

Corporations Outline

Prof. Hansmann

Fall 2003


Corporations Outline
Overall Points
1. In considering who should be held liable, think of the following:

a. Incentives
b. Deterrents

c. Who is the best cost avoider?

2. Be sure to ask if the transaction at issue violates the:

a. Duty of loyalty

i. Self-dealing transactions ( Need:
1. Disclosure and approval beforehand,

2. Disclosure and ratification afterward; OR
3. Entire fairness

ii. Corporate opportunities

iii. Insider trading
b. Duty of care
Acting through others: the Law of Agency

Introduction to Agency
· Paradigmatic agency form: One person extends the range of her own activity by engaging another to act for her and be subject to her control.

· Example: Sole proprietor hiring first employee.

· Problems of agency law relevant to corporations:

1. Formation and termination. 

2. Principal’s relationship to third parties.

3. Nature of the duties agent owes to principal
Agency Formation, Agency Termination, and Principal’s Liability
· Agency is the fiduciary relation that results from (RST 2d Agency § 1):

1. The manifestation of consent by one person (P) to another (A) that the other shall act on his behalf and subject to his control, and

2. Consent by the other to so act

· Types of agents:

1. Employee/servant: P has a right under his deal with A to control the details of the way in which A goes about his task – the order in which he addresses the tasks or the precautions he uses, for example.

2. Independent contractor: A is a professional who is bound to provide independent judgment or when it is an established business that does not agree to minute control (like a house contractor).
· Types of authority:

1. Actual authority

a. Express: Expressly given
b. Implied: Goes with the office
2. Apparent authority: Happens if P gives observers the appearance that A is authorized to act as he is acting.
3. Inherent power: Gives general A power to bind P, whether disclosed or undisclosed, to an unauthorized contract as long as a general A would ordinarily have the power to enter such a contract and the third party does not know that matters stand differently in the case.  Nogales Service Center v. Atlantic Richfield Co.  Can exist in 3 situations:

a. A does something similar to what he is authorized to do, but in violation of orders.

b. A acts purely for his own purposes in entering into a transaction which would be authorized if he were actuated by a proper motive.

c. A is authorized to dispose of goods and departs from the authorized method of disposal.

· Either P or A can terminate an agency at any time.  In no event will the agency continue over the objection of one of the parties.
· Agency relations may be implied even when the parties have not explicitly agreed to an agency relationship.  Jenson Farms v. Cargill
· A must reasonably understand from the action or speech of P that she has been authorized to act on P’s behalf.
· Inherent agency power: indicates the power of an agent which is not derived from authority, apparent authority or estoppel, but solely from the agency relation and exists for the protection of persons harmed by or dealing with a servant of other agent.  RST 2d Agency § 8A
· P is liable for A’s acts if third party reasonably believes A has authority to do them and has no notice that A is not authorized. RST 2d Agency § 161.
· A for undisclosed P authorized to conduct transactions subjects P to liability for acts done on his account, if usual or necessary in such transactions, although forbidden by P to do them.  RST 2d Agency § 194.
· P may still be bound by A’s acts by estoppel or ratification even if A’s act is not authorized by P or is not within any inherent agency power of A.  Restatement §§8B; 82-102A.
· Basically, the issue of whether the relationship is master-servant or independent contractor turns on who controls the day-to-day operations.  The more an individual controls the day-to-day operations at his place of business, the more he looks like an independent contractor.  Humble Oil and Hoover v. Sun Oil Co.
· See RST 2d Agency § 2 ( Master; servant; independent contractor

· Defining servant versus independent contractor (RST 2d Agency § 220(2)):
1. The extent of control to which, by the agreement, the master may exercise over the details of the work.

2. Whether or not the one employed is engaged in a distinct occupation or business.

3. The kind of occupation, with reference to whether, in the locality, the work is usually done under the direction of the employer or by a specialist without supervision.
4. The skill required in the particular occupation.

5. Whether the workman or the employer supplies the instrumentalities, tools, and place of work for the person doing the work.

6. The length of time for which the person is employed.

7. The method of payment, whether by time or for the job.

8. Whether or not the work is part of the regular business of the employer.

9. Whether or not the parties believe they are creating the relationship of master and servant.

10. Whether the principal is or is not in business.
· Scope of employment (RST 2d Agency § 228):

1. Conduct of the servant is within the scope of employment if but only if:

a. It is of the kind he is employed to perform.

b. It occurs substantially within the authorized time and space limits.

c. It is actuated at least in part by a purpose to serve the master.

d. If force is intentionally used by the servant against another, the use of force is not unexpectable by the master.

2. Conduct of a servant is not within the scope of employment if it is different in kind from that authorized, far beyond the authorized time or space limits, or too little actuated by a purpose to serve the master.

Governance of Agency (A’s Duties)
· A is fiduciary of P.  Legal power that A holds over P’s property is held for the sole purpose of advancing the aim of a relationship pursuant to which she came to control that property.

· Example: Directors advance the purposes of corporations.

· Three duties:

1. Duty of loyalty ( most important ( pervasive obligation always to exercise fiduciary power in a manner that the holder of the power believes in good faith is best to advance the interest or purposes of the beneficiary and not to exercise such power for personal benefit.
a. Governs malfeasance ( misappropriation of P’s assets or some of its value.

b. Absolute bar on A self-dealing unless authorized by P.

2. Duty of care ( to act in good faith, as one believes a reasonable person would act, in becoming informed and exercising an agency or fiduciary power.

a. Governs nonfeasance ( negligent mismanagement ( neglecting asset management.  See, e.g., Tarnowski v. Resop
i. P’s choice of remedies ( Right to recover profits made by A in the course of the agency is not affected by the fact that P, upon discovering a fraud, has rescinded the contract and recovered that with which he parted. ( RST 2d Agency § 407(2)
ii. If A has received a benefit as a result of violating his duty of loyalty, P is entitled to recover from him what he has so received, its value, or its proceeds, and also the amount of damage thereby caused, except that if the violation consists of the wrongful disposal of P’s property, P cannot recover its value and also what A received in exchange for it. ( RST 2d Agency § 407(1)
3. Duty of obedience to the documents creating the relationship (RST 2d Agency §§ 383 and 385)

· Trustee’s duty to trust beneficiaries:
· Private trust is a legal device that allows a trustee to hold legal title to trust property, which the trustee is under a fiduciary duty to manager for the benefit of the trust beneficiary.  See In re Gleeson.

· Trustee cannot deal in his individual capacity with the trust property.  In re Gleeson.

The Problem of Joint Ownership: the Law of Partnership

Introduction to Partnership
· Punctilio Paragraph: Joint venturers, like co-partners, owe the duty of the finest loyalty (44). ( One partner cannot screw the other out of an opportunity to participate in a business venture that arose through the partnership.  Meinhard v. Salmon.
Partnership Formation
· Partnership does not have to be formed by express consent of the parties.  It can be inferred from their actions.  Vohland v. Sweet
· Receipt of share of profits by person is prima facie evidence that that person is a partner. ( § 7(4) UPA.  In fact, division of profits is the central factor in determining the existence of a partnership of a division of profits.
· BUT under § 7(3) UPA, sharing of gross returns does not itself establish a partnership.

Relations with Third Parties
· Where P1 agrees to assume partnership’s obligations, P2 is discharged from liability to any creditor who, knowing of the agreement, consents to a material alteration in the nature or time of payment of such obligations. ( § 36(3) UPA ( Munn v. Scalera
· Language of § 36(3) is designed to make life easier for the departing partner and fits most aptly in the situation in which:

1. All of the obligations of the partnership are assumed by the remaining partner, and

2. All of the assumed obligations are in the form of obligations to pay.
· § 36(3) is usually applied to release the departing partner from personal liability when a creditor renegotiates his debt with the continuing partners after receiving notice of the departing partner’s exit.

· §§ 34-39 UPA govern dissolution of partnerships

· Fundamental characteristic of all business entities: Segregated pool of assets available to secure business debts.  This is essential for contracting with jointly-owned businesses of any significant size.
· Third party claims against partnership property 

	UPA 
	RUPA 



	§ 25(1) ( Partnership owned by partners as “tenants in partnership.”

§ 25(2) ( Partner cannot possess or assign rights in partnership property, partner’s heirs cannot inherit it, and a partner’s creditors cannot attach or execute upon it.
	RUPA abandoned the transparent fiction of joint partner ownership of property entirely in favor of straightforward entity ownership in §§ 501 and 502.
§ 501 states that partners are not co-owners of partnership property.

§ 502 states partner’s transferable interest in the partnership.

	Contributors of equity capital do not “own” the assets themselves but rather own the rights to the net financial returns that these assets generate, as well as certain governance or management rights. §§ 26 and 27
	Contributors of equity capital do not “own” the assets themselves but rather own the rights to the net financial returns that these assets generate, as well as certain governance or management rights. §§ 502 and 503

	Individual creditors of partners (e.g., banks that have made personal loans to partners) are permitted to obtain “charging orders” which are liens on partner’s transferable interests that are subject to foreclosure unless redeemed by payment of debt.  § 28
	Individual creditors of partners (e.g., banks that have made personal loans to partners) are permitted to obtain “charging orders” which are liens on partner’s transferable interests that are subject to foreclosure unless redeemed by payment of debt.  § 504


· A general partner’s personal assets are considered part of the general fund to which a bankruptcy estate may look to satisfy partnership debts.  In re Comark.
	Jingle Rule (used by UPA)
	Parity Rule (used by RUPA)


	Partnership creditors have first priority in the assets of the partnership.
	Partnership creditors have first priority in the assets of the partnership.

	Individual creditors have first priority in the assets of the individual.
	Partnership creditors are placed on parity with individual creditors in allocating assets of an individual partner when a partnership is bankrupt.


Partnership Governance and Issues of Authority
· Half of a two-person partnership is not a “majority” for purposes of making decisions.  Under UPA § 18(h), one partner cannot restrict another from acting on ordinary matter connected with the partnership business for the purpose of the business and within its scope.  National Biscuit Co. v. Stroud 
Termination (Dissolution and Disassociation)
· It is not necessary that the withdrawal of one partner should constitute a dissolution of the partnership, particularly withstanding partnership agreement to the contrary.  Adams v. Jarvis.  If the partnership agreement provides for continuation, sets forth a method of paying the withdrawing partner his agreed share, does not jeopardize the rights of creditors, the agreement is enforceable.
	UPA
	RUPA

	Dissolution (§ 29): Any change of partnership relations, e.g., the exit of a partner.

Winding up (§ 37): Orderly liquidation and settlement of partnership affairs.
Termination (§ 30): Partnership ceases entirely at the end of winding up.
	Disassociation (§ 601): A partner leaves, but the partnership continues, e.g., pursuant to agreement.
Dissolution (§ 801): The onset of liquidating of partnership assets and winding up its affairs.


· In-kind distributions should happen only if partners all agree.  Otherwise, there should be a sale and distribution of assets.  Dreifurst v. Dreifurst
· § 38(1) UPA: When dissolution is caused in any way, except in contravention of the partnership agreement, each partner, as against his copartners and all persons claiming through them in respect to their interests in the partnership, unless otherwise agreed, may have the partnership property applied to discharge its liabilities and the surplus applied to pay in cash the net amount owing to the respective partners.
· Holding codified in: §§ 402, 801, 802, and 804 RUPA (1994)
· Either partner can dissolve the partnership at will under § 31(b) UPA, but this power, like any other fiduciary power, must be exercised in good faith.  Page v. Page
· § 38(2)(a) UPA ( rights of partners upon wrongful dissolution
Limited Liability Modifications of the Partnership Form
· General partnership form has the bare minimum of features necessary to establish an investor-owned legal entity:

1. Dedicated pool of business assets

2. Class of beneficial owners (the partners)

3. Clearly delineated class of agents authorized to act for the entity (the partners)

· LLPs

· Limited partners share in profits without incurring personal liability for business debts.  May not participate in management or “control” beyond voting on major decisions such as dissolution.
· All must have at least one general partner with unlimited liability for debts in addition to one or more limited partners.

· You can’t make a corporation the general partner and evade liability that way.  Delaney v. Fidelity Lease Limited.

· LLCs

· Internal relations among investors (known as “members”) are to be governed more or less by general or limited partnership law: Members may operate the firm and serve as its agents, just as general partners do, or elect “managers” to do so, as in limited partnerships or corporations.
The Corporate Form

· Attributes of the corporate form:

1. Legal personality with indefinite life.

2. Limited liability for investors

3. Free transferability of share interests

4. Centralized management

5. Appointed by equity investors

· Process of incorporating

· DGCL § 102(a)(3)

· Legal life of corporation begins when charter is filed.  DGCL § 106

· Also enumerated in §§ 2.01-2.04 RMBCA

· Cf. DGCL § 108 and RMBCA § 2.05 ( Incorporation action (see pg 89)

Limited Liability
· Corporations have unlimited liability.

· Shareholders can only lose the amount they invested.

· Rationales for limited liability (Easterbrook article 92):
1. Decreases need to monitor managers.

2. Reduces the costs of monitoring other shareholders.

3. By promoting free transfer of shares, gives managers incentives to act efficiently.

4. Makes it possible for market prices to impound additions information about the value of firms.

5. Allows more efficient diversification.

6. Facilitates optimal investment decisions.
Centralized Management
· Board members are not required to follow the will of a majority shareholder.  Corporations are a republican form of government, but not a direct democracy.  Automatic Self-Cleansing.

· Centralized management

· Board of directors has the primary power to direct or manage the business and affairs of the corporation (DGCL § 141).

· On sale of assets, this statute requires a board vote, then a shareholder vote.  Then the board can decide against the sale even after vote (DGCL § 271).
· Structure of the board:
	DGCL § 141(d)
	NY Bus Corp Law § 704(a)

	Up to 3 classes
	Up to 4 classes


· The default provisions concerning board action can be changed:
	DGCL § 141
	RMBCA

	Provides that certificate of incorporation may modify powers of the board.
	§ 8.01: Permits modification of powers of board by a shareholder agreement (which must also be included in articles (under § 7.32), but only if the corporation isn’t traded on a national exchange or other market.


Duty, Equity, and Economic Value

Basic Concepts of Valuation
1. Time value of money

a. How much more valuable a payment or sum of money is today, rather than letter, depends on the value of the use you have for it, or on the value you can get by finding someone who needs that dollar for something valuable.

b. Present value ( The value today of money to be paid at some future point.

c. Investors want to invest in positive net present value projects ( Where the amount invested is less than the present value of the amount received in return.

2. Risk and return

a. Expected return ( Weighted average of the value of the investment.  It is the sum of what the returns would be if an investment succeeded, multiplied by the probability of success, plus what the returns would be if the investment failed, multiplied by the probability of failure.

b. Risk premium ( Additional amount that risk-averse investors demand for accepting higher-risk investments in the capital markets.  Compensates for the unpleasantness of volatile returns to the risk-averse investors who dominate market prices.

