court says in O’Hagan that often when one trades on nonpublic information there has been a fraud or deceit, and thus it’s perfectly permissible for the SEC to come up with a rule that doesn’t inquire whether there was a fraud or deceit and just assumes that trading on nonpublic information obtained from the parties specified is a fraud or deceit.

d. Summary. If the courts had not started to torture the language of 10B-5 and never started permitting litigation of 10B-5 claims when there was no lie or misstatement, we might be in a better place today because the rule might be turned into a version of 14e-3. Instead, we have the strong rule in O’Hagan.

· What if corporate charter permitted insider trading? 

a. More likely that purchases would be permitted than sales. Purchases are profitable if the private news is good. This creates a good incentive. Sales are profitable if the private news is bad. This creates a perverse incentive.

b. If some companies let directors purchase on inside information, would a permissible good-news silent purchase be a 10B-5 violation after O’Hagan? Literally no, as there is no breach of duty or deceit; there isn’t even a misappropriation. But the tradition of 10B-5 in this “classical” case suggests otherwise.

(1) Distinction between O’Hagan and classical case. The distinction between O’Hagan and the classical case is that O’Hagan was not trading with anyone to whom he owed a duty. In the classical case, the insider is trading with shareholders of the very same company to whom she serves as the director or insider. Whether O’Hagan is the rule in the classical case or not, there will always be a 10b-5 violation.

G. Indemnification and Insurance

1. Waltuch v. Conticommodity Services, Inc. (2d Cir. 1996).

· Facts: Waltuch, a broker for Conti, advised his clients to buy silver while he and the Hunt brothers attempted to corner the silver market. When the market crashed, Waltutch’s clients lost money, and sued Waltuch and Conticommodity. Waltuch spent $1.2 million defending himself in these suits, which were settled with Conti, and dismissed against Waltuch. Waltuch also spent $1 million defending himself against the CFTC.

· What is the basis for Waltuch’s $2.2 million claim?

a. The first claim is “Article Ninth” of Waltuch’s indemnification contract with Conti. It basically indemnifies the directors.

(1) Conti’s defense: Conti’s defense is that DGCL §145(a) permits indemnification of an agent for good faith actions only, which is not present here.

(2) Waltuch’s response. Waltuch’s response is it doesn’t say “only if,” and 145(f) says that the provisions of the section “shall not be deemed exclusive of any other rights.”

(3) Court’s holding: DGCL §145(a) does contain an implicit “only if” in good faith, or the good faith language would be superfluous.

· Problem with court’s argument: The problem is that if there is an implied “only if,” it makes §145(f) superfluous (stating that companies may extend beyond the extent provided in the subsections of this section).

a. Response to this. DGCL 145(f) allows supplemental indemnification not inconsistent with implicit limitations. You can’t, however, use §145(f) to go beyond an implicit limitation in §145(a), and there is an implicit limitation in §145(a) saying that bad faith actions can’t be indemnified.

· DGCL §145(g). Note that DGCL §145(g) permits third-party insurance (known as “D & O” insurance) “whether or not the corporation would have the power to indemnify such person against such liability under this section.” The court says §145(g) is an exception to the good faith limitation in §145(a). The way you get the exception is by insuring your director.

· Why would the Delaware legislature prohibit indemnification for the costs of a “bad faith” activity, but permit insurance for the same activity?

a. Ridiculous to say that if insurer pays, the shareholders don’t suffer, while they do if the company pays. The company pays the insurance premiums. Thus, the answer is not because the corporation pays for one and the insurer for the other.

b. Perhaps because third party can be trusted as a monitor. When you have a third party insurer, you’re introducing a third party monitor. This idea may well overstate ability of insurance company to police the market, but it’s the best bet. You would want to allow insurers to police bad faith actions in the contract with the insurance company.

· Waltuch’s “successful defense” claim: DGCL §145(c) requires a corporation to indemnify for expenses incurred by an officer or director in a “successful” defense. Waltuch claims he was successful because the claims were dismissed. The other side argues Waltuch didn’t succeed because they paid his liability.

a. Holding: Dismissal with prejudice is a success.

b. Planning: If you were in Conti’s experience, when it came time to settle the claim, it would get Waltuch to agree that he will bear his own expenses in litigation. He should be happy to do this, rather than face liability to the clients.

2. Citadel Holding Corp. v. Roven (Delaware 1992).

· Facts: Citadel sues its director, Roven, for what it claims were short-term profits in the trade of Citadel stock, unlawful under Exchange Act §16(b). Roven asks for his expenses to be advanced under an indemnification agreement, as permitted by DGCL §145(e).

· Citadel’s position:

a. Indemnification of expenses is explicitly unavailable under the agreement “for an accounting of profits made from the purchase or sale … of securities of the Corporation within the meaning of Section 16(b).”

b. The suit was not “by reason of service.” They argued that “by reason of service” means that when Roven gets sued for something he did while serving the company, we have an obligation to indemnify him. When he goes on his own, there is no obligation to indemnify him. It just so happens that the fact he is a director gives rise to the liability, but that isn’t Citadel’s problem – it is Roven’s problem.

c. Holding: The obligation to advance is independent of the obligation ultimately to indemnify. The specific provision in the indemnification agreement says there is a no indemnification “for an accounting of profits made from the purchase or sale … of securities of the Corporation within the meaning of Section 16(b).” Roven’s position is that he was never involved in the purchase or sale of securities, so he would say the best way to read the contract is that if he were found to have done so, he would not be indemnified.  Since we don’t know at the time of the suit whether he will be liable, the advance provision comes into play – it specifically says the advances will be made if the director commits to giving them out if they are made for an activity that is not indemnified. Citadel is putting the cart before the horse. The court says you have to give the advances, and if it turns out there is no indemnification then Roven has to give the money back.

(1) Activity for which amount is requested. Obligation to advance is obligation to advance reasonably – it doesn’t just go to amount, but to the activity for which the amount is requested. If Rovan was involved in a divorce proceeding and asked Citadel for an advance, Citadel would rightly refuse.

(2) Another potential Citadel argument. Citadel could argue that whether the suit is meritorious or not, it is about an activity that he undertook in service to himself, not in service to the company. A request for an advance here is no different from a request for an advance for Roven’s divorce case.

(3) Roven’s response. He can say this could be a pretextual suit; it’s just an attempt to get around the indemnification agreement.

(4) Planning: To avoid this, while they were still friends the company could have agreed to indemnify him if they brought a frivolous suit against him.

· Application. The question is whether this request should be covered, and the answer undoubtedly is yes. It is designed to deal with exactly this situation. Otherwise they could drive a director into the ground with a frivolous lawsuit. The only reasonable thing to conclude is that the way to read these sections together is that the obligation exists with respect to alleged 16(b) violations but not divorce proceedings, but the money would be returned if the director was found in violation.

VI. PROBLEMS OF CONTROL

A. Proxy Fights

1. Generally.

· One share, one vote.

· Proxies. If you don’t want to show up, you can give your proxy to someone else who will vote your shares. This can either be allocated as a recipient who can vote your shares as she wishes, or directions on how to vote.

· Process of solicitation is subject to regulation:

a. State law rights to compensation as well as disclosure.

b. Federal securities law regarding primarily process and disclosure – how one goes about soliciting proxies, and whether that is done fairly and with full disclosure.

2. Levin v. MGM, Inc. (SDNY 1967).

· Facts: The plaintiffs were shareholders at MGM, who brought action against five of the thirteen members of the Board of Directors. The P’s claim that the directors improperly used funds to pay for attorneys and PR firms in the solicitation of proxies. More than a dispute over money, the P’s wanted an overturn of the proxies. The plaintiffs were insurgents – they wanted to take control of the board and run the company. The Levin Group seeks to oust the incumbent O’Brien Group from control of MGM. Their means of doing that was soliciting their own proxies. When that failed, they challenged the O’Brien Group’s expenditures of sums to solicit proxies for their reelection. The Levin Group seeks injunctive relief and damages.

· Holding: For incumbents.

· Factors in court’s decision:

a. Real business policies were at stake. It was the directors’ obligation to inform the shareholders so they could make a decision. These proxy solicitations include information that the shareholders can use.

b. Expenditures were reasonable.

c. Disclosure was adequate. Specifically, the directors disclosed that there were extraordinary measures being used to solicit the proxies. The court concluded from that that the shareholders had the information necessary to decide whether or not this was a dispute really about business policies, or a dispute about personality. If these directors were not up front with the fact that they were spending huge amounts of corporate money to maintain themselves in office, that would have been suspicious, because their extravagant spending may have led the shareholders to believe that this was in actuality a political campaign.

(1) Not enough to approve otherwise excessive expenditures. It would have been different if there were a second round of proxies solicited on the question of whether or not the expenditures were reasonable. Then we might have an affirmation of that decision.

3. Rosenfeld v. Fairchild Engine & Airplane Corp. (NY 1955).

· “In a contest over policy, as compared to a purely personal power contest, corporate directors have the right to make reasonable and proper expenditures, subject to the scrutiny of the courts when duly challenged, from the corporate treasury for the purpose of persuading the stockholders of the correctness of their position … .” Page 525.

· “The shareholders, moreover, have the right to reimburse successful contestants for the reasonable and bona fide expenses incurred by them in any such policy contest, subject to like court scrutiny.” Id.

· Why do the losing incumbents get to use company funds without shareholder permission while the winning insurgents apparently need shareholder approval?

a. Reason losing incumbents are compensated for proxy solicitation: Incumbents would be more reluctant to enter a proxy fight. There is a fear that incumbents will be too timid in proxy fights, and thus will not assert the forceful control over a corporation that it requires. It’s not that incumbents are more virtuous than insurgents; it’s that incumbents, as incumbents, have a responsibility that insurgents don’t to expend the proper resources to make sure the shareholders can make an informed decision about the best plan for the company.

(1) Example. Directors decide the best thing for their corporation is to change their production from motorcycle manufacturing to four-wheel off-road vehicles, but it’s risky. When insurgents come along, directors probably won’t put too much money into the proxy fight because there is too much of their personal money at stake.

(2) Rule that shareholders may vote in favor of reimbursement would be insufficient. There is a very low chance of the shareholders paying you back the losing incumbents, because they just voted the incumbents out of office. It’s much more likely that the shareholders who just ousted the incumbents won’t feel so warm toward them and won’t want to reimburse them. Otherwise the corporation may be “at the mercy of persons seeking to wrest control for their own purposes.” Page 524.

b. Reason the winning insurgents need shareholder approval. While arguably the best rule would be that incumbents get compensated win or lose and insurgents get compensated only if they win, Rosenfeld demonstrates that incumbents get reimbursed regardless, while insurgents only get reimbursed if they win and get shareholder approval. However, it is very likely that after they win, the insurgents are likely to get shareholder approval.

· Dissent.

a. Defense was personal. The incumbent defense (and perhaps the insurgency) was at least in large part personal, as the dispute was over the incumbent’s compensation.

b. Expenses not reasonable. Expenses were not reasonable, as they went beyond those necessary to “acquaint the stockholders with essential facts concerning the management of the corporation …” Page 526.

c. Defense seems clearly right. Under the facts of the case, it’s hard to argue with the dissent. It’s hard to characterize the incumbents’ defense as business – they were basically saying that they were so good that they should be paid a fortune, while the insurgents thought that the incumbents were overpaying themselves.

d. Dissent and majority agree on basic law. They don’t disagree with the basic law stated by majority: Reasonable expenses will be compensated.

4. Virginia Bankshares, Inc. v. Sandberg (Supreme Court 1991).

· Facts: FABI owns 100% of VBI, which in turn owns 85% of Bank. FABI orchestrates a merger between VBI and Bank, for which Bank’s directors solicited proxies from the 15% minority shareholders. The proxy solicitation materials state that Bank’s directors approved the merger, at $42 per share, “because [the price represents] a high value for the shares.” Sandberg alleges a Rule 14a-9 violation and $18 per share, on the grounds that directors’ motivation was otherwise and that the proxy solicitation was thus “false or misleading with respect to [a] material fact.”

a. Alternative motivation alleged by Sandberg: They thought they would be removed as directors if they didn’t allege that the price was high. Bank’s directors are told by their bosses to approve this merger or else.

· VBI’s defense with respect to claim that proxy statement was not misleading with respect to a material fact:

a. It’s the truth. However, the jury found otherwise.

b. Mere statements of reason, opinion, or belief should not be actionable under Rule 14a-9 or there would be “wasteful litigation of amorphous issues outside the readily provable realm of fact.”

(1) Mere statement of reason, opinion or belief can be material.

(2) While plausibly material under §14(a), are the statements in fact actionable under Rule 14a-9? The question is whether, if you allowed this to be material under 14a-9, you would have wasteful litigation outside the readily provable realm of fact. One can argue two things:

(A) Reasons, opinions, and belief along can be material, as a reasonable shareholder may consider such important in deciding how to vote.

(a) Reasons, opinions, and belief can be shown to be false “by garden-variety evidence.” Page 532.

(B) Assuming it can be material in principle, can it be material here under this rule? No – as a practical matter, it would invite a barrage of wasteful litigation.

· “The question arises, then, whether disbelief, or undisclosed belief or motivation, standing alone, should be a sufficient basis to sustain an action under §14(a), absent proof by the sort of objective evidence described above that the statement also expressly or impliedly asserted something false or misleading about its subject matter. We think that proof of mere disbelief or belief undisclosed should not suffice.” Page 533.

a. Otherwise we would authorize a §14(a) violation for mere “impurities of a director’s unclean heart.” Id.

b. Note Scalia’s attempt to describe this “psychic thicket” on page 536.

· The problem. The problem is that Sandberg stated the claim on the basis of motivation. The reason the statement was false was because they had a different motivation. They didn’t approve it because they thought the price was high, but because their bosses would have fired them otherwise. The Court is saying that Sandberg’s claim is insufficient – all that matters is whether they believed the price was fair. The Court didn’t say this so clearly, however.

a. Hypothetical case that the Court and concurrence meant to exclude from liability: The hypothetical is directors who are not shareholders actually approving the merger because their compensation is linked to share price and not “because it offers an opportunity for Bank’s public shareholders to achieve a high value for their shares.” It doesn’t matter to shareholders what the true motivation is as long as the true motivation would not lead the shareholders to reach a different conclusion about the directors’ belief with respect to the essential underlying fact – here, whether the price was high. The only way they would lose, rather, is if they said they believed the price was high, but they knew otherwise.

· Scalia’s concurrence. He says that Souter most likely meant that motivation doesn’t matter unless the motivational statement is somehow linked to the underlying statement. If they lied about their motivation but honestly believed the price was high, he is agreeing with the Court that this would not be a 14a-9 violation.

a. Scalia’s addition. It matters if scienter is not required or if recklessness satisfies scienter.

(1) If scienter is not required. If the statement is false and scienter is not required, the court doesn’t have to get into it; instead it can focus on the part of the statement that matters to the shareholders.

(2) If scienter were satisfied by recklessness. Scalia’s point would also be relevant if the scienter requirement were satisfied by recklessness. So imagine the directors, when they recommended the merger because the price was high honestly believed that the price was high but didn’t investigate it because their only motivation was saving their jobs. They were reckless as to whether or not the price was high. They might have honestly believed that the price was high, but if they recklessly made the statement, then it was false in a way that matters.

· Standard for recklessness. The lower courts tend to find that recklessness is extreme and not just negligent.

a. Example of recklessness in criminal context. I want to break into a building in Times Square in order to rob the cash register, use a bomb and 20 people die. I didn’t want to kill anyone, but I was reckless. I will go to prison for murder.

· VBI’s defense with respect to causation: VBI owns 85%, so the merger will go through regardless of the other shareholders’ votes. Thus, no shareholders could rely to their detriment on the proxy material – i.e. there was no “essential link in the accomplishment of the transaction.” The vote was meaningless, so any lie with respect to the vote had to be meaningless too.

a. Sandberg’s response:

(1) VBI would not have gone forward without approval of a majority of the minority, though it had the right to do so.

(2) Vote of the minority was essential as it helped insulate VBI from state-law liability. The burden of proof would be on the dominant shareholder to show that the price was fair unless the transaction was ratified or cleansed in some way. A vote of a majority of the minority shifts the burden – it is better for the dominant shareholder to have a fully informed vote in favor by a majority of the minority.

b. VBI and the Court’s reponse:

(1) VBI not going forward: This argument is too speculative. It’s convenient for them to assert this, but there’s no proof.

(2) Insulation from state law liability: The Court says that the insulation requires an informed vote. There’s no state law effect of a vote that includes a lie. So the argument that the directors lied in order to get a vote that would insulate the dominant shareholder from future liability under state law is specious because such a vote is meaningless. Put another way, Sandberg cannot identify a way in which the misleading proxy statement caused his loss as compared to a truthful one. The most Sandberg can say is that if the shareholders knew the truth, they wouldn’t have voted for the merger, in which case they would have a full set of state law rights to attack the merger with. The consequence of the lie is nothing.

· If you imagine that the vote mattered (i.e. because VBI owned less than two-thirds of the shares), should Sandberg get to sue even though he himself did not rely on any misstatement?

a. Stahl. This was the issue in Stahl. It seems he should be able to sue because he could have been injured by the misstatement-tainted vote. Here, the shareholder was hurt by the merger, so the fraud hurt him. Stahl says this issue was implicit in VBI, and it is correct.

B. Shareholder Proposals

2. Rule 14a-8.

· Rule 14a-8 cases generally. These are cases in which individual shareholders want to use the corporation’s own proxy mechanics to ask shareholders to express their opinions about various matters of social policy in almost all cases. It may seem an odd thing for shareholders to do, and it is a strange thing for the law to allow them to do.

· 14a-8 is a federal securities law that requires companies to include an eligible shareholder’s proposal and proxy statements with the company’s own proxy material unless an exception applies. Eligibility turns on minimum ownership.

· Subdivision (i)(1). Lurking in the background of the Rule 14a-8 cases is subdivision (i)(1), which excludes a company from including “a proposal that is not a proper subject for action by shareholders under the laws of the jurisdiction of the company’s organization.”

a. Reason that in Lovenheim the shareholder proposal was not to “discontinue force-feeding geese”: Such a proposal is not a proper subject of action by shareholders. Generally, state law requires that directors, not shareholders, manage a corporation’s business. See, e.g., DGCL §141 (investing directors with power to make decisions).

b. Is this rule anti-democratic? Not as much as you might think, because the shareholders elect the board of directors. Absent special statutory rules, directors manage the company and shareholders elect the directors. It is viewed as too cumbersome absent statutory selection to allow shareholders to start managing the corporation. This rule in DGCL § 141 and reflected in 14a-8(i)(1) explains why the shareholders’ proposals are limited to recommendations, resolutions and the like.

· Rule 14a-8(i)(5).

a. Lovenheim. The court in Lovenheim interpreted (i)(5), on relevance, and held that although the proposal for resolution that the directors consider the geese issue did not affect the specified minimums for assets or income, the proposal was “otherwise significantly related to the company’s business.” Lovenheim reasoned that “significantly related” is not limited to economic significance, but can include “social significance” if the issue is connected to significant levels of sales (even if not up to the (i)(5) minimum). The shareholder was thus entitled under federal law to ask them to vote a resolution with respect to the force-feeding of geese.

b. Another possible interpretation of “significantly related” that would allow company to exclude the Lovenheim proposal: “Significantly related” could refer to long-term significance without an immediate nexus to specific assets or income. For example, it could refer to a proposed expansion into a new products line. The drafters of (i)(5) probably didn’t actually intend the Lovenheim resolution to go forward.

(1) The force-feeding issue still might get through even under this interpretation. The Lovenheim proposal might have succeeded even under this interpretation, if one believed that the force-feeding issue could soon capture the public’s attention and lead to larger corporate consequences in the future.

· Dole Food Co.: The proposed resolution on national health care might have survived (i)(5) scrutiny on these grounds more easily than it did under the court’s reasoning that the resolution “relates to operations which account” for more than the minimum. (Emphasis added.)

a. Dole holding: The court said that the proposal survived exclusion because Dole spends a lot of money paying for employee health care. A national health care plan might save a fortune, thus this is relevant for (i)(5) – operations that account for more than the minimum.

b. Critique of Dole: In Dole, it seems that the shareholders wanted to use the proxy machinery to advertise to a great number of shareholders about the important national decision that was going to be made for health care. That doesn’t seem like a proper use of the machinery. It is difficult to see how asking the company to research a national health care policy relates to operations that are for more than the minimum. It doesn’t seem this is the sort of proposal the SEC had in mind when requiring the companies to permit proxy statements.

c. Better argument for shareholders in Dole: They could have argued that national health care is an issue that will affect our assets greatly. Although they can’t tie it to any operations, any assets or income of 5%, they can say in general that this is the sort of issue that will affect the company greatly, as per the argument that could be made in Lovenheim (about how force-feeding could capture public attention).

· (i)(7). If the proposal deals with company’s ordinary business operations or management decisions, can exclude it. Shareholders cannot include a proposal that will bind directors; that is beyond their powers.

a. Hypo. A resolution is proposed to recommend that directors study the merits of a national movement toward doubling all contractual minimum employer pension contributions. The company’s pension contributions account for more than 5%, which is sufficient to make (i)(5) inapplicable.

(1) Company can argue that it is excludable under (i)(7) as ordinary business matter. The shareholders will argue, on the other hand, that it is not simply about the small affairs of our employees – it’s about the national movement.

(2) Mirrors the philanthropy discussion. Why should shareholders of corporations have to pay for social debate when people with their money in savings accounts don’t?

b. Rules look odd. To the extent we believe the SEC wasn’t attempting to create a forum for broader social debate, these rules look kind of odd.

· Rules 14a-8(i)(8) and 14a-7.

a. Board elections. Rule 14a-(i)(8) makes it clear that the company does not have to include a shareholder’s proposal for opposition in a board election. There’s nothing important for the company as a practical matter. The real place for this proposal is proxy battles over the board of directors.

b. Contested board elections. In a contested board election, under Rule 14a-7, the firm can choose either to mail the shareholders’ material and bill the shareholder, or to provide the shareholder list. If it is a battle for control, you have to pay for your own proxy costs. The board will protect the list and mail the material to the shareholders on the insurgents’ nickel.

c. Contested issues. Two patterns tend to raise contested issues:

(1) Requests with allegedly ulterior motives.

(2) Requests for names of beneficial owners.

3. Crane Co. v. Anaconda Co. (New York 1976).

· Facts: There was a tender offer made by Crane to acquire Anaconda, but it was opposed by the Anaconda directors, who communicated to the shareholders not to vote for the tender offer. Crane tried to get shareholder list from Anaconda. If Crane had just come to Anaconda and requested the list, Anaconda would have said they didn’t want to give it to Crane. But the tender offer had partial success in the beginning. Crane says that it was a bidder, but also a shareholder, enough that it is entitled to the shareholder list. Crane is pretty open why it wants the shareholder list – because if this is a good offer, it wants shareholders to sell their shares.

· Issue: Whether the requested inspection is “desired for a purpose which is in the interest of a business or object other than the business of the … corporation” under NYBCL §1315.

· Anaconda’s argument: Anaconda argues that Crane’s purpose is for something other than the business of Anaconda.

· Crane’s (and the court’s) response: “Since the pendency of [the] exchange offer may well affect … the future direction of the corporation [and] the continued vitality of the shareholders’ investments, inspection of the stock book should be allowed … .” Page 560.

· Problem with this conclusion: The statute says that the list will be given over unless it is desired for a purpose which is in the interest of a business or object other than the business of the corporation. They should argue that “purpose” must mean something. The argument is that Crane wants the list so that it can purchase the shares, not affect the operation of the company.

a. Response: The response is that this affects the company. This comes down to an argument about how you read “purpose.”

b. Synopsis. If the drafters of the statute had in mind proxy contests and the statute said you had to have in mind a legitimate purpose to get the list, it is a proxy contest that is a legitimate purpose. The court gets around this by saying that although the direct effect of a takeover is something outside the corporation, ultimately once the people get the shares they will use them to elect the directors and exercise control. It did not grapple sufficiently with the issue of what a legitimate purpose is.

4. State Ex Rel. Pillsbury v. Honeywell, Inc. (Minnesota 1971).

· Facts: Honeywell was producing munitions during the Vietnam War, and shareholder wanted to engage in a proxy contest to stop the munitions manufacturing. The shareholder wanted access to information about the shareholders who are entitled to vote.

· Shareholder’s legal argument. Legal argument of shareholder was “that a stockholder who disagrees with management has an absolute right to inspect corporate records for purposes of soliciting proxies.” This seems like it has to be right. See DGCL § 220.

(1) Honeywell’s (and the court’s) response: A “proper purpose” per Delaware law contemplates concern with investment return, not social policy. The shareholder never alleged a problem with investment return, that this munitions manufacturer is hurting profits of the company.