3. Systematic risk and diversification

a. You want a diverse portfolio to minimize risk.

4. Capital market efficiency

a. Efficient capital markets hypothesis ( Prices of securities reflect well-informed estimates, based on all available information, of the discounted value of the expected future payouts of corporate stocks and bonds.  Market prices aggregate the best estimates of the best-informed traders about the underlying present value of corporate assets – net of payment to creditors, taxes, etc.

b. A & K say that prices in an informed market should be regarded as prima facie evidence of the true value of traded shares.

The Protection of Creditors

· Corporate law generally pursues 3 basic strategies in its limited efforts to protect creditors:

1. Can impose a more or less extensive mandatory disclosure duty on corporate debtors.

a. DGCL § 154 ( Determination of amount of capital; capital, surplus and net assets defined

2. Can promulgate (usually de minimis) rules regulating the amount and disposition of corporate capital.

a. Reducing stated capital associated with par stock requires a charter amendment to reduce the par value of the stock, and therefore requires a shareholder vote ( DGCL § 244.

	NY Bus Corp Law § 510
	DGCL § 170(a)
	Cal Corp Code § 500
	RMBCA § 6.40

	Capital surplus test: May only pay distributions out of surplus (§ 510(b)) and distributions can’t render the company insolvent.  
If authorized by shareholders, board can restructure capital by shifting any portion of the stated capital account to the surplus account. (§ 516(a)(4))
	Nimble dividend test: Can pay out of profits of current or preceding year, even if there is no surplus.
Motivation: Seems to be to reward shareholders of firms on upward trajectory that aren’t conspicuously healthy (170(a))

§ 244(a)(4) allows board to transfer out of stated capital into surplus for no par stock.
	Modified retained earnings test: 2 part distribution intended to give meaningful protection to creditors. 

Corporation may pay dividends either out of retained earnings (§ 500(a)) or assets (§ 500(b)) as long as assets are 1.25 times greater than liabilities and current assets at least equal current liabilities. (§ 500(b)(2)).
	Corporations may not pay dividends if, as a result of doing so, (a) they cannot pay their debts as they come due (§ 6.40(c)(1)) or (b) their assets are less than their liabilities plus the preferential claims of preferred shareholders (§ 6.40(c)(2)).
BUT: Board may meet the asset test using a fair valuation or other method that is reasonable in the circumstances (§ 6.40(d)).


b. Corporations cannot pay dividends if, as a result of doing so:

i. They cannot pay their debts as they come due, or

ii. Their assets are less than their liabilities plus the preferential claims of preferred shareholders.

3. Can impose duties to safeguard creditors on corporate participants, such as creditors, creditors, and shareholders.

Standard-Based Duties
· Creditor Liability: Fraudulent Transfers

· Fraudulent conveyance law (a general creditor remedy) imposes an effective obligation on parties contracting with an insolvent – or soon to be insolvent – debtor to give fair value for the cash or benefits they receive, or risk being forced to return those benefits to the debtor’s estate.

· UFCA and UFTA protections:

1. “Present or future creditors” may void transfers made with the “actual intent to hinder, delay, or defraud any creditor of the debtor.”  UFTA § 4(a)(1); UFCA § 7.

2. Creditors can void transfers by establishing that they were either actual or constructive frauds on creditors.  UFTA §§ 4(a)(2), 5(a) and (b).  Cf. UFCA §§ 4-6.
· Shareholder Liability

· Where, in connection with the incorporation of a partnership, and for their own personal and private benefit, two partners who are to become officers, directors, and controlling stockholders of the corporation, convert the bulk of their capital contributions into loans, taking promissory notes, thereby leaving the partnership and succeeding corporation grossly undercapitalized, to the detriment of the corporation and its creditors, the partners’ claims against the subsequently bankrupted estate should be subordinated to the claims of the general unsecured creditors.  Costello v. Fazio.

1. Where the claim is found to be inequitable, it may be set aside, or subordinated to the claims of other creditors.

2. Where the claims are filed by persons standing in a fiduciary duty to the corporation, another test which equity will apply is “whether or not under all the circumstances in the transaction carries the earmarks of an arm’s length bargain.”

· § 40(b) UPA ( Rules for distribution

· After dissolution

1. Continuation of corporation after dissolution for purposes of suit and winding up affairs.  DGCL § 278
2. Liability of stockholders of dissolved corporations.  DGCL § 282
Piercing the Corporate Veil
· In a few extreme cases, courts will circumvent the limited liability rule for corporations and pierce the corporate veil to hold some or all of the shareholders personally liable for the corporation’s debts.

· Factors courts consider:

· Whether the case involved tort or contract
· Voluntary creditor ( e.g., person involved in contract

1. Agreed to look to the credit of the corporation at issue alone.

2. Had the opportunity to investigate the corporation’s credit, whether or not actually did so.

3. Had opportunity to bargain for personal guarantee.

· Involuntary creditor ( e.g., tort victim

· This issue is not dispositive.

· Whether Δ stockholders have engaged in fraud or wrongdoing.

· If Δ drains out all the profits and/or capital while the company operates in the form of salaries, dividends, loans to himself, or whatever, this will likely militate in favor of piercing the veil.  Sea-Land Services, Inc.
· Whether the corporation was adequately capitalized.

· Majority rule: Although grossly inadequate capitalization is a factor in determining whether to pierce the veil, it is not dispositive.  Most courts require that there be some affirmative fraud or wrongdoing by the shareholder, or a gross failure to follow the formalities of corporate existence before the veil will be pierced.  Walkovszky v. Carlton [held: veil not pierced]

· When the shareholder invests no money whatsoever in the corporation, courts are especially likely to pierce the veil, and may require less of a showing on other factors than if the capitalization was inadequate but non-zero.  See, e.g., Kinney Shoe Corp. v. Polan
· Whether corporate formalities were followed

· Possible ways in which this might occur (Sea-Land Services, Inc.):

1. Shares are never formally issued, or consideration for them is never received by the corporation.

2. Shareholders’ meetings and directors’ meetings are not held.

3. Shareholders do not sharply distinguish between corporate property and personal property.

4. Proper corporate financial records are not maintained.

· Dissolution and successor liability

	DGCL §§ 278 and 282
	RMBCA § 14.07(c)(3)

	Shareholders are liable for their pro rata share of assets distributed on dissolution for claims arising within 3 years of dissolution.
	Subsection (d) is the part of interest.  Claimants have an action against shareholders of a dissolved corporation for the shareholder’s pro rata share of corporate assets distributed in liquidation.


Normal Governance: The Voting System

· Default powers of shareholders:

1. Vote on designation of board and certain fundamental corporation transactions
a. Negatively affected by the collective action problem.

b. 1934 SEA sought to empower shareholders through mandatory disclosures.  Courts have tended to aid this by implying private remedies under the Act.  Not everyone believes mandatory disclosure makes shareholders effective monitors or overcomes the collective action problem.

2. Sell their stock if they are disappointed with their company’s performance
3. Sue directors for breach of fiduciary duty in certain circumstances
Electing and Removing Directors
· Every corporation must have

1. Board of directors. ( DGCL § 141

2. One class of voting stock at least.  In the absence of customization in the charter, each share of stock has one vote ( DGCL § 212

a. Must be an annual election of directors at annual meeting of shareholders.

i. Minimum and maximum notice period is 10-60 days ( DGCL § 222(b)

ii. Quorum requirement for general meeting is under DGCL § 216

iii. Shareholders who are registered as of the record date are legal shareholders entitled to vote at the meeting.  DGCL § 211.
3. Removal of directors
a. Under Delaware Law (DGCL § 141(k)): Any director or the entire board can be removed with or without cause by the holders of a majority of the shares then entitled to vote at an election of directors except the following:

i. Unless charter otherwise provides, if the board is classified, shareholders may effect such removal only for cause.

ii. In case of corporation having cumulative voting, if less than the entire board is to be removed, no director can be removed without cause if the votes cast against his removal would be sufficient to elect him.

b. Cannot classify the board as a way to prevent the exercise of the shareholder franchise.  Hilton Hotels v. ITT
4. Shareholder meetings and alternatives

a. Special meetings

	DGCL § 211(d)
	RMBCA 7.02

	Special meetings may be called by the board or by such persons as are designated in the charter or bylaws.
Does not contain the 10% provision.
	Corporation must hold a special meeting of stockholders if:

1. Such a meeting is called by the board of directors or a person authorized in the charter or bylaws to do so OR
2. The holders of at least 10% of all votes entitled to be cast demand such a meeting in writing.


b. Shareholder consent solicitations
	DGCL § 228
	RMBCA 7.04(a)

	Any action that may be taken at a meeting of shareholders (e.g., amendment of bylaws or removal of directors from office) may also be taken by the written concurrence of the holders of the number of voting shares required to approve that action at a meeting attended by all shareholders.
	Requires unanimous shareholder consent.


Proxy voting and its costs
· Proxy voting is fundamental to corporate governance in publicly financed corporations.  See DGCL § 212(b) and NY Bus Corp Law § 609.

· Proxy holders are bound to exercise the proxy as directed, but they generally have the right to exercise independent judgment on issues arising at the shareholder meeting for which they have not received specific instructions.

· Proxy voting allows public shareholders to “meet,” but it does not remedy the collective action problem.

· In a proxy 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 stockholders of the correctness of their position and soliciting their support for policies which the directors believe, in all good faith, are in the best interests of the corporation.  The stockholders have the right to reimburse successful contestants for the reasonable and bona fide expenses incurred by them in any such policy contest.  Rosenfeld v. Fairchild Engine.
Class Voting

· Minority shareholders need structural protection against exploitation by the majority ( class voting requirement.

· General Idea: If a proposed charter amendment adversely affects the legal rights of a class of stock, or disadvantages them in some respect, then it should be adopted only with the concurrence of a majority of the voting power of that class voting separately.

	DGCL § 242(b)(2)
	NY Bus Corp Law § 804(a)(3)
	RMBCA §§ 10.04, 11.04(3)

	Holders of outstanding shares of a class shall be entitled to vote as a class upon a proposed amendment, whether or not entitled to vote on it by the charter, if the amendment would increase or decrease the number of authorized shares of such class, increase or decrease the par value of the shares of such class, or alter or change the powers, preferences, or special rights of the shares of such class so as to affect them adversely.
Seems to require a separate vote only if an amendment would alter the legal rights of the existing security.  Leaves open the possibility of inserting a senior security into the firm’s capital structure without affording the existing preferred stock a class vote.
	Holders of existing preferred stock have the right to vote on a charter amendment that creates a new class of preferred stock senior to the existing preferred in either dividend preference or liquidation rights.
	Requires a vote whenever an amendment will “change” certain things, thus avoiding argument over whether change is adverse or beneficial.
Protects the interests of shareholders, and not just their legal rights.

Under §§ 10.04(5) and 10.04(6), holders of existing preferred stock have the right to vote on a charter amendment that creates a new class of preferred stock senior to the existing preferred in either dividend preference or liquidation rights.


Shareholder information rights
· State law mandates neither an annual report nor any other financial statement.

· Federal securities law and SEC rules mandate extensive disclosure for publicly traded securities.

· Shareholders have a right to inspect the company’s books and records for a proper purpose.  See DGCL § 220; RMBCA §§ 16.02-.03; NY Bus Corp Law § 624.

· Two recognized requests:
1. Stock list: Discloses the identity, ownership interest, and address of each registered owner of company stock.

2. Inspection of books and records.  This request is more expensive than furnishing a stock list.  It may also jeopardize proprietary or competitively sensitive information.

a. Delaware ( Reflects these problems:
i. Formally by requiring Πs to carry the burden of showing a proper purpose and, 
ii. Informally, by carefully screening Π’s motives and the likely consequences of granting the request.

iii. Can’t prevent shareholder from getting the list even if he wants it for proxy solicitation.  General Time Corp. v. Talley Industries
b. New York ( Accords shareholders a statutory right to inspect the key financial statements, the balance sheet, and the income statement.  Stock lists and meeting minutes are available unless the company can show Π lacks a proper purpose.  Also provides that courts retain the common law power to compel inspection in a proper case.
Techniques for Separating Control from Cash Flow Rights
· Shares of its own capital stock belonging to the corporation or to another corporation, if a majority of the shares entitled to vote in the election of directors of such other corporation is held, directly or indirectly, by the corporation, shall neither be entitled to vote nor counted for quorum purposes.  Speiser v. Baker; DGCL § 160
· Vote buying:  Voting agreement supported by consideration personal to the stockholder, whereby the stockholder divorces his discretionary voting power and votes as directed by the offeror.  Schreiber v. Carney.  

· Each instance of vote buying must be viewed individually.  It is viewed as voidable and subjected to a test for intrinsic fairness.  Schreiber v. Carney.

Collective Action Problem
· No shareholder, no matter how large his stake, has the right incentives at the margin unless that stake is 100%.  Easterbrook & Fischel
· Institutional shareholders tend to be more activist than ordinary individuals.  See Black.
Federal Proxy Rules
· The proxy is a document whereby the shareholder appoints someone to cast his vote for one or more specified actions.

· Federal proxy rules consist of 4 major elements:

1. Disclosure requirements and a mandatory vetting regime that permit the SEC to assure disclosure of relevant information and to protect shareholders from misleading communications.

2. Substantive regulation of the process of soliciting proxies from shareholders.

3. Specialized “town meeting” provision (Rule 14a-8) that permits shareholders to gain access to the corporation’s proxy materials and to thus gain a low-cost way to promote certain kinds of shareholder resolutions.

4. General antifraud provision (Rule 14a-9) that allows courts to imply a private shareholder remedy for false or misleading proxy materials. 

Federal Proxy Rules
	Proxy Rule
	Meaning

	14a-1
	Defines terms including proxy and solicitation.
Proxy can be any solicitation or consent whatsoever.

	14a-2
	Describes the range of proxy solicitations governed by the proxy rules.
Broadly framed to ensure that most proxy solicitations, as defined in 14a-1, will be subject to regulation.

	14a-3
	Contains the central regulatory requirement of the proxy rules.  No one may be solicited for a proxy unless they are, or have been, furnished with a proxy statement containing the information specified in Schedule 14A.

	14a-4
	Regulates the proxy vote

	14a-5
	Regulates the proxy statement

	14a-6
	Lists formal filing requirements, not only for preliminary and definitive proxy materials but also for solicitation materials and Notices of Exempt solicitations.

	14a-7
	Shareholder who is willing to bear the expense of communicating with fellow shareholders has the right to do so.
Sets forth the list-or-mail rule under which, upon request by a dissident shareholder, a company must either provide a shareholders’ list or undertake to mail the dissident’s proxy statement and solicitation materials to record holders (i.e., the intermediaries) in quantities sufficient to assure that all beneficial holders can receive copies.