(2) Shareholder’s rejoinder. The shareholder asks where this investment purpose comes from, when you’re only looking at reasons to solicit proxies.

(3) Court’s reply. There’s no reason to read “purpose” so narrowly. If you want to hold a proxy contest for some motive that isn’t consistent with the purpose of the corporation, then you shouldn’t get the chance to use corporate resources by requiring the corporation to look at the records to send out the information for the shareholder.

· Does the court truly believe that communicating with shareholders for a proxy solicitation, even over social issues, is not a valid corporate purpose? More likely the court believed only that absent a concern over investment return, which would likely interest all shareholders, the motive for inspection was publicity, not an actual proxy contest. The court didn’t put it this way because it was looking for a bright line, and this is one. The court says that proxy contests where there is a chance of making the shareholders more money are the kinds of proxy contests that have a chance. When the shareholder doesn’t claim to make the corporation more money, it isn’t really a proxy contest.

· Would the shareholder have done better if he alleged concern over the economic effects on Honeywell of munitions manufacture? Perhaps so, and the court says so. See page 563. But allegation is likely insufficient, as the “power to inspect may be the power to destroy.” Id. Under Pillsbury, the allegation that there will be ultimate economic harm to the company when it is unlikely won’t be enough to overcome the holding. It’s how likely the court believes the allegation of desire to have a proxy contest is a true allegation.

5. Sadler v. NCR Corporation (2d Cir. 1991).

· Facts: AT&T is a hostile bidder for control of NCR, a Maryland corporation doing business in New York. AT&T wages a proxy contest against NCR’s incumbent directors in an attempt to replace the incumbents and remove a poison pill. So AT&T finds some shareholders to work with, and attempts to launch a proxy contest against NCR’s incumbent managers to attempt to get new managers to renounce the poison pill and allow AT&T to purchase the shares. AT&T teams with the Sadlers to request a NOBO list from NCR, so AT&T can solicit proxies directly from beneficiaries. NY law permits an eligible shareholder to inspect shareholder lists.

· NCR’s arguments:

a. NCR says it has no NOBO list to provide, and the statute does not require NCR to generate any list.

(1) The court decides this isn’t so much work to generate.

b. NCR says NY law cannot constitutionally be applied to NCR, a Maryland corporation, because neither the Sadlers nor AT&T could acquire the lists under Maryland law. There is the internal affairs doctrine, which helps explain why so many firms incorporate in Delaware. If you want Delaware law, incorporate there and you get Delaware law with respect to the corporation’s internal affairs. NCR’s argument is that they incorporated in Maryland, and thus chose Maryland laws.

(1) Court’s response. NY does not honor the internal affairs doctrine to the extent they might. They have decided that businesses doing business in NY must comply with NY law when it comes to NOBO lists.

(2) Dormant commerce clause argument. NCR says that NY’s law is unconstitutional. They appeal to the dormant commerce clause, arguing that the constitution requires the internal affairs doctrine or else commerce might be hampered by different requirements depending on where a corporation does business.

(A) AT&T’s (and the court’s) response: The dormant Commerce Clause does not permit inconsistent regulation of a corporation’s internal affairs. For example, if NY required NCR to do something that is prohibited under Maryland law, we would have a dormant Commerce Clause problem. However, Maryland didn’t say that the corporation can’t give away the NOBO list – only that it doesn’t have to. Complying with both states’ laws it once is possible, such that the dormant Commerce Clause isn’t implicated.

C. Shareholder voting control

1. Stroh v. Blackhawk Holding Corp. (Illinois 1971).

· Facts: Promoters had corporation issue Class A “economic” shares to themselves, but many more to the public. Promoters also had corporation issue to themselves class B stock, with no economic value but right to vote.

· Holding: Court decided that under Illinois law the Class B stock right to vote was a “proprietary interest” and was thus valid stock. There is a statute that defined shares of stock in a corporation as shares that represent proprietary interest in corporation. There was some question about whether the Class B stock was valid and therefore whether it really had a right to vote. The court said it has a proprietary interest because the right to vote is a proprietary interest.

· Reason for Class B stock: The corporation issued the Class A stock with economic interest in the company to raise money. However, the promoters wanted to unlink economic interest from voting rights, and thus have more voting power than their economic interest in the corporation represented. They created Class B stock and gave the voting power to themselves.

· Not problematic: As a purchaser, you’ll pay less if you don’t have the right to vote. It is generally legitimate if it is in the charter and not accomplished fraudulently.

· Other ways to separate voting rights from economic interest to attract equity investors:

a. Issuing shares without voting rights. This wasn’t used in Stroh because it was illegal at that time. The court was winking at that law, and basically saying that people could get around it.

b. Holding-company pyramid.  You form a holding company of the operating corporation, and put all the shares of the operating company into the holding company. You put the shares into a holding company and sell to the public 49% of the holding company shares. The game is to come up with 51% of the voting interest with less than 51% of the economic interest. You pyramid it up. You put it into a separate voting company, sell 49% of those. Through this technique, you can sell any percentage of the economic interest in the underlying company and still maintain absolute voting control of the underlying assets. Is this technique more objectionable than class A and class B shares?

2. Ringling Bros.-Barnum & Bailey Combined Shows v. Ringling (Delaware 1947).

· Facts: There are three factions of shareholders, each of which has roughly equal voting power. You have Edith Ringling, Aubrey Haley and John North. First, there is a shareholder agreement between Edith and Aubrey, who agree to vote their shares together. If they disagreed then Loos, an arbitrator, would resolve their dispute and they would abide by his decision.

a. Cumulative voting. If there are seven seats, each share has seven votes and each share is instructed to vote up to seven votes for as many as seven different directors or as few as one. If you’re in a minority, you’ll never get a majority of the seats but you can concentrate all your votes on one or two individual candidates and guarantee that this person will at least be the seventh highest vote-getter. There’s no way for the majority shareholder to spread out her votes and get seven people – the minority shareholders are guaranteed to get at least one person on the board. For the minority shareholders’ person not to get on the board, there would have to be seven other people who had more votes than him. The point of cumulative voting is that it guarantees a minority to get some representation on the board.

b. Ouster of John North. Edith and Aubrey said that John shouldn’t be president of the corporation anymore. They voted their shares to get 5 of the 7 seats on the Ringling Brothers board. These directors replaced John North as president with Edith’s son.

c. Falling out between Edith and Aubrey. Edith and Aubrey had a falling out, and John North reconciled with Aubrey. Aubrey now wants to vote with John, though Aubrey has an agreement to vote with Edith. Loos orders that Edith and Aubrey vote their shares to elect 3 from Edith’s faction and 2 from Aubrey’s, leaving John to vote for 2 directors of his choice. That would give the Aubrey faction a 4-3 majority on the board. Aubrey in fact votes her shares such that the Aubrey-John faction would have 5 seats. Edith sues, demanding that Aubrey’s shares be counted as if they were voted according to Loos’s instructions.

· Holding: Aubrey violated the agreement by not voting in accordance with the arbitrator. The court thus inexplicably discounted all of Aubrey’s votes.

· Result if Aubrey had voted the way she was supposed to. If Aubrey had voted the way she was supposed to, Edith would have 3 seats, Aubrey and John would have 4. Loos ordered the votes such that Aubrey would have won 4-3. Had the contract been performed under its terms, Edith would have 3 seats. Damages would be close to zero. They are probably zero anyway because they’re too speculative.

· Court’s various options:

a. Uphold proxy under corporate law.

b. Provide specific performance under contract law.

c. Provide damages under contract law.

· Actual outcome: The court just discounted Aubrey’s votes. There are no theories of contract law where this would happen.

· Why did Edith sue if this outcome was unforeseeable? Most likely because everyone really, really hated each other. They weren’t acting rationally.

· Voting trusts: If you want to pool people’s votes in the way that Edith and Aubrey intended to, the best way to do it is to form a voting trust and comply with the rules. See, e.g. DGCL §218(a).

· Hands-tying agreements. Although shareholder agreements are generally unobjectionable, these agreements come under closer scrutiny when they tend to bind the discretion of the shareholders as directors.

· Hypothetical. Alaska Tourism Corporation (“AT”) has three shareholders, Maggie with 34%, Bernard with 33%, and Chris with 33%. Bernard and Chris agree to elect one another as directors and use best efforts to have AT hire one another as highly-paid officers. After Chris voluntarily leaves the board and is replaced by Shelley, the new board votes 2 to 1, with Maggie in dissent, to remove Chris as Chief Financial Officer. Chris sues Bernard for breach of contract. What result?

a. Issue: Under Delaware law, the directors have the right to control the corporation unless the certificate says otherwise. The shareholder agreement attempts to tie Bernard’s hands with respect to how he would vote as a director on who to have as an officer. Is it unenforceable?

b. Argument that Chris should win despite McQuade: The difference between McQuade and Clark is that in Clark, everybody affected by the hands-tying was a party to the agreement. Clark says that anyone who agrees to hands-tying should be bound. In McQuade, there would be shareholders who are affected who never agree to it. Sterilization agreements are not objectionable where no outside shareholder is affected.

c. Application. The problem here is that Maggie is a shareholder and did not sign the agreement, so he can’t bring it squarely into Clark v. Dodge.

(1) Lawyer’s argument: While McQuade establishes a general rule disallowing hands-tying agreements, Clark is an exception where everyone affected is a party to the agreement. Maggie could have been the only person who could have been injured by the agreement. Maggie’s vote in favor of Chris might bring this case under Clark.

d. Should a combination of shareholders be permitted to do whatever a single shareholder with the combined shares could do, as recommended by Judge Lehman’s concurrence in McQuade?

(1) Arguably not, as Maggie, for example, might otherwise be able to depend on her power to persuade.

D. Abuse of Control and Duration

1. Closely held corporations.

· Casual meaning: corporation that only has a few shareholders.

· Statutory closed corporation: A corporation is designated as closely held under statutes of state of incorporation. These corporations are required to have only a few shareholders.

· Reasons for closely held corporations. One reason is to limit the amount of formalities required. If you’re a closely held corporation you may not want to go through the formalities of electing directors or holding directors’ meetings. When you qualify as a closely held corporation, you do away with the formalities, including having directors.

· Sterilization agreements. There is a specific provision in Delaware law that prohibits sterilization agreements. If you’re running a small business and want to be able to tie the hands of shareholders, one way to do that is through closely held corporations.

2. Abuse Hypothetical. Abel, Baker and Caleb form GeriCare, a corporation, to run a nursing home. They purchase one-third of the shares each. Initially, each serves as the corporation’s only directors and only employees, C as CEO. As time passes, demand for geriatric care grows, GeriCare prospers and builds new homes on its original site. Eventually, C recommends expansion onto a new site. A and B disagree, have GeriCare fire C, divide his former duties, and split his former salary. Months pass and C, in his sixties, cannot find another job. C has few cash savings despite GeriCare’s success, as for years all of GeriCare’s earnings have been reinvested in the business. C pleads for his job back. A and B refuse to give C his old job, but offer to purchase C’s shares for what C originally paid for them. Insulted, C walks out of the meeting with A and B and hires an attorney to sue them and GeriCare.

· Parties’ arguments.

a. Bases for C’s suit: C can sue to get his job back because he made no decisions that hurt the company.

b. Corporation’s response: A and B obviously didn’t agree it was best for the corporation, so they fired him.

c. C’s reply: He didn’t stand in the way – he was outvoted on the board of directors.

d. Corporation’s response: He didn’t have the right to the job – he was an at-will employee.

e. C’s response: He was a founding member of the board and a founding shareholder. It is akin to a partnership. It was implicit in their arrangement that they had the right of partners to work, just like a general partner has a right to work. Some states, to varying degrees, but not all, recognize such an implicit agreement among shareholders, particularly founding shareholders.

(1) P may lose this claim. If he wanted an employment contract, he should have signed one.

· Another argument for C: The argument is that he should get the value of his shares out of the company. After all, a partner can demand a liquidation of the assets and dissolution of the partnership. If they dissolve partnership, he should take his money with him, with fair value of shares. P says that they have to give it to him or he’ll be robbed of his third of the company.

a. Corporation’s reply: D replies that he still owns those shares – nothing has been stolen from him. If A and B require GeriCare to pay dividends only to them, it would be a breach of duty. He still has 1/3 of the value of the company.

· Breach of fiduciary duty argument: P can argue that they fired him on a pretext. Their motive was to get him to sell the shares for less than they’re worth. It was a breach of fiduciary duty by A and B in their attempt to “freeze out” or “squeeze” out a minority shareholder for less than fair value.