	14a-8
	Town meeting rule.  Entitles shareholders to include certain proposals in the company’s proxy materials.
Shareholder’s perspective: low costs

Corporate management’s perspective: This is at best a costly annoyance and at worst an infringement on management’s autonomy.

Materials must state:

1. Identity of the shareholder.  14a-8(b)(1).

2. Number of proposals.  14a-8(c).

3. Length of supporting statement.  14a-8(d).

4. Subject matter of the proposal.  14a-8(i).

Most proposals deal with either:

1. Corporate governance.  Usually framed in precatory form.  The SEC generally supports these.  Waste Management.

2. Matters of social responsibility.  The SEC has waffled on these.  Cracker Barrel.

Companies that wish to exclude a shareholder proposal generally seek SEC approval.  See 14a-8(j).  SEC will issue a no-action letter if they approve, agreeing not to recommend disciplinary action against the company if the proposal is omitted.
Requirements:

1. Must hold $2000 or 1% of the corporation’s stock for a year.  § 14a-8(b)(1).

2. Must file with management 120 days before management plans to release its proxy statement.  § 14a-8(e)(2).

3. Proposal may not exceed 500 words.  § 14a-8(d).

4. Proposal must not run afoul of subject matter restrictions.
Common exceptions:

1. 14-a8(i)(1) ( Improper subject for shareholder action under state law.

2. 14-a8(i)(5) ( Relates to a matter >5% of business.

3. 14-a8(i)(7) ( Relates to ordinary business operations.

4. 14-a8(i)(8) ( Relates to election of directors.

5. 14-a8(i)(9) ( Conflicts with company’s proposal.

The burden is on the company to demonstrate grounds for exclusion under § 14a-8(g).

	14a-9
	Anti-fraud rule.  This is the SEC’s general proscription against false or misleading proxy solicitations.
A series of Supreme Court decisions have established the key elements:

1. Materiality.  A misrepresentation or omission can trigger liability only if it is material, meaning there is a substantial likelihood that a reasonable would consider it important in deciding how to vote.

2. Culpability.  The Supreme Court has not determined this.  The 2d and 3d Circuits have a negligence standard.  The 6th Circuit has required proof of intentionality or extreme recklessness.

3. Causation and reliance.  Supreme Court has ruled that Π need not prove actual reliance.  Instead, causation is presumed if a misrepresentation is material and the proxy solicitation was an essential link in the accomplishment of the transaction.

4. Remedies.  Courts might award injunctive relief, rescission, or monetary damages.

Relevant case: Virginia Bankshares

	14a-11
	Possibly being changed by Proposed Rule: Security Holder Director Nominations, the final reading of the course…

	14a-12
	Contains special rules applicable to contested directors – or, more specifically, solicitations opposing anyone else’s (usually management’s) candidates for the board.
14a-12(a) permits dissident solicitations prior to the filing of written proxy statement as long as dissidents disclose their identities and holdings, and do not furnish a proxy card to security holders.


· The SEC’s right to regulate the proxy system is extremely broad.  It extends to any solicitation, by any person, of any “proxy or consent or authorization in respect of any security” that is registered with the SEC.  These are covered by the SEC’s rules:

· Solicitation by management, even of 1 person.

· Solicitation by non-management (e.g., an insurgent faction) of more than 10 people.

· SC recognizes an implied private right of action on behalf of individuals who have been injured by a violation of proxy rules.

· Π must show there was a material misstatement or omission in the proxy materials.

· Statements of reasons can be material.  Virginia Bankshares v. Sandberg
· Π must show proof by objective evidence that the statement also expressly or impliedly asserted something false or misleading about its subject matter.  Virginia Bankshares v. Sandberg
· Π must show a causal relationship by proving that the proxy solicitation itself, rather than the particular defect in the solicitation materials, was an essential link in the accomplishment of the transaction.  Mills v. Electric Auto-Lite Co.
· If Π is a minority shareholder whose votes were unnecessary for the completion of the transaction, he cannot recover no matter how material or intentional the deception in the proxy statement was because the deception did not cause the transaction to go through.  Virginia Bankshares, Inc. v. Sandberg
· Expenses in a proxy contest:
1. Management
· Most courts hold that as long as the contest involves a conflict over policy and is not a personal power contest, the corporation may pay for management’s reasonable expenses in “educating” stockholders as to the correctness of management’s view.  Rosenfeld v. Fairchild Engine and Airplane Corp.  
· This requirement has very little bite because almost any proxy contest can be characterized as one involving policy or economic issues rather than as a struggle for control.
2. Insurgents
· Successful insurgents can have their expenses reimbursed under 2 conditions:
a. The contest involved policy and was not just a power struggle.
b. Shareholders approve the reimbursement.
· If successful insurgents get their expenses covered, the usual result is that both sides will end up having the corporation cover their expenses because the former management, before leaving office, will make sure its expenses were covered.
· Even if the insurgents are unsuccessful, it is possible for management to reimburse their expenses.  However, there is almost no chance of this actually happening.
Normal Governance: The Duty of Care

Introduction to the Duty of Care
· Always discuss duty of care in conjunction with the business judgment rule.
· Phrase the initial issue as: “If the conditions for the business judgment rule are met, the court will find that the board satisfied its duty of care even though the transaction turned out badly or seems to the court to have been substantively unwise.”

· Fiduciaries have essentially 3 duties:

1. Obedience

2. Loyalty
3. Care ( Requires officers and directors to act with the care of an ordinarily prudent person in the same or similar circumstances.
Duty of Care and Need to Mitigate Director Risk Aversion
· ALI’s Principles of Corporate Governance require the corporate director or officer to perform his or her functions:

1. In good faith

2. In a manner that he reasonably believes to be in the best interests of the corporation, and

3. With the care than an ordinarily prudent person would reasonably be expected to exercise in a like position and under similar circumstances.

a. Core: Care expected of an ordinarily prudent person
· Rule: Where a director is independent and disinterested, there can be no liability for corporate loss, unless the facts are such that no person could possibly authorize such a transaction if he were attempting in good faith to meet his duty.  Gagliardi v. Trifoods
Statutory Techniques for Limiting Director and Officer Risk Exposure 

· Most corporate statutes provide mandatory indemnification rights for directors and officers and allow an even broader range of elective indemnification rights.  See Waltuch.
DGCL § 145: Indemnification
	§ 145(a)
	Can indemnify any in any action brought because of person’s connection to corporation so long as the person acted in good faith, even if she loses

	§ 145(b)
	Can indemnify in actions against person by the corporation itself.

BUT: No indemnification if person is found liable to the corporation unless the court decides it is proper.

	§ 145(c)
	Mandatory indemnification for directors and officers who are successful on the merits in defending actions described in (a) or (b).

	§ 145(f)
	Vague provision saying other provisions of § 145 aren’t exclusive.

	§ 145(g)
	Corporation can purchase insurance against any liability asserted or incurred by affiliated persons whether or not the corporation could indemnify for it.


· Limit under DGCL § 145(a), (b) and (c) ( Losses must come from actions taken on behalf of the corporation acting in good faith and cannot arise from a criminal conviction.

· Corporations are also authorized to pay the premia on directors and officers liability insurance under DGCL § 145(f) and RMBCA § 8.57.

Business Judgment Rule
· Core idea: Courts should not second-guess good faith decisions made by independent and disinterested directors.  Courts will not decide (or allow a jury to decide) whether the decisions of corporate boards are either substantively reasonable by the RPP test or sufficiently well-informed by the same test.  Kamin v. American Express Co.
· A decision is generally said to constitute a business judgment (and give rise to no liability for ensuing loss) when it:

1. Is made by financially disinterested directors or officers

2. Who have become duly informed before exercising judgment and

3. Who exercise judgment in a good faith effort to advance corporate interests.
· In other words…the decision to which someone seeks to have the business judgment rule applied should be:

1. Disinterested

2. Independent, AND
3. Well-informed

· Reasons to have a business judgment rule:

1. Procedural reason: When the courts invoke the business judgment rule, they are, in effect, converting what would otherwise be a question of fact – whether the financially disinterested directors who authorized this money-losing transaction exercised the same care as would an RPP in similar circumstances – into a question of law for the court to decide.

2. Substantive reason: To convert the question of whether the standard of care was breached into the related, but different questions of whether the directors were truly disinterested and independent and whether their actions were not so extreme, unconsidered, or inexplicable as not to be an exercise of good faith judgment.

3. A certain amount of innovation and risk-taking are essential if businesses are to grow and prosper.  We don’t want directors to be too conservative.

4. Courts are not good at making the risk/return calculus, especially from the position of hindsight.

5. Directors are poor cost-avoiders.  They serve only a few companies and cannot incorporate the cost of mistakes into the prices they charge.

· Duty of care + business judgment rule = scheme that looks quite closely at the process by which the director or officer makes his decision, but gives very little scrutiny to the substantive wisdom of the decision itself.

· Possible consequences of violating the duty of care:

1. Liability for damages ( shareholders’ derivative suit

2. Injunction to block a proposed transaction

· Realities of litigation

1. It is rare for directors and officers to be found liable for breach of duty of care, as opposed to breach of duty of loyalty.  Most cases purporting to impose liability for breach of duty of care have probably really been cases where the court believed the directors were engaged in self-dealing (i.e., violated their duty of loyalty), but because the proof of self-dealing was not strong enough, the court based its decision on lack of due care.

2. Cf. Smith v. Van Gorkom, in which the Delaware Supreme Court found the directors of a corporation liable for damages based on breach of duty care because they did not obtain the highest possible price from a takeover bidder, even though the sale price was substantially higher than the stock had ever previously been traded, and even though there was no apparent taint of self-dealing.

a. Smith v. Van Gorkom is a weird case.  Perhaps the key is that the majority of the court felt that the directors acceded to the autocratic leadership of Van Gorkom instead of making their decision in a collaborative way.

b. This case seems most significant for the proposition that the process is exceptionally important in obtaining the benefits of the business judgment rule.

· Liability removed by DGCL § 102(b)(7) for directors who act in good faith and without conflict of interest.  See McMillan v. Intercargo Corp.
· Directed to damages claims.  Directors’ duty of care can still be the basis of an equitable order such as an injunction.

· Under Emerald Partners v. Berlin (implication of Cede II), § 102(b)(7) only becomes a proper focus of judicial scrutiny after the directors’ potential personal liability for the payment of monetary damages has been established.

The Technicolor Case and Delaware’s Unique Approach to Adjudicating Due Care Claims Against Corporate Directors
· An alternative approach to the duty of care was articulated in Cede & Co. v. Technicolor.  Under Cede, if Π succeeds in establishing a prima facie case of board negligence, then instead of being required to also establish causation and damages, the directors – because they are fiduciaries, must prove either due care, or failing that, the entire fairness of the transaction they authorized.  That is, they must prove that the transaction they authorized was entirely fair even though they have no conflicting interest with respect to it.
· Looks less protective than traditional law.

The Board’s Duty to Monitor: Losses “Caused” by Board Passivity
· Three major cases on this duty

1. There is a minimum objective standard of care for directors.  Directors cannot abandon their office but must make a good faith attempt to do a proper job.  Francis v. United Jersey Bank.

a. Most successful claims against directors have come in cases where the director simply fails to do the basic things that directors generally do, such as: attend meetings, learn something of substance about the company’s business, read reports and financial statements given to him by the corporation, obtain help when he sees or ought to see signals that things are going seriously wrong with the business, or otherwise neglects to go through the standard motions of diligent behavior.  See Francis.

2. Does not include a duty to detect wrongdoing or install a system of corporate espionage to ferret out wrongdoing which the directors/officers have no reason to suspect exists.  Graham v. Allis-Chalmers Mfg. Co.  
3. However, the duty of care does require that reasonable control systems be put in place to detect wrongdoing, even where the board has no prior reason to suspect that wrongdoing is occurring.  In re Caremark.  The burden on Π is high to prove a violation of this obligation, under Caremark.

a. § 404 Sarbanes-Oxley requires CEO and CFO of firms with securities registered under the SE Act of 1934 to periodically certify that they have disclosed to the company’s independent auditors all deficiencies in the design or operation, or any material weakness, in the firm’s internal controls.

“Knowing” Violations of Law
· Where the business judgment exercised by the directors or officers was itself a violation of the law, the business judgment rule cannot insulate them.  Miller v. AT&T.
Conflict Transactions: the Duty of Loyalty

· Pennsylvania “Other Constituency Statute”: PCBL § 1715(a): General rule: In discharging the duties of their respective positions, the board of directors, committees of the board, and individual directors of a business corporation may, in considering the best interests of the corporation, consider to the extent they deem appropriate:

1. The affects of any action upon any and all groups affected by such action, including shareholders, employees, suppliers, customers and creditors of the corporation and upon communities in which offices or other establishments of the corporation are located.

2. The short-term and long-term interests of the corporation, including benefits that may accrue to the corporation from its long-term plans and the possibility that these interests may be best served by the continued independence of the corporation.
3. The resources, intent and conduct (past, stated and potential) of any person seeking to acquire control of the corporation.

4. All other pertinent factors.

· Corporate law in every jurisdiction imposes specific controls on 2 classes of corporate actions:

1. Those in which a director or controlling shareholder has a personal financial interest

2. Those that are considered integral to the continued existence or identity of the company.

· Duty of loyalty requires a corporate director, officer, or controlling shareholder to exercise her institutional power over corporate processes or property (including information) in a good faith effort to advance the interests of the company.  The duty of loyalty requires such a person who transacts with the corporation to fully disclose all material facts to the corporation’s disinterested representatives and to deal with the company on terms that are intrinsically fair in all respects.
· Corporate officers and controlling shareholders may not deal with the corporation in any way the benefits themselves at its expense.

Duty to Whom?
· Directors owe loyalty to the corporation as a legal entity.

· Two possible norms dealing with duties:

1. Shareholder primacy.  Dodge v. Ford Motor Co.
2. Directors must act to advance the interests of all constituencies in the corporation, not just the shareholders.

a. Enables corporations to make charitable contributions.  A.P. Smith Manufacturing Co. v. Barlow.
Self-Dealing Transactions

· Key aspect: The Key Player (officer, director or controlling shareholder) and the corporation are on opposite sides of the transaction.
· Check to see if the transaction violates the duty of loyalty.
· There is a pretty strong disclosure rule in which the interested director must make full disclosure of all material facts of which she is aware at the time of the authorization.  See Hayes Oyster.
· We are especially concerned with transactions in which 3 things are true:

· Key Player and corporation are on opposite sides;

· Key Player helped influence corporation’s decision to enter the transaction; AND
· Key Player’s personal financial interests are at least potentially in conflict with the financial interests of the corporation, to such a degree that there is reason to doubt whether Key Player is necessarily motivated to act in the corporation’s best interests.

· Paradigmatic Example: Sale of property from director to corporation, or from corporation to director.

· Parent/subsidiary relations: In general, these parent/subsidiary cases are analyzed the same way as any other case involving the duties of a controlling shareholder to the non-controlling holders.  Some courts might say the parent has a fiduciary obligation to the other shareholders in the subsidiary, but it is not clear how much bite this obligation has.
1. Merger: It will often be the case that the parent wants to turn the subsidiary into a wholly-owned subsidiary, by buying out the minority shareholders and then merging the subsidiary into the parent.  The general rule in these transactions is that the merger must be at a fair price.  See Weinberger.  Main legal issues in these kinds of cases:
a. What price is fair?
b. How should the determination of fairness be made?
2. Dividends: The minority shareholders can plausibly argue that when the parent sets the subsidiary’s dividend policy, the parent is engaged in a self-dealing transaction and that the policy should therefore be closely scrutinized by the court.  However, minority shareholders in this parent/subsidiary situation have generally been unsuccessful at getting the courts to apply the self-dealing rules to dividend transactions.
a. General rule: Even though the parent may be controlling the subsidiary’s dividend policy, so long as that policy satisfies the business judgment rule (seemingly ignoring the requirement for the business judgment rule that the decision-maker not be interested in the decision), it will be upheld by the court.
b. See Sinclair Oil Corp. v. Levin.
3. Self-dealing between parent and subsidiary: If a transaction is found to be self-dealing, it is judged by the same rules applied to self-dealing transactions outside of the parent/subsidiary context.  In general, the minority shareholders in the subsidiary can get a self-dealing transaction struck down if they can show that it was not fair to the subsidiary and that it was not approved by either disinterested directors or disinterested shareholders.
4. Acquisitions and other corporate opportunities: If the parent takes for itself an opportunity (e.g., an acquisition) that the court finds really belongs to the subsidiary, the minority shareholders of the subsidiary will be able to reclaim that opportunity for the subsidiary, or at least recover damages.
5. Disinterested directors: Both for self-dealing transactions and for corporate opportunities, the parent may avoid claims of unfairness by the subsidiary’s minority shareholders if the parent somehow (perhaps temporarily) “undoes” its domination of the subsidiary.  For instance, if the subsidiary has some truly disinterested directors, the parent could let them negotiate on behalf of the subsidiary.
The Effect of Approval by a Disinterested Party
· Most important variable: Fairness.

a. In nearly all states, fairness alone will cause the transaction to be upheld, even if there has been no approval by disinterested directors and no ratification by shareholders.

i. Delaware allows disinterested-director authorization or shareholder ratification to immunize even an unfair transaction from judicial review.  DGCL § 144(a)(1) and DGCL § 144(a)(2).

ii. Fairness is generally determined by the facts as they were known at the time of the transaction.
b. In most courts, the transaction will withstand attack if it is proven fair, even though no disclosure whatsoever is made by the Key Player to his fellow executives, directors or shareholders.  The ALI, however, takes a stricter view ( disclosure concerning the conflict and the underlying transaction is an absolute requirement.
· Safe harbor statutes ( Almost all of these statutes provide that a director’s self-dealing transaction is not voidable solely because it is interested, so long as it is adequately disclosed and approved by a majority of disinterested directors or shareholders. 

· See DGCL § 144, NY Bus Corp Law § 713, Cal Corp Code § 310, and RMBCA § 8.61.
· Under the conventional interpretation of these statutes, the approval of an interested transaction by a fully-informed board has the effect only of authorizing the transaction, not of foreclosing judicial review for fairness.
· See Cookies Food Products v. Lakes Warehouse.
	(Burden of Proof)
	RMBCA § 8.61/DGCL § 144
	ALI Principles of Corporate Governance § 5.02

	Neither board nor shareholders approve.
	Entire fairness (Δ): But see Siliconix.
	Entire fairness (Δ)

	Disinterested directors authorize
	Business judgment rule (Π): Cooke v. Oolie, RMBCA § 8.61(b)(1) & Comment 2
	Reasonable belief in fairness (Π): ALI § 5.02(a)(2)(B)

	Disinterested directors ratify
	Business judgment rule (Π): RMBCA § 8.62(a) & Comment 1
	Entire fairness (Δ): ALI §§ 5.02(c), 5.02(a)(2)(A), 5.02(b).

	Shareholders ratify
	Waste (Π)
	Waste (Π)


· Approval by disinterested board members

· Fairness test necessary for 2 reasons says Eisenberg:
1. Directors, by virtue of their collegial relationships, are unlikely to treat one of their own number with the degree of wariness with which they would approach a transaction with a third party.

2. It is difficult if not impossible to utilize a legal definition of disinterestedness in corporate law that corresponds with factual disinterestedness.
· Disinterested director ratification cleanses the taint of interest because disinterested directors have no incentive to act disloyally and should only be concerned with advancing the interests of the corporation.  Cooke v. Oolie.
· In parent company dealings with subsidiaries, special committees of disinterested independent directors are the most common technique for assuring the appearance and the reality of the fair deal.
· Shareholder Ratification of Conflict Transactions:
· The law must limit the power of an interested majority to bind the minority that is disinclined to ratify a transaction.  See ALI § 5.02(a)(2)(D).

· In addition, the power of shareholders to affirm self-dealing transactions is limited by the corporate “waste” doctrine, which holds that even a majority vote cannot protect wildly unbalanced transactions that, on their face, irrationally dissipate corporate assets.  See ALI § 5.02(a)(2)(D).
· Most courts divide self-dealing transactions into 3 categories:

1. Fair: Will be upheld by nearly all courts whether or not the transaction was approved by disinterested directors or ratified by shareholders.

a. Conflicted transaction approved by shareholder vote is subjected to business judgment review by the courts.  In re Wheelabrator Technologies, Inc.
2. Waste/fraud: If the transaction was so one-sided that it amounts to waste or fraud against the corporation, the courts will usually void it if a stockholder complains.

a. Waste entails an exchange of corporate assets for consideration so disproportionately small as to lie beyond the range at which any reasonable person might be willing to trade.  Lewis v. Vogelstein.

3. Middle ground: Where it is not obvious that the transaction was fair nor that it was wasteful/fraudulent, the court’s response will probably depend on whether there has been director approval or shareholder ratification.  Burden of proof is on Key Player to show that the transaction was approved by either:
a. Disinterested and knowledgeable majority of the board without participation by the Key Player; OR
b. Majority of shareholders after full disclosure of the relevant facts.

a. According to Lewis v. Vogelstein, 
1. Applying the general ratification principles to shareholder ratification is problematic for 3 reasons:

a. In the case of shareholder ratification there is of course no single individual acting as principal, but rather a class or group of divergent individuals – the class of shareholders.  The aggregate quality of the principal means that:

i. Decisions to affirm or ratify an act will be subject to collective action disabilities.

ii. Some portion of the body doing the ratifying may have conflicting interests in the transaction.

iii. Some dissenting members of the class may be able to assert more or less convincingly that the “will” of the principal is wrong or even corrupt and ought not to be binding on the class.
b. In corporation law, the “ratification” that shareholders provide will often not be directed to lack of legal authority of an agent but will relate to the consistency of some authorized director action with the equitable duty of loyalty.

c. When what is “ratified” is a director conflict transaction, the statutory law (DGCL § 144) may bear on the effect of ratification.
2. Also under Lewis v. Vogelstein, the principal novelty added to ratification law by the shareholder context is that the shareholder ratification may be held to be ineffectual:

a. Because a majority of those affirming the transaction had a conflicting interest with respect to it or

b. Because the transaction that is ratified constituted a corporate waste.

· Wheelabrator took a slightly different approach than Lewis v. Vogelstein.  
1. It held that a fully-informed shareholder vote operates to extinguish a claim in only two circumstances:

a. Where the board of directors takes action that, although not alleged to constitute ultra vires, fraud, or waste, is claimed to exceed the board’s authority; and

b. Where it is claimed that the directors failed to exercise due care to adequately inform themselves before committing the corporation to a transaction.

2. Ratification decisions that involve duty of loyalty claims are of 2 kinds:

a. “Interested” transaction cases between a corporation and its directors

i. DGCL § 144(a)(2)

b. Interested transactions between the corporation and its controlling shareholder.

i. Primarily parent-subsidiary merger cases.
· Fairness seems to be the most important variable.
Director and Management Compensation

· This is another type of self-dealing transaction.

· Courts handle the question of executive compensation in much the same way they handle the more general self-dealing problems: they look essentially to the “fairness” of the transaction, and are influenced by the fact that there has been (or has not been) approval by disinterested directors and/or ratification by shareholders.
· Stock options: Right to buy shares of the company’s stock at some time in the future, for a price that is typically set today.

· Compensation schemes are likely to be approved if either:

1. Majority of disinterested directors have approved it, following disclosure of all material facts about it; OR
a. The Key Player in question should not even be in the room when his compensation is discussed if he wants to take advantage of the extra protection from the approval of disinterested directors.

b. In many cases, the decision of the disinterested directors is awarded the protection of the business judgment rule.

2. Shareholders have approved it, following such disclosure.

a. Provides an extra measure of legal insulation.
· Compensation schemes are likely to be upheld if they are, in the court’s judgment, fair to the corporation ( not excessive.
· The amount of compensation must bear a reasonable relationship to the value of services performed for the corporation.

· Shareholders cannot ratify compensation plans that constitute corporate waste.  Lewis v. Vogelstein.

Corporate Opportunity Doctrine
· Corporate opportunity doctrine: When a fiduciary may pursue a business opportunity on her own account if this opportunity may arguably “belong” to the corporation.

· Important distinction between personal and corporate opportunities.

· Three general lines of corporate opportunity doctrine:

1. Expectancy/interest test: Expectancy or interest must grow out of an existing legal interest, and the appropriation of the opportunity will in some degree “balk the corporation in effecting the purpose of its creation.”  Gives the narrowest protection to the corporation.

2. Line of business test: Classifies any opportunity falling within a company’s line of business as its corporate opportunity.  Factors affecting this determination include:

a. How this matter came to the attention of the director, officer, or employee.
b. How far removed from the “core economic activities” of the corporation the opportunity lies.

c. Whether corporate information is used in recognizing or exploiting the opportunity.

3. Fairness test: Court will look into factors such as:

a. How a manager learned of the disputed opportunity.

b. Whether he used corporate assets in exploiting the opportunity.

c. Fact-specific indicia of good faith and loyalty to the corporation.

d. Corporation’s line of business.
· It is critical that the board evaluate the issue of whether or not to take the opportunity in good faith.
· Most courts accept a board’s good faith decision not to pursue an opportunity as a complete defense to a suit challenging a fiduciary’s acceptance of a corporate opportunity on her own account.
· Relevant fiduciary does not necessarily have to present the opportunity to the board as a whole.  Broz v. Cellular Information Systems, Inc.
Duty of Loyalty in Close Corporations

	RMBCA § 8.01
	DGCL §§ 341-356

	Explicitly permits planners to contract around statutory provisions through either general opt-out clauses or opt-out provisions restricted to close corporations.
	Provide specialized close corporation statutes, which companies meeting the statutory criteria of a close corporation can elect to be governed by in lieu of general corporation law.

DGCL § 342 defines close corporation as one with, inter alia, 30 or fewer shareholders.


1. There is no universally accepted definition of close corporations, but the definition propounded in Donahue v. Rodd Electrotype Co. is pretty good.  Under Donahue v. Rodd Electrotype Co., a close corporation is one meeting 3 requirements:

a. Small number of stockholders

b. Lack of a ready market for the corporations stock AND
c. Substantial participation by the majority stockholder in the management, direction and operations of the corporation.

2. Under Donahue v. Rodd Electrotype Co., if a corporation repurchases shares from one stockholder, it must offer to repurchase shares from other holders on the same basis.  We want to avoid freeze-ins.

3. Minority stockholders also have fiduciary obligations to co-stockholders if the minority has been given a veto power over corporate actions.  Smith v. Atlantic Properties.
Shareholder Lawsuits

· Two principal forms of shareholder suits
1. Class action ( Gathering together of many individual or direct claims that share some important common aspects.  FRCP 23.  Types of suits usually brought as direct suits:
a. Voting

b. Dividends

c. Anti-takeover devices

d. Inspection

e. Protection of minority shareholders.

2. Derivative suits ( Assertion of corporate claim against an officer, director, or third party, which charges them with a wrong to the corporation.  Such injury only indirectly harms the shareholders.  FRCP 23.1.  Suits usually brought as derivative suits:
a. Due care
b. Self-dealing
c. Excessive compensation
d. Corporate opportunity
· Both class actions and derivative suits require Πs to give notice to absent parties.

· Both permit other parties to petition to join the suit.

· Both provide for settlement and release only after notice, opportunity to be heard, and judicial determination of fairness of the settlement.

· In both actions, successful Πs are customarily compensated from the fund that their efforts produce.
· Attorneys are the real parties in interest to these types of suits, and attorneys’ fees are the principal incentive to sue.  See Fletcher v. A.J. Industries.
· Laws like NY Bus Corp § 627 (not in statute book) and Cal Corp Code § 800 aim to engineer a fee rule that would discourage strike suits while encouraging meritorious litigation.  This approach seems to have failed in practice.

· Pros and cons of derivative actions: The entire area of derivative actions is highly controversial.

1. Favoring suits:

a. Remedy for insider wrongdoing: Derivative suits are practically the only effective remedy when insider wrongdoing occurs.
b. Deterrent effect: A successful or even threatened derivative suit will have a useful deterrent effect.  Not only will the particular wrongdoer and the particular corporation in whose name the suit is brought be chastened, but potential wrongdoers in other corporations will think twice, lest they face the same kind of action.
c. Legal fees: The deterrent action is generally without direct cost (including attorneys’ fees) to the corporation, since Π’s attorney will only receive fees if he is successful, and he will then receive these fees only out of the recovery that is made on behalf of the corporation.
2. Against derivative suits:

a. Waste of corporation’s time: Mere prosecution of a derivative suit often wastes a lot of the time and energy of the corporation’s senior executives, and any resulting benefit to the corporation is less than the value of this time and energy.
b. Risk-averse managements: Corporate managements will so fear derivative suits that they may become needlessly risk-averse, and may thereby fail to maximize shareholder wealth.
c. Strike suits: Because of the large waste of senior management time when a suit continues through trial, management will often be tempted to settle even suits that have little merit in order to be rid of them.  This incentive gives Π’s lawyers an incentive to bring strike suits.
Standing Requirements (Contemporaneous Ownership Rule)
	FRCP 23.1
	RMBCA § 7.41
	ALI § 7.02

	1. Π must be a shareholder for the duration of the action.
2. Π must have been a shareholder at the time of the alleged wrongful act or omission ( contemporaneous ownership rule.

3. Π must be able to fairly and adequately represent the interests of shareholders, meaning that there are no obvious conflicts of interest.