· Factors in “freeze out” or “squeeze out” claim:

a. Liquidity of the shares.

b. Reasonableness of the deprivation. Unreasonable diversion of salary may also give rise to ordinary breach of loyalty claim.

c. Financial condition of the minority shareholder.

· Courts’ receptiveness. Courts will listen to these claims because they aren’t so uncommon. Courts are also aware that people form corporations precisely so that an individual investor can’t just pull his money out whenever he feels like it. Courts look for these indicia.

· Hypo illustrates a duration problem. When Caleb in our hypo came to A and B who said they would only pay a little bit of money, they came face to face with a duration question.

3. Duration hypo. Fox and Wolf are about to start a corporate business venture in which each will become a 50% shareholder. Fox and Wolf sensibly worry about later conflict between them, but do not wish to permit liquidation at the option of a single shareholder. F and W recognize that corporate law, DGCL §226, e.g., provides for appointment of a court-ordered custodian in the case of a deadlock that threatens the business, but neither want an outsider controlling their assets. What alternative can you recommend to F and W?

· Options. You don’t want deadlocks – the company could suffer. Some options:

a. Give one of them more than half. Not an option. If you give a person a little more than half, that changes the relationship between two individuals dramatically.

b. Go into a partnership. You might want to go into a partnership. That’s why people go into businesses as equals and become 50/50 shareholders.

c. Court-ordered custodian. This is important enough a problem that a DGCL section, §226, is exactly on point. Delaware’s solution is to provide for appointment of a court-ordered custodian in the case of a deadlock that threatens the business.

d. Provide in corporate charter that assets will be sold in case of deadlock.

(1) Outside bidders. The problem if you’re selling to outside bidders is that the fact that they’re selling might be a signal that there’s something wrong – the “lemons” problem. People don’t tend to sell unless there is something wrong.

(2) “I’ll Cut, You Choose.” This option solves the cake division problem because it helps ensure that the cake is divided more evenly. The other person will get to choose which portion they want. You’re afraid to make one bigger, because if it’s anything other than even you will get the smaller piece. Thus, applied to this hypo, one person can set the price, and the other decides whether to buy or to sell.

(3) Forced auction. Both can bid for all of the assets – once the price reaches half, nobody will have an incentive to bid more.

(4) Problems with planned buyouts. Even planned buyouts do not solve the deadlock problem when there is no external market for the shares and one or both of the shareholders are illiquid.

(a) Illustration. You are Wolf and you know Fox has almost no cash – all of his money is tied up in the business. The corporation is worth $1 million, and you know that Fox only has $100,000. You could set the price at $101,000. (Lending wouldn’t work because there isn’t an external market for the assets.)

VII. MERGERS, ACQUISITIONS, AND TAKEOVERS

A. Mergers & Acquisitions: Actual and De Facto

1. Quick checklist for mergers and acquisitions.

· Mergers must be approved by a shareholder vote or they won’t go through

a. Exception: Single entity owns controlling interest in the company. That entity will have enough power to make merger happen regardless of how the others vote.

· Appraisal remedy. If it is a merger, shareholder is entitled to an appraisal remedy. If not, you’re stuck with a derivative suit. Thus, the question is whether it is a merger.

a. De facto merger doctrine (Farris) is dead. See Pennsylvania laws (p. 709), Hariton (can avoid de facto merger doctrine if there is another route).

(1) But see p. 710; Iowa and NJ still have de facto merger doctrine.

(2) Effect of death of de facto merger doctrine. Companies can sell their assets off and dissolve the company with the intent of effectuating a merger without triggering the merger protections for the shareholders.

b. Statutory mergers. A statutory merger is a combination accomplished by using a procedure prescribed in the state corporations laws (most of which are essentially the same in this respect). Under a statutory merger the terms of merger are spelled out in a document called a merger agreement, drafted by the parties, which prescribes, among other things, the treatment of the shareholders of each corporation. Considerable flexibility is available. In Farris, it was contemplated that the shareholders of each corporation would wind up owning stock in the surviving corporation. Thus, if the statutory merger procedure had been used, the merger agreement would have specified how many shares would go to the shareholders of each of the two corporations. It would have been natural to use List as the surviving corporation. Upon the filing of the merger agreement with the appropriate state official, Glen Alden would have disappeared and all the property interests, rights, and obligations of Glen Alden would have passed by law (under the statutory merger provision of the corporation law) to List. If the statutory merger procedure had been used, approval by votes of the boards of directors and the shareholders of each of the two corporations would have been required. In addition, shareholders of each corporation who voted against the merger would have been entitled to demand that they be paid in cash the fair value of their shares (determined by agreement or, failing agreement, by a judicial proceeding). This right to be paid off is called the “appraisal right.”

(1) Summary. Statutory mergers are approved by both boards and both sets of shareholders, with dissenting shareholders getting an appraisal remedy.

c. Practical mergers. “Practical” mergers do not use the statutory procedure. One such alternative method would be that List would offer its shares to the shareholders of Glen Alden in return for their Glen Alden shares. By this method, List would seek to acquire enough Glen Alden shares to gain control of Glen Alden (and the offer could be made contingent on that outcome). Since the transaction would be between List and the individual shareholders of Glen Alden, no votes of the Glen Alden directors or shareholders would be required. Neither would there be any appraisal rights. Once it gained sufficient control of Glen Alden (typically, 90 percent), List could use a special procedure called a “short-form merger” to merge Glen Alden into List. List might also acquire Glen Alden shares for cash. And it might use a subsidiary to accomplish the acquisition. The common element would be a sale by the individual Glen Alden shareholders of their shares, for shares of List or for cash.

(1) Assets-acquisition method. Another method of combination or acquisition would have List buy all the assets of Glen Alden for List stock (or for cash). Here List would deal with Glen Alden rather than with its shareholders. One supposed advantage of an assets acquisition is that the acquiring corporation does not succeed to unforeseen liabilities of the acquired corporation as it would under a statutory merger. (Known liabilities will be satisfied by the seller or assumed by the buyer and taken into account in the purchase price.) There is authority, however, for holding an acquiring corporation in an assets acquisition liable for product liabilities of the acquired corporation that did not arise until years after the asset transfer. See, e.g., Knapp. If the assets-acquisition method had been used, Glen Alden would have been left with nothing but shares of List. Ordinarily, it would then have liquidated and distributed these shares to its shareholders. Glen Alden would have ceased to exist. State laws vary on the requirement of a shareholder vote and on the availability of an appraisal right where a combination is accomplished by an asset acquisition.

2. Control. The essence of mergers and acquisitions is control. A company is being run by one set of owners, and there will be a transfer of ownership and significantly, control.

3. Control Transfer Hypo I. Northern Adventure Corp (“NAC”) is a DE company, stock owned 60% by Joel, the other 40% by Maggie. At status quo, NAC is worth $1M. Joel sells his shares for $900K to Maurice, who owns a supplier to NAC and who welcomes “friendlier relations” between the companies.

· Why is Maurice willing to pay $900K for 60% of a company worth $1M? Because he can control the decisions of NAC. He may be up to no good – for example, if he owns the only airline going through these parts, Maurice may decide for NAC that the proper amount to pay for air transport is very large.

a. Maurice may be able to get away with it. Maggie might sue him for breach of fiduciary duty in self-dealing transaction, but he might be able to carry the burden of proof by showing that the price he’s charging is fair. Although the burden of proof would be on Maurice, Maggie would not be thrilled – she might not want to go through the trouble of a lawsuit, and despite the burden of proof in her favor she might not win.

b. What will dividends and shares be worth once Maurice bleeds the company? Zero or close to zero. Maggie’s concern that once Maurice gets control of NAC, Maurice will loot the company.

· Fact pattern #2. Joel owns 60% of NAC stock; Maggie owns the other 40%. At status quo, NAC is worth $1M. Joel sells his shares for $900K to Chris, who has limited capital but has great ideas for NAC. He doesn’t own an airline, he just thinks that he has great ideas for NAC. Maybe he thinks he can increase the value of the company to $2 million – Joel bargained for some of that value but not all of it; they split it.

· Lawsuit. After Maurice or Chris takes control, Maggie sues Joel, demanding 40% of the “control premium” Joel received (perhaps along with alternative forms of relief). Has Maggie been injured by Joel’s sale?

a. Chris. Not by sale to Chris, because he’ll increase the value of the company. If Chris does what he intends to do, her value goes from $400K to $800K. Joel only went from $600K to $900K, a 50% increase – Maggie thus did better than Joel.

(1) Chris’s behavior. If he could, Chris should buy more than 60% of the shares – he should buy all of the shares if he’s going to double the value of the company. Joel has shares worth $600K that he’s willing to sell for a 50% premium. That’s good, but not as good as buying 100% of the shares, paying a premium on those, and turning them into something worth double. But Chris has limited capital. This explains why Chris is not interested in buying all of the shares.

(2) Contrast to looter’s behavior. A looter just barely wants control, because he can then loot from the other person in the company. Someone who isn’t going to loot it wants to buy as much of the shares as possible.

b. Problem in suit. The problem is that we don’t know if Maggie has she been injured by Joel’s sale because we don’t know whether the purchaser is Maurice or Chris.

c. Court’s decision. Typically, a court will allow Joel to keep his entire premium “absent looting of corporate assets, conversion of a corporate opportunity fraud, or other acts of bad faith.” See Zetlin, page 680. Unless there’s evidence that he sold to a looter, they’ll let the transaction stand.

· Planning. Maggie could protect herself in advance from Maurice while Joel is permitted to keep his full benefit from a sale to Chris if she insists on an option to “put” her shares to Joel on the terms that Joel sells to an acquirer. This suggests that sale to a looter is observable to the parties, but not verifiable to a court.

a. Joel’s agreement. Joel would agree if he’s honest. Maggie has to decide at time of sale, so if she discovers later that the buyer is a looter then she might be out of luck. The view put forward is based on the assumption that it is observable whether someone is a looter. In real life, the parties might know pretty well whether the person is a looter.

b. If sale to Chris goes through: Maggie will put the shares because she knows they will decrease in value. Joel would thus get looted, and so he won’t go through with the transaction. The put option prevents Joel from selling to a looter where the existence of a looter is observable.

· Problem when they both want to benefit from rising shares.

a. They could make Chris an employee with a very nice benefits package and the power to manage the company. However, Chris may not agree to the terms.

b. They could have the company sell brand new shares to Chris, while Maggie and Joel keep their old shares.

c. Put and call option. Just as we want to protect Maggie from Joel selling to a looter by allowing her to put her shares to Joel in the case of a sale to a looter, Joel should be able to benefit from a sale to an enhancer by allowing her to call – a put and a call option.

4. Control Transfer Hypo II. Imagine that NAC has grown into a publicly traded Delaware corporation with 100K issued shares trading at $100 each. Minnifield Inc. (“MI”) is a smaller Delaware company also with 100k shares issued but worth only $10 each. Per DGCL §251, the boards of both companies adopt a resolution approving the merger terms including: (a) NAC will be the surviving corporation (with all assets and liabilities of each, per DGCL §259); (b) MI shares will be canceled, replaced with one new, but previously authorized, NAC share for every 10 MI shares. According to this deal, 10,000 of them will be issued, distributed to the former MI shareholders. (According to the price of the shares most recently sold – whether that is real value is another issue. What happens to owners of MI shares if the deal goes through is their shares will cease to exist, but they’ll have one share for every ten NAC.)

· As a general rule, see DGCL §251(c), mergers must be approved by a majority vote of shareholders entitled to vote (unless the requirement is increased per §102(b)(4)). You start out assuming that both companies’ shareholders get to vote on a merger.

· No vote is required of the NAC shareholders, however, because, per §251(f):

a. The NAC shares are retained unaltered;

b. No amendment to NAC charter; and

c. No more than 20% of new NAC shares are to be issued.

d. Synopsis. The notion is that if these requirements are met, the merger is not such a major event in the life of the company. Just as shareholders don’t get to vote if the company purchases assets necessarily, they don’t get to vote necessarily if there is a merger – another company merges, it’s small, don’t have to alter rights. It’s not a big enough deal to go through the trouble of a vote.

(1) Appraisal remedy. The NAC shareholders also, not surprisingly, have no appraisal remedy because, under §251(f), the presumably small impact of the merger gave them no right to vote. See §262(b)(1). The right to an appraisal exists in some cases, but not this one.

(2) No-vote short-form merger. Contrast appraisal remedy afforded “in all events” for no-vote short-form merger (90%) under §253. See §262(b)(3). For obvious reasons, even though there’s no vote, shareholders in minority 10% get an appraisal remedy. When there’s no right to vote because the vote would be futile, that is where you most need an appraisal remedy and you get one. The MI voters, by contrast, do have a right to vote under §251(c), as no exception apparently applies.

· Treatment of publicly traded shares. Imagine MI shares are publicly traded/held (§261 – definition of publicly-held is being traded on national exchange or being held by more than 2,000 shareholders). As an exception, §261(b), the right of appraisal disappears. If you are holding a publicly traded firm, presumably lots of information exists about that firm, so it’s less likely you will be cheated in the merger.

· Why shareholders in publicly traded companies don’t get appraisal remedies: As an initial rationale, there is a lot of available information about publicly traded companies. If you’re involved in a merger and have a right to vote, when that vote takes place the minority shouldn’t feel too aggrieved that they have to be bound by the majority even if they disagree. If the price weren’t fair, you’d think the majority would vote against it. If the majority votes for it but you oppose it, the world won’t end if you don’t have a right to disagree. If it’s not publicly traded, your opinion about its value likely has more merit. The fact that a majority favors the merger doesn’t necessarily mean anything because it’s more likely that they’re misinformed.

a. This doesn’t tell you the whole story. There is also an issue as to what you’re receiving in the merger. What you’re receiving in the merger might be shares of the surviving company, cash, or some other property. Just because there is a lot of information about the firm being merged out of existence does not mean there is a lot of information about the property the shareholders are getting. If the explanation for why the appraisal right is lost to holders of publicly held firms is correct, we expect that right to be lost only if cash or shares of another publicly held firm is received.

b. Second rationale. If you hold publicly traded shares, and you don’t like terms of a merger, you can just sell them. The market escape is not available to holders of shares that are not publicly traded.

(1) Criticism of the rationale. If you’re the shareholder of a publicly traded share, the terms of the merger to be voted on will give you shares that everyone agrees on the value of. If you’re going to get $100 per share for your stock but you think your company is worth $300 per share, you want to be able to go to court and say that my idiot co-shareholders thought $100 is a good price but it’s not. Although the so-called market exception is founded on the idea that publicly-held shareholders can hold out, it’s questionable that this is a good justification.

· Litigation over merger terms: There are two things you can complain about with respect to merger terms. They can either reflect too little value with respect to what you gave up or too little value for property you’re going to receive. If you receive it in cash, half of your complaint disappears. The accepted explanation isn’t very plausible. The explanation is that if you receive NAC, you can still vote and control those assets but if you get cash, any future profits or appreciation of the firm no longer belongs to you and therefore you’re entitled to appraisal rights. Even if you take that explanation on its face, you still have to wonder why you don’t get your appraisal right if you get shares in another publicly held company.

· Rule: If the merger is approved, the MI voters who have not voted for the merger have an appraisal remedy per §262(b)(1), (2) if (to paraphrase):

a. MI shares are not publicly held; or

b. What they receive in the merger is something other than shares of the surviving company, shares of another publicly held firm, and/or cash in lieu of shares.

· Restructuring the deal to avoid litigation: The boards of the two companies would like to eliminate the number of shareholders who could get an appraisal remedy.

a. Option: Run a tender offer – try to purchase the MI shares from the MI shareholders, even those who might hire a lawyer and go after an appraisal remedy if given the chance. Don’t give them the chance; offer them the deal so they believe there will be no exchange unless they accept it. It’s plausible to believe that you can get shareholders to agree to a tender offer out of fear that if they don’t they’ll be left with shares worth less than they were offered. If you can do that and get a lot of shareholders to tender shares, then you can merge the companies, and you won’t care about the 5% left over who may still try to ask for an appraisal remedy. Even if they win the appraisal remedy, there are too few to be a big cash drain on the company. Conditioning a takeover on receiving a certain number of shares of the target corporation might get shareholders to tender their shares.

b. Another option: You can have NAC purchase all MI assets for new NAC shares, followed by an MI dissolution and liquidation. MI shareholders would get to vote on the sale, see DGCL §271, and dissolution, see §275, but §262 does not explicitly grant appraisal to such votes. But in §262 there’s no right of appraisal. If your problem is not getting a majority of the shareholders to go along, but that the ones that don’t go along will tie you up in court, one way to get around the appraisal is to do a de facto merger.

(1) Arguing that omission of DGCL §262 is an oversight: Sale of assets and dissolution here the equivalent of a merger and should be given the same treatment. See Farris. But see Hariton – combination of assets and liabilities in “de facto” merger are not automatic as under §259 for a true merger. One can imagine a practical difference between a true merger and a de facto merger, and that difference might give the court leeway to say it’s not exactly the same transaction. This said, it is not clear why the legislature would not grant appraisal rights in a de facto merger as in a true merger, even if the transactions are not identical in every respect.

5. Merger Rules Hypo II. NAC issues non-voting preferred shares for $100 per share, each share promising the holder 5% dividend per year along with a liquidation preference of $100, to be paid on redemption. Over time, inflation and NAC’s hard times reduce the value of the preferred shares to about $40. After proper votes by common shareholders NAC merges with Acquisition Corp. (“AC”), the terms of the merger providing that AC will survive and that the NAC preferred stock will be cashed out at $40 per share.

· The NAC preferred shareholders want $100 per share. What is their argument?

a. The merger was a “de facto nonmerger” and was really a redemption of their shares, requiring the $100 payment.

· What did the court in Rauch conclude about similar facts?

a. Citing Hariton, a merger is a merger, governed by DGCL §251, and a redemption is a redemption, governed by §§151 and 160, and one is not the other.

(1) Although the preferred shareholders have a right to an appraisal, that won’t satisfy them because $40 is all they’re going to get – they were complaining about having them ripped out of their hands in a way that they get less than the $100 a share.

· How might the preferred shareholders have made use of DGCL §242(b), which prohibits, absent vote of affected shares, any amendment to the charter that “alter[s] or change[s] the powers, preferences or special rights of the shares?”

a. See Rauch footnote 3 (page 739). The preferred shareholders argued that D had a right to the merger, but they had a right to vote on changing the articles of incorporation. §251(a) said terms of merger are to be deemed amendments in articles of incorporation to the extent that they change the articles of incorporation. Shareholders have a right to vote on any amendments to the articles of incorporation that adversely affects their interest.

(1) Court’s reply. The court replies that the merger didn’t adversely affect the shareholder’s interests, preferences or rights because they can’t force the company to pay $100.

· What is the connection, for the preferred shareholders, between §242(b)(2) and §251(e)?

a. The former prohibits amendment that alters rights without a vote.

b. The latter says a merger that alters rights is an amendment to the charter.

· What does the Rauch court say in response apparently to this argument?

a. No rights are altered because “the holders of Preferred Stock never had any right to initiate a redemption.” Page 740.

· What might be the response of the preferred shareholders?

a. Huh? The liquidation preference entitled the preferred shareholders to a preference up to $100 over the common shareholders in an eventual liquidation.

b. That preference may not be worth more than $40 but it is a right that is now gone.

B. Freeze-Out Mergers

1. 
Generally. Freeze-out mergers are mergers, but they are also arguably self-dealing transactions. They merge the subsidiary out of existence into the parent. If the parent is pulling all strings of subsidiary, the parent has an incentive to pay too low a price for the shares of the subsidiary. What happens is that there are allegations in freeze-out mergers by the minority shareholders if parent is not dealing fairly with subsidiary.

2. Weinberger v. UOP (Delaware 1983).

· Facts: Signal merged its partially owned subsidiary, UOP, into itself. The UOP board was neither truly independent nor fully informed, and the UOP minority shareholders were not fully informed, so the fairness burden was on Signal.

· Case does not make sense.

· Best understanding of the case. If you have a parent/subsidiary merger where the parent is a dominant shareholder, the proper legal standard is entire fairness. When you have a dominant shareholder in a parent/subsidiary merger, the parent will never get the benefit of the business judgment presumption. The parent can’t hide and say it wasn’t reckless. But, in this case, the entire fairness burden doesn’t shift to P – it stays with D.

· Court goes awry. According to the court, fairness includes both fair dealing and fair price.

a. Problem. It’s not clear what the absence of fair dealing does, save denial of burden shift to P by independent director or minority shareholder vote. Say A is negotiating for purchase of B’s 1984 Dodge. A does not deal fairly – he is rude, he cheats, spits and pays B $600,000. B can’t sue him. Absence of fair dealing leaves burden on D to show fairness. All the talk about independent fairness component is redundant. Damages are dependent on the price.

· Fair price:

a. Delaware “block method.” Delaware “block method” was rejected for modern financial valuation, including “all relevant factors.” Page 721. Delaware block method was weighed valuation of company that included factors that had nothing to do with actual value.

b. Appraisal remedy. On the appraisal remedy, court excludes only “speculative elements” of value that may arise from “the accomplishment or expectation of merger.” This is not an appraisal case though. It is suit for breach of fiduciary duty. The court saying that appraisal is trying to get to the right price – that is what the minority shareholders are entitled to it. §262 is the way to get to where we are going to use it. All this other discussion about the board being dominated and others being ill informed must mean there is something else going on beyond appraisal, but court focuses on it.

(1) Court’s bizarre move. The court seems to have taken a huge step here, as the actual appraisal provision, DGCL §262(h), excludes “any element of value arising from the accomplishment or expectation of the merger” (emphasis added), not just “speculative” elements. The Delaware Supreme Court thus makes a bizarre move. If the court wanted to say that because this is a self-dealing transaction that is corrupt because of the lack of independence and the lack of full information, we want to give the minority shareholders the benefits of the synergy between the assets, then it could have said that. Why drag §262(h) into it?

(2) Choice of remedy. The court goes on: “While a P’s ordinary remedy ordinarily should be confined to the more liberalized appraisal proceeding[,] particularly where … gross and palpable overreaching [and the like] are involved … , the Chancellor [may] fashion any form … of relief … , including rescissory damages.” Page 722. Rescissory damages are the damages calculated by what your total wealth would be if the transaction had never taken place.

· Rescissory damages. Rescissory damages will benefit a P where the assets essentially sold in the freeze-out merger (or, presumably, in any self-dealing transaction) have increased in value since the transaction. If there is no change in the interim, court may award what it calls rescissory damages up above what appraisal remedy would be as a punishment – but it’s hard to see what the difference would be between rescissory and appraisal if the lawsuit comes quickly after transaction and there is no real change in price.

· Summary.They go through all this showing that they weren’t fully informed and they convince the court. The court gives them an appraisal remedy, which they already had. It’s not clear what rescissory damages would get them, and the court says that even in these cases appraisal should be the remedy.

· Business purpose test. Finally, the court dispenses with the “business purpose test” for a freeze-out merger, given the other shareholder protections.

· Hypo. Imagine that Signal had done everything right – created a truly independent and fully informed board to negotiate the merger price, fully informed the shareholders who were going to get to vote, and the board and shareholders by majority approved the transaction. Even at that, all that will happen to the P’s is that they will bear the burden of showing entire fairness. However, rescissory damages are off the table. The court says that in Delaware no allegation of lack of business purpose will be heard.

· What, if anything would change if UOP shareholders were to receive Signal shares rather than cash in the merger? Presumably, a court could, under Weinberger, grant an appraisal remedy even where none would otherwise be available. The burden within the appraisal would rest on the parent unless the process were fair.

· What might Signal have done differently to avoid its appraisal problem? Conducted a tender offer for the minority interest at $21 per share, then merged out the few shares who didn’t sell, as any appraisal result then would be insignificant if enough of the minority tendered initially.

· What might be a consequence on the market for corporate control of excluding only the “speculative” value of a merger?

a. A disincentive to paying a premium for the controlling interest only in the hopes of merging out the minority later at a lower price. You might say that combined with the assets of my company, I can make the shares worth $60 a share – I’ll offer a small premium to get control, purchase 50% or more at $22 per share. I’ll show the guys who try to hold out by not selling – I’ll give them $22 a share and they should be happy because they were only worth $20 before. It would have been a nice strategy and §262(h) seems to support it. Weinberger takes it away.

3. Coggins v. New England Patriots Football Club, Inc. (Massachusetts 1986).

· Facts: Sullivan uses a freeze-out merger to eliminate public shareholders so that he can directly pledge corporate assets (and not merely his shares) for a personal loan. Sullivan wants to get rid of the minority by merging them out of existence. P, a lifelong Patriots fan, objects that the merger had no corporate purpose.