4. Complaint must specify what action Π has taken to obtain satisfaction from the company’s board (a requirement that forms the basis of the demand requirement) or state with particularity Π’s reasons for not doing so.
	Shareholder may not commence or maintain a derivative proceeding unless she was a shareholder of the corporation at the time of the act or omission complained of.
	Π must have owned his shares at the time of the transaction of which he complains.
Merely requires that the shares be bought before the material facts of the wrongdoing were publicly disclosed or known by Π (§ 7.02(a)(1)).


· Contemporaneous ownership rule:
· Rationale (from comment c to ALI § 7.02):
1. Discourages litigious people from bringing frivolous suits, since they can’t look around for wrongdoing and then buy shares that will support standing.

2. Person who buys after the wrong with knowledge of it may pay a lesser price and would thus receive a windfall if he obtains complete corporate recovery.
· Criticisms:
1. Screens out meritorious suits as well as frivolous ones.

2. Screens out suits where there would be no unjust enrichment.

· Exceptions:
1. Continuing wrong exception: Π can sue to challenge a wrong that began before he bought his shares, but that continued after the purchase.

2.  Operation of law exception: If Π acquires the shares by operation of law, he will be allowed to sue even though he acquired the shares after the wrongdoing, so long as his predecessor in interest owned them before the wrongdoing.  E.g., if Π inherits the shares.
Demand Futility Requirements

	Delaware Courts
	RMBCA §§ 7.42-.44
	ALI §§ 7.03, 7.08, and 7.10

	In practice, demand rarely made due to Spiegel v. Buntrock presumption, and court screens based on 2-part Aronson/Levine test:
Π must establish either that directors are interested/ dominated OR
Must allege facts that create a reasonable doubt of the soundness of the challenged transaction.
	Must make demand unless there will be an irreparable injury (§ 7.42), and if demand is refused, shareholder may continue by alleging with particularity that the board is not disinterested (§ 7.44(d)) or did not act in good faith (§ 7.44(a).
	Must make demand unless irreparable injury (§ 7.03), and if demand is refused and shareholder continues, court will review board motions to dismiss derivative suits using a graduated standard: BJR for alleged duty of care violations (§ 7.10(a)(1)) and reasonable belief in fairness for alleged duty of loyalty violations (§ 7.10 (a)(2)), except no dismissal if Π alleges undisclosed self-dealing (§ 7.10(b)).


· The drafters of ALI § 7.04 decided that the traditional equity rule of pre-suit demand, with its exception for futility was not the best way to adjudicate a board’s colorable disability to claim sole right to control the adjudication of corporate claims.  ALI proposed a universal demand rule under which Π is required to make a demand and if she was not satisfied with the board’s response to her demand, she could institute suit.

· Special litigation committees:
· Now standard feature of derivative suit doctrine, although not triggered in every case (unlike the demand requirement).

· Pros and cons:
· Pros: Furnish a way to screen out strike suits at an early stage in the proceedings.

· Cons: Opponents of the independent committee process argue that such committees are just a whitewash.

· Two possible leads to follow:

1. Delaware in Zapata Corp. v. Maldonado
a. Gives a role to the court itself to judge the appropriateness of a special litigation committee’s decision to dismiss a derivative suit.

b. DGCL § 141(c) allows the board to delegate its authority to a committee, and under that statute, a committee can exercise all the authority of the board to the extent provided in the resolution of the board.

c. Two-step test (used only in demand excused cases):

i. Court should determine whether the committee acted independently and in good faith, and whether the committee used reasonable procedures in conducting its investigation.  If the answer to any of these questions is no, then the court will automatically disregard the committee’s dismissal recommendation and will allow the suit to proceed.
ii. Even if the committee passes all the procedural hurdles of step one, a court may go onto a second step.  Here, the court may determine by applying its own independent business judgment whether the suit should be dismissed.  In Delaware, the committee’s recommendation that the suit be dismissed will not be given the protection of the business judgment doctrine.

2. New York 

a. Applies a rule that, if the committee is independent and informed, its action is entitled to business judgment deference without further judicial second-guessing.

· Courts believe they have a greater ability to review corporations’ business judgment when it comes to deciding whether litigation should go forward.  Under Joy v. North:

1. The court may properly consider such costs as:

a. Attorney’s fees

b. Out-of-pocket litigation expenses

c. Time spent by corporate personnel preparing for and participating in the trial.

d. Indemnification discounted by the probability of liability for such sums.

2. When, having completed the above analysis, the court finds a likely net return to the corporation which is not substantial in relation to shareholder equity, it may take into account 2 others costs:

a. Impact of distraction of key personnel by continued litigation.

b. Potential lost profits which may result from publicity of a trial.

Settlement and Indemnification
· DGCL § 145(b) gives a corporation broad latitude to indemnify officers, directors, and agents for costs in derivative and shareholder suits.
· In theory, special committees could be appointed not only to decide whether to dismiss derivative suits but also to take control and settle them.  This doesn’t happen much, but sometimes it happens successfully.  See Carlton Investments.

· In most states, there are 2 situations in which the corporation may be required to indemnify an officer or director:

1. When the director/officer is completely successful in defending himself against the charges.

a. A few states (notably California) require that success be on the merits.

b. Most states now provide mandatory indemnification so long as Δ is successful on the merits or otherwise (Delaware and New York).

c. Generally, the director or officer will qualify for mandatory indemnification only if he is completely exonerated of wrongdoing.  If the court finds that he has committed wrongdoing, but doesn’t impose financial penalties, most states probably would regard Δ as not having been successful and would therefore not grant him mandatory indemnification.

2. When the corporation has previously bound itself by charter, by law or contract to indemnify.
1. Permissive indemnification usually prohibited in the following circumstances:

2. Δ found to have acted in knowing violation of a serious law.

3. Δ found to have received an improper financial benefit.

4. Δ pays a fine or penalty where the policy behind the law precludes indemnification.

5. Amount in question is a payment made to the corporation in a derivative action.
· If Δ acts in bad faith, Delaware will not indemnify.  DGCL § 145(a).

· Most states do not allow indemnification of a director/officer who has received an improper personal benefit from his actions.  Example: insider trading.

· Nearly all large companies and many small ones carry D&O Liability Insurance.

Assessing Derivative Suits
· Derivative suits can increase corporate value in 2 ways:
1. May confer something of value on the corporation.  The corporation benefits if it recovers compensation for past harms inflicted by a crappy manager.

2. Can deter wrongdoing.

· Costs can be resolved in 2 categories:

1. Direct costs of litigation: Defending and prosecuting successful derivative suits in time and money.

2. Indirect costs: Compensating officers and directors ex ante for their expected litigation costs or insulating them from bearing the costs in the first place.  Example: through insurance.
Transactions in Control
· Exchanging or aggregating blocks of shares large enough to control corporations can create problems resembling those arising from self-dealing and appropriation of business opportunities.

· Investors acquire control over corporations in 2 ways:

1. Purchasing controlling block of stock from existing control shareholder.

a. Controlling shareholder is undoubtedly extracting benefits from the corporation, so he will have to be bribed to give up control with a control premium.

2. Purchasing shares of numerous small shareholders.
Sales of Control Blocks: Seller’s Duties
· Considerations:

1. What a control block is: A person has effective control (and his block is a control block) if he has the power to use the assets of a corporation as he chooses.  Even a minority interest can be controlling.

2. Why control might be worth a premium: The person with the control block has the keys to the corporate treasury.

a. Change of strategy: If an investor has a control block in a corporation, he can influence its strategy.  He can change management, sell off assets, pursue new lines of business, or otherwise directly influence the corporation’s future prospects.  The investor’s changes in strategy can be advantageous for minority shareholders also.

b. Use for personal gain at expense of others: Non-controlling shareholders could also be left worse off.  The investor may pay the premium to get the controlling interest in the corporation and then convert some of the corporation’s assets to his own personal use.  He might do it directly by, e.g., selling corporate property to himself at a very below-market price, or he might do it in a way that would be harder to attack, e.g., paying lower dividends on all stock and using the savings to pay himself an above-market salary as self-appointed president of the company.
c. Seller demands control premium: The seller already has control and is presumably drawing some of the advantages of control that he will lose if he sells and that the non-controlling shareholders don’t have.

3. General rule allows: The general rule is that the controlling shareholder may sell his control block for a premium, and may keep the premium himself.  Zetlin v. Hanson.
4. Exceptions: There are exceptions to the controlling shareholder’s general right to sell his control block for a premium.
a. Looting exception: Controlling shareholder may not knowingly, recklessly, or perhaps negligently, sell his shares to one who intends to loot the corporation by unlawful activity.  Factors considered (these would trigger suspicion in a reasonably prudent seller and provoke a need for further investigation):
i. Buyer’s willingness to pay an excessive price for the shares.

ii. Buyer’s excessive interest in the liquid and readily saleable assets owned by the corporation.

iii. Buyer’s insistence on immediate possession of the liquid assets following the closing, and on immediate transfer of control by resignations of incumbent directs.

iv. Buyer’s lack of interest in the details of how the corporation operates.

b. Sale of vote exception: 
i. As a matter of public policy, courts prohibit the bald sale of a corporate office.

ii. An illegal sale of office is most likely to be found in 2 situations:

a. Where the control block is much less than a majority of the shares, but the seller happens to have unusual influence over the composition of the board.

b. Where the sale contract expressly provides for a separate, additional payment if the seller delivers prompt control of the board.

iii. If a shareholder holds a small minority of the shares but happens to have a large influence over a majority of the board of directors, and as part of this shareholder’s sale of shares, he causes this majority to resign and be replaced by directors controlled by the buyer, the court may find the control premium amounts to a disguised sale of office, and will therefore force the seller to disgorge his control premium.
iv. Even where the court might otherwise order the seller to disgorge the control premium because he has in effect “sold his vote,” the court may reach a contrary decision if the seller’s nominees have been reelected at a subsequent shareholders’ meeting.

c. Diversion of collective opportunity exception: This phrase refers to situations in which for one reason or another, the control premium should really be found to belong either to the corporation or to all shareholders pro rata.  There are 2 main situations where courts have found such a diversion of collective opportunity:
i. Where the court decides that the control premium really represents a business opportunity that the corporation could and should have pursued as a corporation.  Perlman v. Feldmann.
a. Significance of Perlman v. Feldmann: Seems to be fairly narrow.  If the corporation has an unusual business opportunity that it is not completely taking advantage of, this opportunity may not be appropriated by the controlling shareholder in the form of a premium for the sale of control.

ii. Where a buyer initially tries to buy most or all of the corporation’s assets (or to buy stock pro rata) from all shareholders, and the controlling shareholder instead talks him into buying the controlling shareholder’s block at a premium instead.
· Three aspects of the issue:

1. Extent to which the law should regulate premia from the sale of control (i.e., the difference between the market price of minority shares and the price obtained in the sale of the control block.

2. The law’s response to sale of managerial power over the corporation that appear to occur without transferring a controlling block of stock (i.e., a “sale of corporate office”).

3. Seller’s duty of care to screen out buyers who are potential looters.

· Market Rule: Sale of control is a market transaction that creates rights and duties between the parties and not for minority shareholders.  See Zetlin v. Hanson.

· Proponents of minority shareholder rights look to cases like Perlman v. Feldmann.

· This case uses the Punctilio Paragraph from Meinhard to smack down Δs actions because Δ’s actions in siphoning off for personal gain corporate advantages to be derived from a favorable market situation do not betoken the necessary undivided loyalty owed by the fiduciary to the principal.

· Seller of control bloc has the duty to share his gains with the other shareholders.

· This assumes the gains were not already reflected in the price of the stock.  Easterbrook & Fischel
Looting
· Controlling shareholder must screen against selling control to a looter.

· When circumstances would alert an RPP to a risk that the buyer is dishonest or in some material respect not truthful, a duty devolves on the seller to make such inquiry as an RPP would make, and generally to exercise care so that others who will be affected by his actions should not be injured by wrongful conduct.  Harris v. Carter.

Tender Offers: The Buyer’s Duties
· Tender Offer: Offer of cash or securities to the shareholders of a public corporation in exchange for their shares at a premium over market price.  In most cases, the tender offeror aims at acquiring a control block in a diffusely-held corporation that lacks a dominant shareholder or shareholder group.
· Regulatory Structure of the Williams Act has 4 principal elements:

	Section of Williams Act
	Purpose

	§ 13(d)
	Alerts public and the company’s managers whenever anyone acquires more than 5% of the company’s voting stock.

	§ 14(d)(1) and related provisions under §§ 13 and 14 of the SE Act
	Mandates disclosure of the identity, financing, and future plans of a tender offeror, including plans for any subsequent going-private transaction.

	§ 14(e) 
	Anti-fraud provision that prohibits misrepresentations, nondisclosures, and “any fraudulent, deceptive, or misrepresentative” practices in connection with a tender offer.

	§§ 14(d)(4)-(7) and 14(e)
	Dozen rules that regulate the substantive terms of tender offers, including matters such as how long offers must be left open, when shareholders can withdraw previously tendered shares, and how bidders must treat shareholders who tender.


· Williams Act Rules on Tender Offers: These are the main rules imposed by the Williams Act on the tender offers:

1. Disclosure: Any tender offeror (at least one who would own 5%+ of the company’s stock if his offer were successful) must make extensive disclosures.

2. Withdrawal rights: Any shareholder who tenders to a bidder has the right to withdraw his stock from the tender offer at any time while the offer remains open.

3. Pro rata rule: If a bidder offers to buy only a portion of the outstanding shares of t and the holders tender more than the bidder has offered to buy, the bidder must buy in the same proportion from each shareholder.

4. Best price rule: If the bidder increases his price before the offer has expired, he must pay this increased price to each stockholder whose shares are tendered and bought up.

5. 20-day minimum: A tender offer must be kept open for at least 20 business days.  If the bidder changes the price/number of shares he seeks, he must hold the offer open for another 10 days after the announcement of the change.