· Holding: Court agrees that in Massachusetts (unlike stated Delaware law) a merger must have a corporate purpose, and orders rescissory damages.

a. Would this case have come out differently in Delaware? On its face, Weinberger states that Delaware has no corporate purpose rule. Perhaps the case would have come out differently in Delaware, given the statement in Weinberger. But if P convinced a Delaware court that Sullivan’s purpose was to pledge corporate assets for personal use, the court might well have concluded that this was “palpable overreaching,” and ordered the Coggins remedy.

· Proof of fairness on part of the parent. Proof of fairness on the part of the parent, at least if parent controls board of directors of subsidiary, is very heavy. Parent would have to show fairness, just as a self-dealing director would have to show fairness.

a. Cleansing the transaction. To try to cleanse the transaction, parents put in an independent board of directors, negotiate price of merger and give the minority shareholders a vote. The hope is that the board and independent minority shareholders will approve the transaction – thus, if a disgruntled minority shareholder sues, the burden will not lie on the corporation. This tactic can work – see Wheelabrator. If you get a majority vote of the minority shareholders after they’ve been fully informed, you can shift the burden to the minority shareholders to show that the transaction was unfair. Often in disputes, burden matters greatly.

b. Hard to get cleansing in Delaware. Weinberger shows that in Delaware it isn’t so easy to get cleansing. Courts that are unhappy about these minority shareholders will often find that the so-called independent board isn’t really independent or fully informed, or that the shareholders aren’t fully informed. Weinberger did something peculiar in talking about two elements of fairness – fairness of process and fairness of price. It seems that if process isn’t fair, burden is on parent. If process if fair, burden is on P. But it isn’t clear how the faulty process itself is actionable, because the shareholders are ultimately complaining that they did not get a fair price.

(1) Way to conceptualize this problem. Don’t imagine two separate concepts of fairness, but imagine that these are suits about price but that fairness affects burden.

· Effect of parent who does everything absolutely right. Imagine a parent did everything absolutely right – formed the most independent board of directors for the subsidiary that one could imagine, fully informs the board, and puts the transaction to a vote of minority shareholders and fully informs them. A P shareholder’s suit is likely doomed – if all he alleges is that the price is not fair, the case is going to be dismissed. Despite the statement in Weinberger and Wheelabrator, it isn’t quite true that the best the parent can do is shift the burden to the P. If the parent runs a process that is beyond reproach, the vote of minority shareholders will serve to ratify the transaction and get them out of the suit.

a. Complaints always allege procedural unfairness. Thus, complaints in these freeze-out transactions always allege some procedural unfairness. In order to win you must allege some fault in the process. Given that P’s allege some procedural unfairness, courts have an option to say that they agree so the burden doesn’t shift, or they might say that the process was fair but it wasn’t completely free of fault so they go on to the question of price. There are all sorts of gradations between ratification on the one hand and full burden on the other. You have an analytic mess where the court can do what it wants by looking at the fairness and the price and determining what it wants the result to be.

(1) Litigating point. While you can argue form Weinberger that the most the parent can do is shift the burden to the P, you’re likely to get kicked out of court. Thus, you should allege that the process was not fair – that’s always easy to do by saying that a little more disclosure would have been full disclosure.

b. Combination of process and price unclear. The courts won’t get pinned down on how you combine and analyze the two, whether an allegation of one is sufficient or whether there has to be an allegation of both.

· Calculating price. In calculating price, the court will generally apply the appraisal remedy of §262, even if the suit is on its face about breach of fiduciary duty. The court does this because once it’s down to determining a fair price §262 is a good vehicle because it tells you what the price should be.

a. Weinberger’s spin. Weinberger says that considering they have implemented all this protection of P’s, that’s all the protection they get. The P’s can’t walk into court and say the process and price were fair but they want rescissory damages anyway because the parent had no purpose in merging the subsidiary to the parent. Weinberger draws the line there if the parent can get rid of all these other obstacles – they don’t have to say there is a reason for merger.

b. Coggins. In Massachusetts, Coggins puts forth a different rule. If the P can say there was no purpose for the merger, rescissory damages are proper even if P cannot allege that process or price was unfair. As a practical matter, there may be no difference between Massachusetts and Delaware because the very same arguments that were used in Massachusetts to say that there was no good business purpose can be used in Delaware to argue that there was palpable overreaching by the parent.

4. Rabkin v. Philip A. Hunt Chemical Corporation (Delaware 1985).

· Facts. Olin bought a controlling interest in Hunt for $25 per share, and promised to purchase the remainder for the same price if within a year. Shortly after the year expired, after negotiations between Olin and Hunt’s independent directors, the minority is merged out at $20 per share. The minority claims that Olin timed the merger illegitimately, and the court held that such allegation is, in essence, a breach of a duty owed the minority specifically to pay $25 per share under the circumstances.

· Holding: The court repeats its statement in Weinberger that allegations of breach of fiduciary duty can provide the P with more than an appraisal, which here would not include the value of the now lapsed commitment to pay $25 within a year.

a. This case does not really stand for the proposition that a claim can be based on an allegation other than fair price, as this claim is at base an allegation of unfair price, just not an unfair price given the lapse of the one-year commitment. Rabkin is often cited for the notion that you can just claim unfair process, not unfair price, but they won’t do that even in Delaware. To the extent that Rabkin is confused for that proposition, it is because there’s a subtle distinction in the case between fair price under an appraisal remedy given the lapse of the one year commitment, and the price overall given that the one year commitment shouldn’t have been allowed to expire.

· Remand. On remand the court, not surprisingly, held for the D’s, which seems sensible as a one-year commitment is a commitment for one year, not for more than one year. The idea that they sneakily waited until the year was out and then pounced is completely unrealistic.
· Contracts. The common law says that if you don’t even have enough terms in the contract to establish how someone who the contract was breached against was injured, there is no contract. In Rabkin, it’s true that you have the potential for a lawsuit, but the damages are nothing. Rabkin wasn’t about a demand for rescissory damages. If it were, we could apply the same analysis as in Coggins. For you to pursue your suit, you have to claim to have been injured. In Rabkin, it wasn’t about rescissory damages being higher than those that would have been awarded at the time of the transaction. Instead, you’re saying the price was fair once you concede that the one-year commitment had expired – however, P is saying it wasn’t fair because the period shouldn’t have expired.

C. Takeovers: Introduction

1. Tender offers.

· Parent/subsidiary relationship.

a. Appraisal remedies are often bad for the parent in a parent/subsidiary merger because they are too expensive.

b. Tender offers. One possible alternative for a parent is running a tender offer – trying to buy the shares of the minority, convincing the minority that their only way of getting some premium over the current price is to sell their shares. Parents want to run a tender offer instead of a merger, or before a merger to reduce the holdouts.

· Outside parent/subsidiary relationship. There is a broader context in which takeovers occur, one in which there isn’t a parent to begin with, as in Rabkin. Instead you have an outsider (individual or corporation) who wants to remove or change control of a corporation. In the most typical case, you have a target corporation that is being poorly managed. The acquirer might think there’s a better way to manage the company. Ideally the acquirer would have enough capital to buy all the shares, kick out the old management, and put in new management. The acquirer might make a tender offer for all the shares and condition the offer on getting a certain percentage. The acquirer could try to purchase a majority then merge out the minority with a freeze-out merger.

2. Cheff v. Mathes (Delaware 1964).

· Facts.

a. Facts according to Cheff. Holland sold furnaces directly. Maremont has a reputation for taking companies over and changing them, and it caused unrest. Cheff started taking defensive measures – Holland itself starting buying up shares from shareholders because Maremont would take over the company and remove the personal touch that was part of the Holland technique. The complaint is that the D’s bought the shares just to keep this board of directors in place. First, Holland bought shares from the public to prevent control. Then, they bought up Maremont’s shares.

b. Facts according to P shareholder. Maremont bought up Holland’s shares in an attempt to take over the company, liquidate it, thus maximizing the value of the company, which is currently poorly (and fraudulently) run. Not only were orporate assets used to drive Maremont away, but also Maremont would have benefited the company – thus, the shareholders got hurt twice.

· Standard: Given the inherent conflict of interest in defensive tactics (represented by the conflicting characterizations) the court put the burden on the interested directors. But he burden was only to show “good faith and reasonable investigation.” Page 749. It is not a self-dealing burden of entire fairness because the conflicts of interest are more subtle. The burden is shifted, but only a little bit.

a. Thus, the directors now have to show that they were not motivated by protecting their jobs – they in good faith thought their actions were the best thing for the company.

b. The defendants have to show that they acted in good faith after fair investigation.

· Holding: “[W]e are of the opinion … that the board of directors … believed, with justification, that there was a reasonable threat to the continued existence of Holland, or at least existence in its present form, by the plan of Maremont to continue building up his stock holdings.” Page 751.

a. P’s response. First, P would have said that the directors were just out to protect their own jobs. Second, the P response would have argued that it isn’t the board’s job to protect “the continued existence of Holland” but rather to maximize shareholder value, here by liquidating the company.

b. D’s response. D would have replied that liquidation isn’t the highest value. But even if it’s reasonable for shareholders to believe that it was more valuable liquidated, D’s second response would be that a corporation is not just a means of making money for shareholders. It is a company with employees and there are social externalities for liquidating the company. Even if company is more valuable to shareholders liquidated, it is more valuable to the employees and community this way.

c. P’s response. A response may be that protecting these employees now doesn’t take into account the benefit to another company by being able to sell these assets.

d. D’s response. A bird in the hands is worth two in the bush – we know what we have now, and any benefit to other companies is speculative.

e. This law is not settled in most states.

3. Unocal Corporation v. Mesa Petroleum Co. (Delaware 1985).

· Facts: Mesa initiated a two-tier front-loaded cash tender offer. Unocal wanted to resist this takeover, thinking it was unfair to the minority shareholders. Unocal responded with a discriminatory self-tender for 49% of Unocal for $72 in cash per share.

· Two-tiered tender offer is coercive. 

a. Coercion is especially apparent when there is a large number of shares, such that whether an individual shareholder tenders cannot possibly affect the outcome.

b. Prisoner’s dilemma. If whether or not you tender cannot possibly affect the outcome, you will definitely tender because you cannot possibly do worse by tendering and you can do worse by not tendering. If you tender, you’ll either get $72 if the deal does not go through or $54 if it does. If you don’t tender, you’ll get either $72 if the deal does not go through or the junk bonds (worth perhaps $20) if it does. There is an incentive for them to tender even if it’s not in their best interest.

(1) Weakly dominant strategy: When there is a tie (i.e. under some circumstances you will do just as well by tendering as not tendering).

(2) Dominant strategy: If you are always better off tendering, it is called a dominant strategy.

c. Appraisal remedies. An appraisal remedy makes the coercive effect of the two-tier tender offer not work unless the shareholders didn’t think they would get $54 on appraisal. §262(h) says that they shouldn’t get the benefits of the merger, and Mesa may have been depending on §262(h).

· Mesa’s reply: The company is worth $54. They’re in it to make a little money, that’s why they’re willing to pay $54 on the front end and something less on the back end. The bonds on the back end might actually worth $50. Mesa will make $4 a share, which is not unreasonable compensation for giving these shareholders more than they had before. If I don’t do something like this two-tiered tender, everyone loses, because everyone will now want to hold their shares. The two-tiered tender offer is a response to greed on the part of the shareholders who will hold out and thus injure their fellow shareholders.

· Analysis of the competing stories. They’re actually the same story. They both admit that there is a coercive tender offer; Mesa says the coercion is designed to let people take what is actually a good deal, while Unocal says the coercion is designed to get people to give away the value of the company out of fear.

· Mesa’s argument that coercion is necessary to overcome free-riding by shareholders: Mesa says they can never squeeze shareholders out at the back end due to the appraisal remedy. Assuming there is an appraisal remedy, the shareholders have a floor on what they’ll be left with.

· D’s scorched earth policy. The purpose of the tender offer by the board is to empty coffers of the company to prevent themselves from getting kicked off the board – a scorched earth policy.

· Business judgment rules: The court says they will require the directors to show they acted reasonably and in good faith, and that the reaction was proportional to the threat posed by the coercive tender offer. If the directors show that, they get the benefit of the business judgment rule.

a. Application. The court ultimately holds that there will be a mild burden on directors to show they acted in good faith – they show that they did, and thus they won.

· Discriminatory self-tender as finally implemented: The directors finally decided to say they’d purchase 49% only if Mesa got control, but would purchase a quarter whether or not they got control. They even tendered their own shares to “show confidence” in the merger.

a. Scaring Mesa away vs. punishing Mesa. Unocal may try to scare away Mesa to prevent this offer. Unocal may say that for anyone who’s not Mesa, they will pay $70 for the shares. If the company was worth less than $70, nobody would tender to Mesa. Unocal can make it conditional on Mesa getting 51% – as a result, nobody tenders to Mesa and Mesa goes away. The idea is to scare the shareholders away from Mesa. There would never be a payment by Unocal under that scheme. But Unocal said in the real case that they would take some shareholders at $72 each even if Mesa didn’t get control. The effect was, assuming the $72 price was high, some shareholders who got the $72 benefited at Mesa’s expense.

b. Problem with this as actually implemented: Your claim is that the corporation took money out of the corporation and gave it to everyone else but me. Even if you thought I would do terrible things to the company, the most you should be able to do is stop me from taking over the company. Mesa wants to say that its 13% of shares are now worth less. (See p. 763.)

c. Court’s reply. The court replies that the exclusion was valid, and it doesn’t rise to qualifying interest. This is circular logic. Even if you accept the court’s opinion that the defensive tactic was valid, this was a defensive tactic plus.

D. Firms for Sale

1. Revlon, Inc. v. MacAndrews & Forbes Holdings, Inc. (Delaware 1985).

· Facts: Pantry Pride (Perelman) wants to acquire Revlon for about $45 per share.

a. Leveraged buyout. In a leveraged buyout, such as the one that Perelman wanted to run, buyer will borrow the purchase price from the bank in something called a bridge loan. They received a promise from Perelman saying that he’ll pay you back the money immediately. The only way this was profitable for him, he thought, was to have the company pay back the loan, leaving him or his company as the only shareholder by having the company issue new debt to bondholders – so-called junk bond financing.

b. Revlon’s defensive tactics:

(1) The issuance of Note Purchase “Rights” (redeemable by the board) that permitted any shareholder but an acquirer of 20% or more to exchange one share for a $65 note if anyone acquired 20% or more for something other than $65 cash per share. This rights plan, unlike the $72 offer in Unocal, is unabashedly a defensive tactic.

(2) Self-tender for 10 million shares, each in exchange for a “Note” of $47.50 and a $10 share of Preferred Stock. If you eliminate the available shares outside the block, it makes it harder for Pantry Pride to take control. Assuming that Revlon’s controlling block owns 30% and Pantry Pride owns essentially nothing when it starts, you want the 30% to be a bigger lead than it would otherwise be. The Notes contained covenants against future debt unless approved by Revlon’s independent directors. This is maybe a more important defensive tactic. Since acquirer’s plan is to have the company issue new debt to pay off the bridge loan, the bank isn’t going to trust a new equity offering.

c. Effect of early defensive tactics: Pantry Pride raised its bid to above $50 but did not go away. The Revlon board is looking pretty good now in saying the $45 offer was too low.

d. Revlon’s next move: It agreed to facilitate a buyout by Fortsmann for $53 per share. Fortsmann would assume Revlon’s $475 million debt from the Notes issuance. This raises the possibility, though the court doesn’t say it, that Fortsmann might throw in some extra money to support those notes in addition to the automatic liability on the notes that happens after a merger. Revlon’s independent directors would remove the debt covenants for this (or a better) offer. Fortsmann would break up Revlon, which becomes important in the reasoning of the court.

e. Closing the deal. The value of the Notes began to fall and noteholders threatened litigation. Pantry Pride raised its offer to $56.25 subject to nullification of the Rights, removal of the Note covenants, and seats on Revlon’s board. Revlon responded by fortifying the deal with Fortsmann for $57.25 per share using:

(1) A “crown jewel” option for Vision Care and National Health Laboratories, an option worth between $100M and $175M. (A crown jewel says that in exchange for the bidder’s firm commitment, the company agrees to sell the crown jewel to the bidder under market value – not necessarily a depletion of corporate assets, because bidder establishes a firm offer to pay $57.25 – crown jewel does not hurt company, but means that the price will be accepted. Crown jewel makes it impossible for higher price bid because the original bidder had a K to buy it for the original price.)

(2) A $25M breakup fee. Formal way of doing the same thing – if the merger does not happen between Revlon and Fortsmann, Revlon is obliged to pay $25M to Fortsmann.

(3) A no-shop agreement.

f. Result of defensive tactics: They leave the shareholders with very few options. As a result, shareholders will sell to Fortsmann and approve merger because all their other options were eliminated.

· Revlon’s defense of this deal: First, higher price. Fortsmann offered $1 more per share. Second, protection of Note holders. Third, Fortsmann’s financing was in place. Fourth, Fortsmann demanded an immediate answer.

· The suit: Pantry Pride sued to enjoin all the defensive tactics. It also raised its offer to $58 per share, contingent on rejection of those tactics.

· Standard of review of defensive tactics:

(1) The board must show that it “had reasonable grounds for believing there was a danger to corporate policy and effectiveness, a burden satisfied by a showing of good faith and reasonable investigation.” Page 771.

(2) Response must be “reasonable in relation to the threat posed.” Id.

· Ways the court supported Revlon:

a. The Rights were in good faith, and a reasonable response to Pantry Pride’s initial low bid, and became moot as the price rose.

b. The exchange offer too was a good faith reasonable response to a low offer.

· Reason that Pantry Pride won. There was a bidding war going on. Why did they stop the auction? Because of a dollar? This is the no-win situation. As we know, there’s a higher standard in a takeover case because of this omnipresent specter of self-interest.

a. “The Revlon board’s authorization permitting management to negotiate a merger or buyout with a third party was a recognition that the company was for sale. The duty of the board had thus changed from the preservation of Revlon as a corporate entity to the maximization of the company’s value at a sale … .” Page 773.

b. Pantry Pride won because the directors did something that was almost inexplicable.

· Taking into account non-economic values. One way to read what the court is saying is that in some situations the directors might be interested in preserving the corporation, just as Cheff was interested in preserving his corporation. There may be some values beyond maximizing return to the shareholders – i.e. the social value of jobs in the neighborhood.

a. Court actually says that you cannot take non-shareholder constituents into account over shareholders. They say, these constituencies can be taken into account only to the extent that a case can be made that it benefits the shareholders, but usually not at all. Thus, Revlon stands for the proposition that board of directors cannot favor non-shareholder constituents over shareholders.

b. Noteholders not a legitimate constituency for directors to protect.

· Reason court said directors may not favor non-shareholder constituents at the expense of shareholders: The Revlon board said that the Fortsmann deal was better because it would protect the noteholders. The Revlon board says that isn’t a defense. Because noteholders were the other constituencies in question, this case doesn’t mean they can never take into account employees or communities, but it isn’t a good sign for those who hope the Delaware court will allow protection of other constituents.

a. Board does not know true value better than market in this situation. Normally, the board could protect its corporate activity. The court says this couldn’t be what the directors had in mind because they were selling the company to someone who was going to break it up. At that point it becomes absurd to think they could sell it at $57 when they’d get an offer at $58. It became clear from early on in the process that Revlon was going to be broken up and sold for cash. There is no reason, then, that the directors of Revlon should have preferred one bidder over another, and they certainly shouldn’t have stopped the bidding process while the price was escalating.

b. Burden on directors. The burden is on directors in the takeover context because of the omnipresent specter of the desire to stay in control. The court says that the reasons given by the directors were all trivial reasons. Once the burden shifted to the directors, they couldn’t meet it because their excuses were so thin.

· Meaning of statement that directors can protect corporation when it does not mean that they protect other constituencies. The directors are allowed to make their own judgments about the value of their own business plan for the corporation. They can argue that if the shareholders are prevented from selling out to someone else, the current directors would ultimately be better for those shareholders than the market recognizes. The directors are allowed to say that the market thinks the company is only worth 50, but it doesn’t understand our special plan to improve the value of the company. This must be the meaning of the above discussed passage.

E. Protection of Merger Agreements

1. Paramount Communications, Inc. v. Time Incorporated (Delaware 1989).

· Facts: Time plans a strategic expansion of its cable operations while protecting its journalistic integrity. Time’s board decides that the best way to accomplish this is through a merger with Warner Brothers, provided that Time could dictate the governing arrangement of Time-Warner. (This may not be as central to the merger plans as the court suggests.) Time considered but rejected a merger with Paramount, among others. An initial merger agreement was reached under which Warner shareholders would own 62% of the combined entity while Time shareholders would own 38%. Time had in place or adopted a number of defensive tactics including a “Rights” pill (if someone other than an entity board approves or buys a percentage of stock, existing shareholders can demand a high payment from company which leaves acquirer with basically nothing) and a staggered board – you can’t remove directors except for cause until their election comes up. It is a defensive tactic because it’s often important for someone acquiring a company to gain control of the board immediately. Paramount makes a “negotiable” $175 per share cash offer for all Time shares, contingent on removal of defensive tactics (and other business or legal impediments). Time responds that Paramount would destroy the valuable “Time Culture” and opposes the takeover. They had a fiduciary duty to consider taking steps that might facilitate Paramount’s purchase of the shares even if that meant the Time Warner merger would not go through, so they consider it and reject it. Time and Warner then restructured their combination as a Time buyout of Warner for $70 per share, financed by the issuance of $7 to $10 billion in new debt. Time knew there wasn’t going to be any merger under the original deal. Before a merger is consummated, shareholders have to approve it. The Paramount price was unbelievably high, so they knew this merger was never going to happen – shareholders would vote down the Time-Warner merger because nothing they could do would make the company worth $175 per share. They restructured the deal so the shareholders didn’t get to vote. They spent $7 to $10 billion to buy Warner, accomplishing the merger through indirect means. The distinction here was formal – cf. Hariton. Paramount raises its still “negotiable” offer to Time to $200 per share. Time rejected it again, maintaining that “the Warner transaction offered a greater long-term value for stockholders.” This is proof of what the court meant in Revlon, that directors can argue there is something about the company that the directors know that the market doesn’t. The difference between short-term and long term value is illogical, at least in the way it’s often used. The short-term value should take into account the future value if the market has sufficient information. If everyone knew that the value now was small and it was going to grow, it would be valuable now. Paramount, along with some of Time’s shareholders, sue to enjoin the Time-Warner merger and the defensive tactics that protect the merger.

· P’s arguments:

a. Time was “for sale” and thus subject to so-called Revlon duties not to prematurely end an auction.

(1) Court’s response: It rejected Revlon duties based on “the absence of any substantial evidence to conclude that Time’s board, in negotiating with Warner, made the dissolution or break-up of the corporate entity inevitable, as was the case in Revlon.” Page 783.

b. Time did not pass the Unocal tests in its conclusion that Paramount posed a threat to the Time Culture, and in its reaction to that perceived threat.

· Explanation of why Paramount lost: Directors get to tell acquirers that they’re not going to buy the shares for the price they want, because the directors think they’re too low based on their plan for the company. The reason the Revlon directors couldn’t say this is because the company would be broken up no matter who the company was sold to. The court says in Paramount v. Time that if you don’t break up the company and have a hidden or secret plan, then you can make the case. It’s not the business judgment presumption, but they can meet the burden because they have a sensible story to tell.

· Answer to P’s Unocal claims:

a. Time had long ago rejected Paramount in good faith after due deliberation.

b. Shareholders might have been confused by Paramount’s offer (this it the court’s argument, but it is a terrible argument).

c. The response was reasonable to protect a long-standing business plan.

d. Paramount could always buy Time-Warner.

(1) Problem with this argument: It proves too much. The same thing is true of any merger.

(2) Question for target’s shareholders is only whether they received the right price: If not, it’s too late for them. If paying a fortune for Warner instead of having the shares sold to Paramount hurts the Time shareholders, they’re hurt forever, whether Paramount buys the combined entity or not.

2. Paramount Communications Inc. v. QVC Network Inc. (Delaware 1994).

· Facts: Paramount plans a strategic expansion of its entertainment operations through a combination with another entity. QVC expresses an unrequited interest in Paramount. Paramount then agrees to a merger with Viacom. To protect the merger agreement Paramount had in place or adopted a number of defensive tactics, including a “Rights” pill, a “No-Shop” provision (subject to fiduciary duties), a (large) Termination Fee, and a draconian Stock Option Agreement. QVC nevertheless continued to express interest in acquiring Paramount and commenced merger negotiations with Paramount. Frustrated by the negotiations, QVC sued and announced a tender offer for an attractive price conditional on removal of defenses. The Paramount-Viacom merger was renegotiated to include a Viacom tender offer for a controlling interest in Paramount and increased consideration at the merger stage. Competitive bidding commenced, but Paramount refused to remove the defensive tactics, which impeded any culmination of a deal with QVC. Paramount said it “believed the Viacom transaction would be more advantageous to Paramount’s future business prospects than a QVC transaction.” Page 793.