6. Two-tier front-loaded tender offers: None of these rules prohibit a bidder from making a two-tier front-loaded tender offer.
· The Williams Act does not specifically define tender offer.
· The accumulation of a large amount of stock on the open market, bidding cautiously so as to avoid bidding up the price of the stock to excessive levels is not a tender offer.  The legislative history of the Williams Act reveals that it was passed with full awareness of the difference between tender offers and other forms of large-scale stock accumulations.  Brascan Ltd. v. Edper Equities Ltd.
The Hart-Scott-Rodino Act Waiting Period
· Hart-Scott-Rodino Act: Designed to give the FTC and the DOJ proactive ability to block deals that violate antitrust laws.  If there are no antitrust issues, the HSR Act only affects timing issues.
· The real significance of the HSR Act lies in the waiting periods it imposes before a bidder can commence her offer.
Mergers and Acquisitions
· Three legal forms for pooling the assets of separate companies into either a single entity of a dyad of parent company and a wholly-owned subsidiary:
1. Merger ( Legal event that unites 2 existing corporations with a public filing of a certificate merger, usually with shareholder approval.
a. In a merger-type transaction, shareholders in T end up with stock in the acquiring corporation.  T’s shareholders have a continuing stake in the newly-combined enterprise.

i. The continuity-of-interest aspect is the key factor all the merger-type scenarios have in common.  This is significant for tax and accounting reasons.

b. Types of mergers

i. Traditional statutory merger

a. Requires the consent of T’s board.

b. Minority shareholders are out of luck if they want to maintain holdings in T.

ii. Stock-for-stock exchange ( A makes a separate deal with each of T’s shareholders.

a. Can be carried out over the opposition of T’s board.

b. Minority shareholders may be able to retain their holdings in T.

iii. Stock-for-assets exchange ( Two steps:

a. Step One: A gives stock to T and T gives all or substantially all of its assets to A in exchange.

b. Step Two: T dissolves and distributes A’s stock to T’s shareholders.

c. T’s shareholders do not have to approve a stock-for-assets exchange.

d. Gives A the chance to acquire T’s assets without its liabilities.
2. Purchase (or sale) of all assets
a. In a sale-type deal, T’s shareholders end up with cash (or, perhaps, notes).  Those shareholders no longer have any ongoing stake in either T or A.
b. Tender offers fall under this category.
i. No shareholder vote required.  In essence, the decision of whether or not to tender is a vote.
3. Compulsory share exchange (in RMBCA jurisdictions)

· Two fundamental questions in corporate policy revisited by M&A:
1. Role of shareholders in checking the board’s discretion
2. Role of fiduciary duty in checking the power of controlling shareholders 
Economic Motives for Mergers
· Integration as a source of value:
1. Economies of scale ( Result when a fixed cost of production – such as investment in a factory – is spread over a larger output, thereby reducing the average fixed cost per unit of output.
2. Economies of scope ( Mergers reduce costs not by increasing the scale of production but instead by spreading costs across a broader range of related business activities.
3. Vertical integration ( Merges a company
i. Backward toward suppliers
ii. Forward toward customers
· M&A transactions may generate value for at least 3 other reasons:
1. Tax

2. Agency costs
3. Diversification
· Suspect motivations for mergers:
1. Squeeze-out merger ( Controlling shareholder acquires all of a company’s assets at a low price, at the expense of its minority shareholders.

2. Creates market power in a particular product market and thus allows the post-merger entity to charge monopoly prices for its output.
3. “Mistaken” mergers ( Occur because their planners misjudge the difficulties of realizing merger economies.
Evolution of the U.S. Corporate Law of Mergers
· Delaware and many other states now allow mergers to proceed with only a bare majority of shareholder approval.
· There is also an appraisal – or cash-out – right for shareholders who do not want to participate in the new combined entity.

· From the mid-century onward, it has been permissible under state law to construct a cash-out merger where shareholders can be forced to exchange their shares for cash as long as the procedural requirements for a valid merger are met.

Allocation of Power in Fundamental Transactions
Mergers in Detail
	Statutory mergers generally
	Stock-for-stock exchanges
	Stock-for-asset deals
	Subsidiary mergers

	In all states, boards of directors of both corporations must approve the merger.

In all states, approval by the shareholders of T is also required unless some special exception applies to the particular merger at hand.  See, e.g., DGCL § 251.

· Normally, this approval is by a majority vote, but some states allow the charter to set a higher threshold.

· In most states, a majority of all shares outstanding must approve the merger.

· Exception: Short-form mergers.
The general rule is that A’s shareholders must also ordinarily approve the merger by a majority vote because they are giving up some part of their claim on A’s business.

Exceptions to the rule that holders of both A and T must approve the transaction:

· Whale-minnow mergers.  A’s shareholders need not approve.  Under DGCL § 251(f) for example, any merger that does not increase the outstanding shares of the company by more than 20% ordinarily need not be approved by A’s shareholders.
· Short-form mergers.  If corporations are basically in a parent-subsidiary relationship, they can be merged without approval of either set of shareholders.  Under DGCL § 253, a short-form merger is allowed where A owns 90% of T.
	Relatively undemanding procedural requirements in most states.
Acquiring side: Needs approval of A’s board.  A’s shareholders do not have to approve the transaction generally.
Target side: Approval by T’s board generally not needed.  A is simply arranging to buy shares from each of T’s shareholders in a separate transaction, so no corporate action is taking place on T’s side.

Shareholder approval: Does not have to be formally approved by T’s shareholders.  Each of T’s shareholders “votes” in the sense that he decides whether to exchange his shares or keep them.

Minority can remain.
	Acquiring side: Board approval necessary.  Shareholder approval not necessary generally.
Target side: T’s board of directors must initiate and approve the transaction.  The transaction must be approved by a majority of the stockholders.  Remember: for a sale of all or substantially all of the assets, the transaction must, in most states, be supported by the votes not just of a majority of the shares actually voting, but a majority of the shares entitled to vote.
Normally, T will eventually liquidate and distribute its assets (which will consist of the shares of A received during the exchange) to shareholders in proportion to their holdings.
	The approval requirements for forward and reverse mergers are identical.
Acquiring side: A and SubA’s boards must both approve the transaction.  SubA’s approval is only a formality because the directors are either the same as those of A or hand-picked by A’s directors.  A will vote in the manner determined by A’s management.  So, approval from the acquiring side is a formality.

Target side: T’s board and shareholders will have to approve the plan of merger.  Once a majority of T’s shareholders approve the transaction, the dissenting shareholders will have to go along anyway since this is a merger.


· There is a universal requirement that shareholders approve material amendments to the articles of incorporation.
· Shareholders invest on the basis of the provisions of the charter, and they should get a say in anything that alters their investment to protect investors’ reasonable expectations.
· Shareholders must approve
1. Corporate dissolution ( nullifies the charter

2. Corporate merger ( in which the surviving corporation’s charter may be amended.

3. Shareholders of a selling company must vote to approve the sale of substantially all of the corporation’s assets even though no change in the company’s charter occurs.

· Delaware Law

· Mergers require a vote on the part of T and A except A’s shareholders do not vote when A is much larger than T.  DGCL § 251(b).

· Steps under § 251:

1. A and T boards negotiate the merger.

2. Proxy materials are distributed to shareholders as needed.

3. T’s shareholders always vote ( § 251(c).  A’s shareholders vote if A’s outstanding stock increases by more than 20% ( § 251(f).

4. If majority of shares outstanding approve, T’s assets merge into A, T’s shareholders get A’s stock.  Certificate of merger is filed with the secretary of state.
5. Dissenting shareholders who had a right to vote have appraisal rights.

· Sales of substantially all assets require a vote by T’s shareholders, but purchases of assets do not require a vote.  DGCL § 271.

· Steps for stock/asset acquisition under § 271:

1. Once again, A’s and T’s boards negotiate the deal.

2. But now only T’s shareholders get voting and appraisal rights (because only T is being “bought”).

3. Transaction costs are generally higher because title to the actual physical assets of the target must be transferred to the acquirer.

4. After transfer, selling corporation usually liquidates the consideration receives (e.g., cash) to its stockholders.

· Allen & Kraakman tentatively suggest that agency concerns relating to shareholder control over managers, rather than size or shareholder competence, are the binding functional determinants of when the law requires a shareholder vote.

Overview of Transactional Form
· The meaning of all or substantially all is not clear.  Katz v. Bregman and DGCL § 271.
· In Katz, a sale of 51% of the assets producing 45% of the profits was called “substantially all” of the assets, but this was probably something the judges did to create a fair result for shareholders.
· 3 Principal Legal Forms of Acquisitions

	A can buy all of T’s assets
	A can buy all of T’s stock
	A can merge itself or a subsidiary corporation with T on terms that ensure A’s control of the surviving entity.

	DGCL § 271

Takes a broader view of substantially all in order to give courts the flexibility to give shareholders a fair result where the court suspects the shareholders are getting screwed.

RMBCA § 12.02

Substantially all is intended to have a literal interpretation.
	A must purchase 100% of T’s stock to acquire a corporation in the full sense of obtaining complete dominion over its assets.
Short-form merger statutes allow a 90% shareholder to cash out the minority unilaterally.

Delaware has no compulsory share exchange statute.

In Delaware, lawyers have invented the 2-step merger in which the boards of T and A negotiate:

1. Tender offer for most or all of T’s shares at an agreed-upon price, which T promises to recommend to its shareholders.

2. Merger between T and a subsidiary of A, which is to follow the tender offer and remove minority shareholders who failed to tender their shares.
	In most states, a valid merger requires a majority vote by the outstanding stock of each constituent corporation that is entitled to vote.
Default Rule: All classes of stock vote on a merger unless the certificate of incorporation expressly states otherwise.

DGCL § 251 does not also protect preferred stock with the right to a class vote in most circumstances.  In Delaware, the most important source of preferred voting rights on a merger is the charter itself.
The voting common stock of collapsing corporation always has voting writes.  The common stock of the surviving corporation as well as that of the collapsed corporation, is generally required to vote on a merger except when three conditions are met:

1. Surviving corporation’s charter is not modified.

2. The security held by the surviving corporation’s outstanding common stock will not be increased by more than 20%.

3. The surviving corporation’s outstanding common stock will not be increased by more than 20%.


· For mergers, higher or special voting requirements can be established by charter or by state anti-takeover statutes.  See DGCL § 203.
· Triangular mergers ( A has a strong incentive to preserve a liability shield through T’s separate incorporation.  This can easily be done by merging T into a wholly-owned subsidiary of A (or by merging subsidiary into T).
1. Forward triangular merger: A creates a subsidiary for the purpose of the transaction.  T is then merged into SubA.  T’s shareholders receive stock in A, not SubA.

a. Rationale: 

i. This technique is guaranteed to eliminate all minority interest in T.  Every T shareholder must become a shareholder of A.

ii. Arrangement does not have to be approved by A’s shareholders.  Approval comes from SubA’s sole shareholder (A, probably in a vote by A’s management).

2. Reverse triangular merger: SubA merges into T.

a. Final result is exactly the same as in a stock-for-stock exchange in which A succeeds in acquiring all T’s shares.

b. Rationale: This is a popular merger form.

i. In most states, a stock-for-stock exchange can be obstructed by minority shareholders of T, whereas the reverse triangular merger eliminates all shareholders in T.

ii. Advantages over direct merger:

a. If T is merged into A, A acquires all of T’s liabilities but also places A’s own assets at risk to satisfy those liabilities.
b. A’s shareholders don’t have to vote to approve the transaction.

iii. Advantage over forward triangular merger: Since T survives as a separate legal entity, certain rights and properties of T are more likely to remain intact.
Structuring the M&A Transaction
· Two types of specialized merger provisions that are particularly important:
1. Lock-up provisions are designed to protect friendly deals from hostile interlopers.

2. Fiduciary out provisions.
Taxation of Corporate Combinations
· Important aspect of tax planning for M&A transactions: Attempt to defer the recognition of any realized shareholder gain.
· Forms of Reorganization under the Internal Revenue Code

1. Under § 368(a)(1)(B) (stock-for-stock exchange), 3 types of reorganizations are possible:

a. Standard: A acquires in exchange solely for its voting stock, 80% of the voting power of T and 80% of each class of any T non-voting equity.

b. In the subsidiary B reorganization, A acts through a first-tier subsidiary that uses not its own voting securities but solely those of A.

c. In the forced B reorganization, there is a reverse triangular merger in which T’s shareholders receive A’s voting stock.
i. Problem: A must learn from T’s shareholders what basis it carries forward in T’s stock.

2. 3 forms of reorganization under § 368(a)(1)(C) (stock-for-assets exchange) – the acquisition of substantially all of T’s assets solely for voting stock:
a. Standard: A acquires substantially all of T’s assets solely in exchange for its voting stock.

b. Forward triangular merger form: A’s subsidiary, S, acquires substantially all of T’s assets in exchange “solely” for voting stock of A.

c. Forward triangular merger form in which T merges into S and T’s shareholders receive only A’s voting stock.

3. Under § 368(a)(1)(A) (statutory merger), there is a transaction that has no requirement that consideration be solely for stock, that any stock used be “voting” stock, or that substantially all assets be acquired.  Can be accomplished in triangular form.  An A reorganization must meet 3 principal requirements in addition to being a merger/consolidation under state law.
a. There is a business purpose and not merely a tax-avoidance purpose for the transaction.

b. Satisfies a continuity of interests test.
c. Satisfies the continuity of business enterprise requirements.

Appraisal Remedy
· Every U.S. jurisdiction provides an appraisal right to shareholders who dissent from qualifying corporate mergers.
· A & K think appraisal right are never justified in arm’s length transactions in which consideration is either cash or a publicly-traded security because this transaction will produce something close to market value for the stock.
Exclusivity of Appraisal Rights
	Appraisal probably not the only remedy.
	Appraisal is the only remedy.

	Illegality: Appraisal remedy almost never prevents a shareholder from attacking the transaction on the grounds that it is illegal under the general corporation statute.

Procedural irregularity: If the parties to the transaction have not complied with procedural requirements, the transaction can be attacked notwithstanding the availability of appraisal.

Deception of shareholders: If approval is obtained only by deception, most states will allow a shareholder to enjoin the transaction rather than require him to use the appraisal remedy.

Self-dealing: The court is more likely than in the arm’s-length situation to find that there has been a form of fraud in the broad sense on shareholders and enjoin the transaction despite the availability of appraisal.
	Unfairness: Appraisal is the only remedy if the shareholder thinks the transaction is a bad deal for shareholders, so long as the transaction was an arm’s-length one.  This might not apply if there was gross unfairness.


· Parent-subsidiary mergers or any mergers involving self-interested controlling shareholders continue to provide a compelling justification for appraisal remedies or something like that, at least in the case of publicly-traded firms.
· The Delaware Supreme Court decided that appraisal is the exclusive remedy of minority shareholders cashed out in a DGCL § 253 short-form merger.
· The basic concept of value under the appraisal statute is that the stockholder is entitled to be paid for that which has been taken from him, vis-à-vis his proportionate interest in a going concern.
· Market-out Rule
· Appraisal process (DGCL § 262):
· Shareholders get notice of appraisal right at least 20 days before shareholder meeting.  (§ 262(d)(1)).
· Shareholder submits written demand for appraisal before shareholder vote, and then votes against (or at least refrains from voting for) the merger. (§ 262(d)(1)).
· If merger is approved, shareholder files a petition in Chancery Court within 120 days after merger becomes effective demanding appraisal (§ 262(e)).
· Court holds valuation proceeding to “determine [the shares’] fair value exclusive of any element of value arising from the accomplishment or expectation of the merger.”  (§ 262(h)).
· No class action device available, but Chancery Court can apportion fees among Πs as equity may require.  (§ 262(j)).
· DGCL § 262 restores the appraisal remedy if T’s shareholders receive as consideration anything other than
1. Stock in the surviving corporation.

2. Any other shares traded on a national security exchange.
3. Cash in lieu of fractional shares.
4. A combination of the above.
· Two dimensions to appraisals:
1. Definition of the shareholder’s claim (i.e., what it is specifically that the court is supposed to value).

2. Technique for determining value.

· Market-Out Rule (DGCL § 262(b)): Get appraisal rights in statutory merger.
· BUT: Under § 262(b)(1), don’t get appraisal rights if your shares are market-traded or company has 2000 shareholders or shareholders are not required to vote on the merger.
· BUT: Under § 262(b)(2), do get appraisal rights if your merger consideration is anything other than shares in surviving corporation or shares in third company that is exchange-traded or has 2000 shareholders (with de minimis exception for cash in lieu of fractional shares).
· Valuation methods:

· Exclude the influence of the transaction: One rule that most courts and statutes agree on is that the fair value of the shares must be determined without reference to the transaction that triggers the appraisal right.
· If T is persistently the subject of takeover rumors because it is perceived as having undervalued assets, T’s value to some unspecified acquirer probably can be taken into account in determining the value of T’s shares under most statutes.
· Delaware law clearly defines the dissenting shareholder’s claim as a pro rata claim on the value of the firm as a going concern.  The statute explicitly seeks to measure the fair value of dissenting shares, free of any element of value that might be attributed to the merger.  The Delaware Supreme Court has made it clear that such value is to include all elements of future value that were present at the time of the merger, excluding only speculative claims of value.
· Delaware block method: The court considers three factors:
· (1) Market price of the shares just before the transaction is announced.
· (2) Net asset value of the company.
· (3) Earnings valuation of the company.
· The court is not required to give equal weight to these factors.
· After Weinberger, the discounted cash flow (DCF) methodology is the most common valuation technique in appraisal cases.  In the typical case, each side presents a detailed evaluation of the firm, with a projection of future cash flows and an estimate of the appropriate cost of capital for discounting those expected cash flows and an estimate of the appropriate cost of capital for discounting those future cash flows to present value.
· Now Delaware courts must consider:
· Valuation studies prepared by the corporation for its own purposes.
· Expert testimony about how much A would be likely to have paid in the present situation (including testimony about the takeover premium, i.e., the amount by which the price paid in a takeover generally exceeds the market value of T just before the announcement of the takeover).
· See In re Vision Hardware
· Appraisal is permitted by not required when corporation’s charter is amended or when substantially all of its assets are sold ( DGCL § 262(c)
· In appraisal proceedings, shareholders do not get any element of value arising from the accomplishment or expectation of the merger ( DGCL § 262(h)
Shareholder Voting & Appraisal: Summary
	
	Statutory Merger (DGCL § 251, RMBCA § 11.02)
	Asset Acquisition (DGCL § 271, RMBCA § 12.01-.02)
	Share Exchange (RMBCA § 11.03)

	T voting rights
	Yes – Need majority of shares outstanding (DGCL § 251(c)) or majority of shares voting (RMBCA § 11.02(e))
	Yes – If “all or substantially all” assets are being sold (DGCL § 271(a)) or no “significant continuing business activity” (RMBCA § 12.02 (a))
	Yes – Need majority of shares voted (RMBCA § 11.04(e)).

	A voting rights
	Yes – Unless <20% of shares being issued (DGCL § 251(f); RMBCA § 11.04(g)).
	No (though stock exchange rules might require vote to issue new shares).
	Yes – Unless <20% of shares being issued (RMBCA § 11.04(g)).

	Appraisal rights
	Yes – If T shareholders vote unless stock market exception (DGCL § 262, RMBCA § 13.02).
	Yes – Under RMBCA if T shareholders vote unless stock market exception (RMBCA § 13.02(a) (3)).
No – In Delaware unless provided in the charter (DGCL § 262(c)).  See, e.g., Hariton v. Arco.
	Yes – Unless stock market exception (RMBCA § 13.02).


· Appraisal rights in triangular mergers:

· Forward triangular merger:
· A’s side: Shareholders do not get appraisal rights.

· T’s side: Generally will be appraisal rights.

· Reverse triangular merger:
· A’s side: Shareholders probably do not have appraisal rights.

· T’s side:
· Statutory merger: T’s shareholders probably have appraisal rights because they have the right to approve the transaction.

· Stock-for-assets deal: Literal readings of most appraisal statutes suggest T’s shareholders do not have appraisal rights.

· Judge might apply the de facto merger doctrine to give T’s shareholders a right of appraisal.
The De Facto Merger Doctrine
· When the doctrine is accepted, the most common result is that selling shareholders get appraisal rights.  There are other possible consequences including that selling shareholders get a right to vote on the transaction, which they might not otherwise have and that creditors of the seller may have a claim against the buyer, which they might not otherwise have.

· Delaware rejected the de facto merger doctrine in Hariton v. Arco.

	DGCL § 271
	RMBCA § 13.02

	The corporation has the right to sell all of its assets in exchange for stock in another corporation.
	Removes the issue of de facto mergers by giving shareholders a right to dissent and seek appraisal every time a restructuring is authorized.


Duty of Loyalty in Controlled Mergers
· The exercise of control that gives rise to an obligation of fairness is best defined as the de facto power to do what other shareholders cannot, such as the controller’s power to access non-public corporate information or influence the board to approve a transaction (e.g., a merger) with another company in which the controller is financially interested.
· Under Weinberger, the concept of fairness has 2 aspects:

· Fair dealing ( Embraces questions of:

· When the transaction was timed

· How it was initiated, structured, negotiated, disclosed to the directors, and 

· How the approvals of directors and the stockholders were obtained.

· Includes the duty of candor.

· The directors need to have all the same information.  It violates a duty of candor for some directors to withhold information from or fail to provide information to other directors.  Weinberger.

· Fair price ( Relates to the economic and financial considerations of the proposed merger, including all relevant factors:
· Assets
· Market value

· Earnings

· Future prospects

· Other elements that affect the intrinsic or inherent value of the company’s stock.

· As of Weinberger, all of the above must be considered by the agency in fixing value.  See also DGCL § 262.
· In Cede v. Technicolor, the court held that Π could simultaneously pursue both an appraisal and a claim for a breach of fiduciary duty.
· Fairness actions predominate over appraisal remedies because:

1. Appraisal may not be available because of the market-out provisions of the statute.  See DGCL § 262(b)(1), (2)
2. Unlike an appraisal suit, an action claiming breach of fiduciary duty can be brought before the effectuation of the merger, which provides to Πs an opportunity to request preliminary injunction – an application that can greatly increase Π’s settlement leverage.

3. Suits for breach of fiduciary duty can be, and most often are, brought as class actions, which affords counsel a means to get paid from the class settlement or the corporation, in the event that any good consequence follows from the initiation of the suit.

· The principal devices for approving entire fairness ( shareholder ratification and independent director approval ( are available in controlled mergers also.

· The exclusive standard of judicial review in examining the propriety of an interested cash-out merger transaction by a controlling or dominating shareholder is entire fairness.  Kahn v. Lynch.

· Negotiated mergers are governed by DGCL § 251.

· Stringent entire fairness review governs regardless of whether:

i. The target board was comprised of a majority of independent directors.

ii. A special committee of the target’s independent directors was empowered to negotiate and veto the merger.

iii. The merger was made subject to approval by a majority of the disinterested target stockholders.

· Approval of the transaction by an independent committee of directors or an informed majority of minority shareholders shifts the burden of proof on the issue of fairness from the controlling or dominating shareholder to the challenging shareholder-Π.  Kahn v. Lynch.
· The mere existence of an independent committee does not shift the burden.  Two factors are required according to Kahn v. Lynch:

i. Majority shareholder must not dictate the terms of the merger.

ii. Special committee must have real bargaining power that it can exercise with the majority shareholder on an arm’s length basis.

· If a valid committee approves the transaction, there are 2 possible responses:

1. Treat special committee’s decision as that of a disinterested and independent board.

2. Continue to apply the entire fairness test, even if the committee appears to have acted with integrity, since a court cannot easily evaluate whether subtle pressure or feelings of solidarity have unduly affected the outcome of the committee’s deliberation.
· Two strands of Delaware jurisprudence articulated in Pure Resources:
· Controlling shareholder who sets the terms of a transaction and effectuates it through his control of the board has a duty of fairness to pay a fair price.  
· If the controlling shareholder skips the board and “offers” a transaction to the public shareholders in the form of a tender offer, he does not have a duty to pay a fair price under Delaware law as long as the offer is not coercive.
· Controlled by DGCL § 253.
· Delaware case precedent facilitates the free flow of capital between willing buyers and willing sellers of shares, so long as the consent of the sellers is not procured by inadequate or misleading information, or by wrongful compulsion.
Public Contests for Corporate Control
Defending Against Hostile Tender Offers
· Unocal
· Board’s power to defend against a hostile tender offer comes from DGCL §§ 141(a) and 160(a).
· Directors can deal selectively with shareholders as long as they don’t act out of a sole or primary purpose to entrench themselves in office.

· When a board considers a pending takeover bid, they need to determine if the offer is in the best interests of the shareholders.  The board may fairly consider:

· The interests of long-term investors versus short-term spectators.
· Inadequacy of the offer.

· Providing stockholders with senior debt instead of junk bonds.

· Nature and timing of offer.

· Questions of illegality.

· Impact on constituencies other than shareholders.

· Risk of non-consummation.

· Quality of securities being offered in the exchange.

· The defense has to be reasonable relative to the threat posed.  If it is, the board’s judgment will be judged according to the business judgment rule.
Structural Defenses (Shark Repellant)
…in increasing degrees of potency…
	Golden parachutes
	Large payments to management team and sometimes to employees (silver parachutes) in the event of a takeover.

	Anti-greenmail provision
	Prohibits the board from buying back a stake from a large block-holder at a premium price.

	Supermajority voting provisions
	Requires supermajority vote (e.g., 80%) to approve certain business combinations, e.g., sale of assets, liquidation, freeze-out, often with a “fair price” out.

	Poison pill
	Dilutes A’s stake after hitting a certain trigger threshold of ownership (typically 10%-25%).

	Staggered board
	Allows only a fraction of directors (typically ⅓) to stand for election every year.

	Dual class stock
	Two classes of stock with different voting rights, e.g., voting and non-voting stock.


Tactical Defenses
	Greenmail (+ standstill agreement)
	Agreeing to purchase a bidder’s shares at an attractive price.

	Leveraged recapitalization
	Issuing new debt to buy back shares or issuing a cash dividend.

	Pac Man defense
	Making a bid for the bidder.

	“Bulking up”
	Buying another company to make hostile acquisition more difficult.

	“Crown jewel” defense
	Selling off key assets.

	White knight defense
	Seeking out a friendly acquirer, typically at a higher price than the hostile bid.

	White squire defense
	Seeking out a friendly party willing to buy a substantial stake as a defense against bidder.


The Poison Pill
· Plan: Rights to buy the company’s stock at a discounted price are “distributed” to all shareholders.  These rights are triggered – i.e., become exercisable to actually buy discounted stock – only if someone acquires more than a certain percentage of the company’s outstanding stock (e.g., 10% or 15%) without first receiving the target board’s blessing.  Moreover (this is key), the person whose stock acquisition triggers the rights is herself excluded from buying discounted stock.  Thus, her holdings will be severely diluted.
· Flip-in pills: If someone acquired a 10% block, each outstanding right would “flip into” a right to acquire some number of shares of T’s common stock at ½ the market price for the stock.

· Implementing a flip-in poison pill:

1. Rights plan adopted by board vote.  Shareholder vote not necessary as long as the board has the requisite provision in the charter allowing it to issue blank check preferred stock.

2. Rights are distributed by dividend and remain “embedded in the shares.”

3. Triggering event occurs (it never does) when prospective A buys >10% of outstanding shares.  Rights are no longer redeemable by the company and soon become exercisable.

4. Rights are exercised.  All rights holders are entitled to buy stock at ½ price, except A whose rights are cancelled.

· Flip-over pills: Purported when triggered to create a right to buy some number of shares of stock in the corporation whose acquisition of target stock had triggered the right.

· Less effective than flip-in rights because a hostile party might acquire a large block of T’s stock but propose no self-dealing transaction which would trigger the rights.

· In Moran v. Household International, it was contended that the flip-over pill was issued pursuant to DGCL §§ 151(g) and 157.  The court also said that DGCL § 141(a) concerning the management of the corporation’s “business and affairs” also provides the board additional authority on which to enact flip-over pills.

· All that is required to adopt a pill is a board meeting, not a shareholder vote.
Types of Poison Pills
	Flip over pill
	Gives T shareholders other than the bidder the right to buy shares of the bidder at a substantially discounted price.

	Flip in pill*
	Gives T shareholders other than the bidder the right to buy shares of T at a substantially discounted price.

	Chewable pill
	Pill disappears if fair price criteria are met (e.g., fully-financed 100% offer for a 50% or more premium over current market price).

	Slow hand pill**
	Pill that may not be redeemed for a specified period of time after change in the board composition.

	Dead hand pill**
	Pill that may only be redeemed by the continuing directors.

	No hand pill**
	Pill that may not be redeemed by current or future boards for the life of the pill (usually 10 years)


* Might be illegal in California.
** Illegal in Delaware, but legal in Maryland and Georgia.

Choosing a Merger or Buyout Partner: Revlon, its Sequels, and its Prequels
· The board doesn’t have complete freedom to choose its merger or buyout partner.  It needs to at least have a colorable reason and show deliberation.  Plus, shareholders must have all the information they need to make an informed vote.  Smith v. Van Gorkom.
· Revlon
· Even if you have a conflicting contractual obligation, you can’t weasel out of your fiduciary duties.

· Revlon triggers:
1. When a corporation initiates an active bidding process seeking to sell itself or to effect a business reorganization involving a clear break-up of the company.

2. Where, in response to a bidder’s offer, T abandons its long-term strategy and seeks an alternative transaction involving the break-up of the company.
· Revlon duties are likely to be triggered when mergers create shareholdings with between 30 and 35% of the voting rights in widely-held companies.

· Revlon duties clarified:

· Level playing field among bidders: When several suitors are actively bidding for control of a corporation, the directors may not use defensive tactics that destroy the auction process.  When multiple bidders are competing for control, fairness forbids directors from using defensive mechanisms to thwart an auction or favor one bidder over another.

· Market check required: When the board is considering a single offer and has no reliable grounds upon which to judge its adequacy, fairness demands a canvas of the marketplace to determine if higher bids may be elicited.

· Exemption allowed in (very) limited circumstances: When the directors possess a body of reliable evidence with which to evaluate the fairness of a transaction, they may approve the transaction without conducting an active survey of the marketplace.

· Three kinds of possible threats:

· Structural coercion: The risk that disparate treatment of non-tendering shareholders might distort shareholders’ tender decision.