· Holding: For QVC.

· Reconciling this case with Paramount v. Time:

(1) “Enhanced scrutiny” applies where there is a sale of control from a “fluid aggregation of unaffiliated stockholders” to a person, entity, or group with concentrated control, because no one will again pay a premium to minority shareholders. Page 794. This is the kind of meaningless language that the court in Time said it didn’t want to rely on. The shareholders, says the court, could get a “control premium.” This was true before the Time-Warner merger, and was true after the Time-Warner merger. Here, however, after the proposed Viacom/Paramount combination, Sumner Redstone would have absolute control over the entity.

(2) “Enhanced scrutiny.” The court states, “The directors have the burden of proving that they were adequately informed and acted reasonably.” Page 796. Why is that “enhanced scrutiny”? It’s the same scrutiny being applied since Cheff.

(3) “Special obligations” in change of control transactions: “Having informed themselves … the board must decide which alternative is most likely to offer the best value reasonably available to the stockholders.” Page 796.

· Paramount’s reliance on the Revlon and Time opinions: Revlon duties, at least in the form of “enhanced scrutiny,” can be invoked by a change of control even if the breakup is not inevitable. The court didn’t want to foreclose the “hidden plan” justification for defensive tactics. But it said, at least, if you’re changing control then it’s an even higher burden. It distinguishes Time because there is no change of control in Time.

· Court’s decision, as stated, is nonsense:

a. It’s not a “special” obligation “to get the best value reasonably available to stockholders.” The stockholders care about value, not control. In both Time and QVC, the directors of the target company can say, “The deal we want to lock up and defend is going to make you much more money even though somebody else is going to have control of the company.” So it isn’t clear why the change in control should affect the standard.

b. What court could have done: The court could have said that locking up any sale early is questionable practice (particularly, but not exclusively, if one suspects the board’s motives). The original deal between Viacom and Paramount was such that after the merger the inside directors of Paramount were going to keep their jobs.

c. Court’s reasoning was problematic. It’s not the result in QVC that was problematic, it’s why the court thought it was different than Time. The court might have said that all they said in Time is that the directors are permitted to say that the best option for their shareholders is rejection of a hostile bid through conditions that are reasonable; but they have to convince us that they acted in good faith, were fully informed, and the response was proportionate. In Time they did it, while here they can’t because they’re going to give up control. You can make all these arguments and rule for QVC here without changing the standard. But the court decided that there was a different standard in Time than in QVC.

d. Law may be settling in a more ideal way. Although there are awkward distinctions to make, ultimately what you have is parties realizing that when you have a hostile takeover there is a heightened scrutiny and you have to make arguments along the lines of those discussed above. That’s where the argument should be anyway; relationship between shareholders and managers.

F. Takeover Developments

1. Summary of Delaware Takeover Law.

· In response to defensive tactics, there is an intermediate Standard (Cheff). There, burden is on directors to show that takeover tactics were indeed in favor of shareholders. That burden, however, is not the full self-dealing burden; instead, there is an intermediate burden.

· Two-part test (Unocal):

(1) Adequate process and full information. This includes a requirement that they act in good faith.

(2) Proportional response.

a. This part of the test can be questioned. Are any responses not proportional after directors have acted in good faith with adequate process and on full information? In general, these two prongs will be answered together.

· Sale of control/Breakup duties (QVC/Revlon). There are special rules if directors are selling control or engaged in a course which will break up the company.

a. Auction Safe harbor. When the Revlon duties apply, an auction is a safe harbor. They should conduct a vigorous auction for the company. If the directors keep the bidding going, then they have certainly fulfilled their duties. Prior to QVC, we had understood the Revlon duties to apply only when there was a breakup of the company, and that made some sense. When there is going to be a breakup of the company, there’s no good reason for the directors to prefer a low bid to a high one.

b. QVC. QVC says that whenever there is a sale of control, there is also what the court calls “enhanced scrutiny,” and thus the Revlon duties apply. This means that the directors have as their objective maximizing shareholder value. When you’re selling control, says the court, enhanced scrutiny means you must sell to the highest bidder unless you have a great story to tell. However, they’ll let you try to tell the story, which is why they say there is “no single blueprint.” The court tells us that the sale of control occurs when, prior to the favored merger, control of the target existed in an unaffiliated aggregation spread among shareholders. After the proposed favored merger, control of the combined entity would rest in the hands of one individual human being who would have control of the combined entity. When this happens, says the court, the shareholders have lost their chance at a second control premium, and therefore enhanced scrutiny applies.

(1) Criticism. What the shareholders really care about is a transaction that maximizes the values of their shares. They want to know if the deal the target directors are trying to protect is a better deal than the hostile offer that the directors are trying to repel. Why then should you have a different standard where there is a sale of control as opposed to no sale of control? The best way to understand QVC and Revlon is simply to ignore the idea that there is a different standard, and enhanced scrutiny applies in a sale of control case as opposed to a merger where there is no sale of control. The different standard when there’s a sale of control is just the court’s flailing efforts not to say it made a mistake in Time. The cases most likely say there is only the Unocal standard: The directors have to act in good faith, in a fully informed fashion, and their actions have to be reasonable. They have the burden of showing this. What makes Revlon different is that under the facts of Revlon they didn’t meet this standard. In Time, although it might seem to everyone else that the directors similarly failed to tell a plausible story, the Delaware Supreme Court said that the story was plausible. The court flails for a distinction between QVC and Time, and they say that when the target board is selling control to a single person, it becomes more problematic story to say that this will actually maximize firm value. When a company is sold to some individual who will have complete control, that individual is not subject to corporate control, which makes it more likely than not that the shareholders who are taken along in the merger will not get good value. Similarly, when the board of directors of a target company claims that they have a governance plan that is unappreciated by the market, one might be more skeptical of the claim when it will be someone else who is in control after the transaction. There shouldn’t have been any change in the standard; the standard is ultimately the Unocal standard.

· How court should have voted. The court should have voted against the defense tactics in Time and QVC. It is highlighted that the defensive tactics in QVC were draconian. However, in reality it isn’t clear how draconian it is. If the defensive tactics are successful, that’s it – all defensive tactics are equal, given their success. The distinction of saying you’ll get $500m vs. $400m is unclear.

2. Unenforceable Contractual Obligations (QVC).

· Viacom raised in QVC the argument that these defensive tactics, while perhaps a breach of fiduciary duty between directors and shareholders of Paramount, resulted in a complete K giving them an option to purchase the stock for the agreed price. The court holds that contracts in violation of a duty are voidable. Viacom is not an innocent here; thus, the third party loses any benefits. Compare ACE v. Capital, 747 A.2d 95.

· So-Called “No-Hand” Pill Disallowed. (Quickturn, 721 A.2d 1281 (1998)). The Delaware Supreme Court invalidated a “no-hand” pill. A “no-hand” pill says that if anyone without consent of the board of directors purchases 20% of the shares of target corporation, holders of the other 80% can tender their shares back to the corporation itself, who will pay $400 a share (this will liquidate the company). (Usually these plans are not that extreme, but they are enough to discourage acquisition of the 20%.) The “no-hand” pill was repealable by the current board of directors, but is not repealable by any board of directors for a period of time if the current board of directors leaves the pill in place. The notion would be that a proxy contest could replace the current board of directors, but the replaced board of directors wouldn’t be allowed to repeal the pill for a long enough period of time to make the takeover profitable or of interest to the bidder. The idea is to kill the proxy contest. Condition that “rights” pill can be repealed only after delay, for example, is unenforceable (at least unless specified in the charter) because it violates directors’ right to run the corporation.

· Dead-hand pill. In a dead-hand pill, the only directors who get to vote on whether or not to repeal the rights plan are the current directors. “No-hand” says no directors for a period of time can repeal the rights. “Dead-hand” says that the directors who were around prior can repeal the rights.

3. McMullin v. Beran, 2000 WL 1741717 (Del.).

· Facts: ARCO owns more than 80% of the shares of Chemical, whose board authorized ARCO to negotiate a sale of the entire company. ARCO reaches a $57.75 cash tender price with Lyondell, to be followed by freeze-out merger at same price. Among other claims, minority shareholder plaintiffs complain about the Chemical Board’s delegation of negotiation to ARCO. But this might have seemed prudent, given ARCO’s interest in getting a high price, despite plaintiffs’ challenge that ARCO needed cash fast.

· Holding: The Chancery Court found for defendants on the pleadings, but the Delaware Supreme Court reversed and remanded.

· Rationale: The Delaware Supreme Court said they didn’t know what the full story was. Maybe ARCO was desperate for the money. Among other statements, the Supreme Court noted a “triad of fiduciary duties, loyalty, good faith [and] due care.” This language appeared before in a case called Technicolor.

a. Problem with this language: What is the difference between loyalty and good faith, and why do they talk about due care along with loyalty and good faith? Usually loyalty and good faith go together. Also, at least some people who interpreted Beran felt that by including the words “due care,” the court was signaling that the business judgment presumption didn’t apply. This is an incoherent idea. Looking at this case and comparing it to Technicolor, some lawyers might argue that the P’s can show there was a breach of due care without any special presumption on P’s in doing this. This now raises the possibility that the court is willing to relax a heavy duty against P’s when it can’t be proven that D’s acted stupidly. However, it is best not to read it this way.

· Takeover context. It’s not clear whether this diminution in standard applies beyond the takeover context. This is a takeover case. Maybe the “triad” language means that in a takeover case, the burden is never put so heavily on the P minority shareholder. The burden never goes heavily on the P when there is a freezeout merger. Even a fully cleansed vote of the minority shareholders or independent directors does not place on the P the full recklessness duty of care standard. So perhaps in McMullin v. Beran, the Supreme Court is repeating that notion and applying it where it is not a freeze-out merger.

· Bleedover question. There is a question of whether there will be a bleedover. In sum, the case raises the possibility that duty of care cases are not as protective of D director actions as we were led to believe under standard analysis.

a. Doubt whether this is true. First, here is doubt whether this is true, even in takeover cases. Second, there is even more doubt whether this is true in duty of care cases that don’t involve a takeover or merger.

· Dealing with this. Analytically, you shouldn’t spend a whole lot of time on this. You should just say that there is a lot of case law, including Van Gorkom, that shows the P’s have a heavy burden to show that the directors acted recklessly. It’s just that particularly in takeover cases, one might argue that the thumb on the scale in favor of the D’s is lighter. That’s the significance of McMullen v. Beran, if there’s any significance.

4. Statutory Anti-takeover provisions.

· DGCL §203 imposes a three-year moratorium on combination of target with acquirer of at least 15% of the target’s stock unless:

a. Acquirer obtains at least 85%.
b. Approval by the board pre-trigger. If board approves it prior to acquirer getting 15%, they can merger immediately.
c. Approval of at least 2/3 of other shares.
· Other states’ provisions. DGCL §203, which companies can opt out of in their charter or bylaws, is mild compared to that of other states. It may still be evidence of “race to the bottom” (people in control of companies incorporate in Delaware because it’s friendly to managers even at expense of shareholders). But its mild nature arguably supports “race to the top” analysis (shareholders do pay attention, so incorporators have an incentive to incorporate in a state that best invests shareholders; thus they get the most money per share).

a. CTS: Compare, for example, the Indiana Anti-Takeover statute discussed in CTS, 481 U.S. 69 (1987) (an acquiror’s stock lost its vote once the acquirer passed a specified threshold, and only the shareholders could restore the vote). In CTS, the Supreme Court ruled that the Indiana statute did not violate federal securities law (the Williams Act) which is primarily about process, not substantive rules. It also did not violate the Commerce Clause of the Constitution, which presumably would prohibit discrimination against out-of-state residents and conflicting obligations. Suffice it to say, as have Justice Scalia and Judge Easterbrook on this topic, that a stupid state law is not necessarily one that violates federal law.

5. Debt and the Corporation.

· As this has been a course primarily about the relationship between shareholders and their agents, the corporate directors and officers, debt remains beyond our focus.

· Debt holders get a contractual right. What the company does in advance of repaying the debt is either up to the company or else subject to specific covenants. Clearly the creditors are going to charge something for the fact that they don’t have the fiduciary duty, and that is a price that the entrepreneur might be willing to pay.

· The end the course is where we started. Think about these problems not only from an ex post perspective but also from an ex ante perspective. These are complicated questions. If you go too far in protecting shareholders, it may be impossible to run the company.

· Even if you remain focused on equity securities (and leave debt to the bankruptcy lawyers), a recognition of debt’s role will help you understand important concepts, such as preferred stock, and trivial ones such as par value.