· Opportunity loss: A hostile tender offer might deprive T’s shareholders of the opportunity to select a superior alternative offered by management.

· Substantive coercion: The risk that shareholders will mistakenly accept an underpriced offer because they disbelieve management’s representations of intrinsic value.

	
	Revlon mode less likely
	Revlon mode more likely
	

	Consideration
	All stock

(
	All cash

(
	Institutional competence theory (e.g., Revlon).

	Size of T versus A
	Merger of equals

(
	Whale/minnow

(
	Institutional competence theory (e.g., Revlon)

	A shareholders
	Widely held

(
	Controlling shareholder

(
	Sale of control theory (QVC)


Pulling together Unocal and Revlon
· Under Paramount v. Time, corporate directors have a mandate to set a corporate course of action, including time frame, designed to enhance corporate profitability.  Absent a limited set of circumstances defined under Revlon, directors do not have to act in the direction of short-term shareholder value maximization.
· Under Paramount v. QVC, there are 2 situations in which the courts will apply enhanced scrutiny:

1. Adoption of defensive measures in response to a threat to corporate control.

2. Approval of a transaction resulting in a sale of control.

· It also makes a difference if, after the sale of control, there will be only one controlling shareholder so that the shareholders will not have any leverage in the future to demand another control premium.
· In a sale of control context, directors have one primary objective ( to secure the transaction offering the best value reasonably available for the stockholders ( and they must exercise their fiduciary duties to further that end.

· Directors have the burden of establishing that they were adequately informed and acted reasonably.

· Enhanced scrutiny for board action can be mandated by:

1. Threatened diminution of current stockholders’ voting power.

2. Fact that an asset belonging to the public stockholders (e.g., a control premium) is being sold and may never be available again.

3. Traditional concern of Delaware courts for actions which impair or impede stock voting rights.

· Asset lock-ups create rights to acquire specific corporate assets that become exercisable after a triggering event, such as a target shareholder vote disapproving a merger or a target board’s decision to sign an alternative merger agreement.

· Two justifications

· May be necessary to compensate a friendly buyer for spending the time, money, and reputation to negotiate a target when a third party ultimately wins the target.

· Boards of T and A see unique benefits from the favored transaction that T’s shareholders might not recognize, and these boards therefore wish to minimize the possibility that a third party might break up the deal.

· Commonly triggered by:

· Failure of board to recommend a negotiated deal to shareholders in light of the emergence of a higher offer (thus employing a fiduciary out).

· Rejection of negotiated deal by a vote of T’s shareholders.

· Later sale of assets to another firm.

· DGCL § 251(c) was amended to validate contracts that require the board to submit a merger proposal to shareholders for a vote even if there is a better offer now on the table.

· Fiduciary-out provisions: Specify that if some triggering event occurs (such as a better offer or an opinion from outside counsel that the board has a fiduciary duty to abandon the original deal), then T’s board can avoid the contract without breaching it.

State Anti-takeover Statutes
State Regulation of Hostile Takeovers
	Acquiring a Control Block


	Second-Step Freeze-Out

	Control share acquisition statutes (27 states): Prevent a bidder from voting its shares beyond a given threshold (20%-50%) unless a majority of disinterested shareholders vote to approve the stake.
	Business combination (freeze-out) statutes (33 states): Prevent a bidder from merging with T for 3-5 years after gaining a control stake unless approved by T’s board.

	Other constituency statutes (31 states): Allow the board to consider non-shareholder constituencies.
	Fair price statutes (27 states): Set procedural criteria to determine a fair price for freeze-outs.

	Pill validation statutes (25 states): Endorse the use of a poison pill against a hostile bidder.
	


· First generation: Addressed both disclosure and fairness concerns and was generally limited to attempted takeovers of companies with a connection to the enacting state.  These statutes were invalidated because they were preempted by the Williams Act.
· Second generation: Exemplified by the control share statute which resists hostile takeovers by requiring a disinterested shareholder vote to approve the purchase of shares by any person crossing certain levels of share ownership in the company that are deemed to constitute acquisition of control.

· Indiana’s statute to this effect was upheld in CTS Corp.
· Third generation: Followed the Supreme Court’s holding in CTS Corp. that state anti-takeover legislation is consistent with the Williams Act and the Commerce Clause if it allows a bidder to acquire shares, even if it makes such acquisition less attractive in some circumstances.

· Redemption rights statute: Allows shareholders to bring appraisal action not merely for freeze-out mergers but also whenever a person makes a controlling share acquisition, defined as an acquisition of 30% of a corporation’s stock.

· Constituency statutes: Allow, or in some states require, T’s board to consider the interests of constituencies other than the shareholders when determining what response to take to a hostile takeover offer.

· Two extreme state anti-takeover statutes:

· Disgorgement statutes (Pennsylvania and Ohio): Require bidders to disgorge short-term profits from failed bid attempts ( prevents bidders from recouping bid costs through toeholds.

· Classified board statutes (Massachusetts and Maryland): Provides classified boards for all companies in the state (with opt-out possible).

	NY Bus Corp Law § 912
	DGCL § 203

	Bars any substantial sale of assets or merger for 5 years after the threshold is crossed without prior approval, unlike the Delaware statute.
	Bars business combinations between A and T for a period of three years after A passes the 15% threshold unless:

1. § 203(a)(1): Takeover is approved by T’s board before the bid occurs, or

2. § 203(a)(2): A gains more than 85% of shares in a single offer (i.e., moves from below 15% to above 85%), including inside directors’ shares.

3. § 203(a)(3): A gets board approval and ⅔ vote of approval from disinterested shareholders (i.e., minority who remain after takeover).
Unlike the NY statute, this statute defines the term business combination narrowly so as to cover only transaction between T and bidder or its affiliates.


Proxy Contests for Corporate Control
· Since the universal adoption of the poison pill, hostile takeovers now begin with proxy contests to remove T’s board.

· Those seeing opportunity in the change of management have 2 alternatives:

· Negotiate with incumbent board.

· Hostile option of running a proxy contest and a tender offer simultaneously.

· Legal power held by a fiduciary may not be deployed in a way intended to treat the beneficiary of a duty unfairly.  Chris-Craft.

· The board may not act to prevent the effectiveness of a shareholder vote.  Blasius.

· How regulation of takeover defenses works in Delaware:
1. Reasonable basis for fear: Insiders must have acted from a good-faith desire to protect the corporation, not merely to protect their own jobs.  If the court believes the insiders acted to protect their own jobs, they will not get the protection of the business judgment rule and the action will be reviewed according to the entire fairness standard like any other self-interested transaction.

a. Dangers that may be considered:

i. Change of business practices: For example, if T has a reasonable belief that the bidder will liquidate the corporation by selling off its parts to different buyers, that the bidder will operate T in an illegal or unethical manner, or that valuable corporate contracts might be lost.
ii. Coercive tactics: If insiders reasonably believe the takeover attempt is unfair or coercive to T’s stockholders, this will suffice to meet the reasonable fears requirement.
iii. Excessive debt: A reasonable fear that the tender offer will leave T with unreasonably high levels of debt will probably suffice.  This is especially true where the bidder has indicated that he will sell off major pieces of the company to reduce the debt.
2. “Proportionality” requirement: The anti-takeover defenses must be proportional in response to the threat perceived.

a. Can’t be preclusive or coercive.  Unitrin.

i. Preclusive: A preclusive measure is one which prevents the hostile bidder from succeeding in its tender offer no matter what it does, such as a foreclosing of all takeovers.

ii. Coercive: A coercive measure is one which shoves a management-sponsored alternative down the stockholders’ throats, such as a lower management bid or a waste of assets.

b. Benefits to stockholders: The defensive measures must somehow benefit the stockholders.  The defensive measure may primarily benefit other constituencies (e.g., employees or creditors of T), but there must be at least some benefit to the stockholders because it is to them that the board and management owe the primary duty of loyalty.  Revlon.

The Takeover Arms Race Continues
· Dead hand pills: Pill that cannot be redeemed by the hostile board that is elected in a proxy fight for a stated period of time.  Dead hand pills permit a board to limit the ability of shareholders to designate those with board power, or, stated differently, they would recognize a power in current boards to restrict the authority of future boards.
· Shareholder mandatory pill redemption bylaws: Involves a shareholder bylaw that requires the board of directors to redeem an existing pill and to refrain from adopting a pill without submitting it to shareholder approval.  Raises 2 issues:
· Is a bylaw that mandates the board to exercise its judgment in a particular way a valid bylaw?

· Must managers include in the company’s proxy solicitation materials respecting any such proposal?

	DGCL § 109(b)
	DGCL § 141(a)

	The bylaws may contain any provision, not inconsistent with the law or the certificate of incorporation, relating to the business of the corporation, the conduct of its affairs, and its right or powers of stockholders, directors, officers, or employees.
	The business and affairs of every corporation organized under this chapter shall be managed by or under the direction of a board of directors, except as may be otherwise provided in this chapter, or in the certificate of incorporation.


Insider Trading
Common Law of Directors’ Duties When Trading in the Corporation’s Stock
· In general, the common law does not impose upon a party to a transaction any duty to disclose facts known to him.  There is a duty to disclose where Δ has some fiduciary responsibility to Π, growing out of some special relationship between them.  But the majority common law rule is that an insider (officer, director or controlling shareholder) has a fiduciary obligation only to the corporation, not to other present or prospective shareholders.  Therefore, there is simply no way for an investor to bring a successful deceit action against the insider who buys or sells silently based on inside information.  Goodwin.
The Corporate Law of Fiduciary Disclosure Today
· State fiduciary duty law is important in 2 situations:

· Corporation can bring a claim against an officer, director, or employee for profits made by using information learned in connection with his corporate duties.

· Shareholders can invoke state fiduciary duty to challenge the quality of disclosure that their corporation makes to them.

· Courts do not allow recovery on behalf of the corporation where the corporation cannot show direct injury from insider trading.  See Freeman v. Decio.
Exchange Act § 16(b) and Rule 16
· § 16 relates to short-swing trading ( purchases followed by sales or sales followed by purchases.

· Securities affected under § 16: Those that are traded under § 12 of the 1934 Act, so those that are:

1. Traded on a national securities exchange, or

2. Held by at least 500 shareholders and issued by a corporation having total assets exceeding $5 million.

· Disclosure requirement (§ 16(a)): Requires that every person who is directly or indirectly the beneficial owner of more than 10% of any class of equity securities registered under § 12, or who is a director or officer of a corporation that has issued such a class of securities, must file periodic reports showing the amount of the corporation’s securities that he beneficially owns and any changes in these holdings.
· Liability (§ 16(b)): To prevent the unfair use of information that may have been obtained by a more-than-10% beneficial owner, director, or officer by reason of his relationship to the issuer, a corporation can recover any profit realized by such a person from a purchase and sale (or sale and purchase), within less than 6 months, of equity securities of a corporation that has a class of equity securities registered under § 12.
§ 16(b) compared to Rule 10b-5
	
	Rule 10b-5


	§ 16(b)

	Covered Securities

	All
	Only securities of corporations that have a class of securities required to be registered under the 1934 Act.

	Inside Information
	Recovery available only where Δ has made a misrepresentation or has traded on the basis of inside or misappropriated information.
	Short-swing profits recoverable whether or not they are attributable to misrepresentations, inside information, or misappropriation.

	Π
	Recovery belongs to the injured purchaser or seller.
	Recovery belongs to the corporation.


· Overlapping Liability: It is conceivable that insiders who make short-swing profits by the use of inside information could end up subject to both a claim by the corporation suing under § 16(b) and a claim by the injured seller or buyer under Rule 10b-5.  However, § 16(b) provides for recovery of the profits realized by Δ, and damages that Δ must pay because of a Rule 10b-5 claim arising out of the same transaction would probably reduce the profits realized within the meaning of § 16(b).

Exchange Act § 10(b) and Rule 10b-5
· Rule 10b-5: Provides in pertinent part that it shall be unlawful:
· (a) To employ any device, scheme or artifice to defraud.

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

· (c) To engage in any act, practice, or course of business which operates or would operate as a fraud or deceit upon any person, in connection with the purchase or sale of any security.
· Two important aspects of 10b-5 that make it a useful weapon against insider trading:

· Implied private right of action.

· Covers insider trading that takes place without any affirmative misrepresentation by an insider.

· Three theories for liability under 10b-5:

1. Equal access theory: All traders owe a duty to the market to disclose or refrain from trading on non-public corporate information (Texas Gulf Sulphur).

2. Fiduciary duty theory: In order to establish that an insider violates 10b-5 by breaching a duty to disclose or abstain to an uninformed trader, you have to show there was a specific, pre-existing legal relationship of trust and confidence between the insider and the counter-party (Chiarella; Dirks).

3. Misappropriation theory: A person who has misappropriated non-public information has an absolute duty to disclose that information or refrain from trading (Burger dissent in Chiarella).
· Disclose or abstain rule: Insider may either disclose the inside information or abstain from trading.  The insider is never required by 10b-5 to make disclosure of any facts, no matter how material.  All that 10b-5 requires is that the insider not trade while in possession of such undisclosed information.  Texas Gulf Sulphur.
· Requirements for a 10b-5 private action:
1. Standing: Π must be a purchaser or seller of the company’s stock during the time of the non-disclosure.

2. Materiality: Δ must have misstated or omitted a material fact.  Material information is defined as information to which a reasonable man would attach importance in determining his choice of action in the transaction in question.  Basic (probability x magnitude test).
a. If secret merger negotiations are underway, and T and A have not yet agreed on price or important terms (and if the company has not yet even agreed in the abstract that it is for sale), the mere fact that a suitor is attempting to buy the company is not necessarily automatically material.  Basic.

b. The company can almost always avoid 10b-5 liability by saying no comment when asked about merger discussions.  Basic.

3. Special relation: If the claim is based on insider trading, Δ must be shown to have had a special relationship with the issuer (or with someone other than the issuer who possessed the inside information), based on some kind of fiduciary duty.  Chiarella; Dirks; O’Hagan.
a. A person who trades on material non-public information is not liable unless he is an insider or tippee.  Chiarella.

b. A person who improperly uses confidential information from one other than the issuer (e.g., from a company that is planning a tender offer for the issuer), can be liable under 10b-5.

c. The only situation in which the non-liability rule in Chiarella clearly applies is where the trader has learned the information without any breach of fiduciary responsibility by anyone.

d. Tippee liability is derivative from the liability of the tipper – unless the insider/tipper has consciously violated his fiduciary responsibility to the company for his personal gain, the tippee has no liability even if he trades on the information for his own gain.  Dirks.

i. A person is only an insider if he had a fiduciary responsibility concerning the information, and the mere fact that the person learns the information from a relative without more does not give rise to a fiduciary responsibility.  Chestman.

e. Dirks’ main importance is that it establishes:
i. Tippee is liable under 10b-5 only if his tipper (the insider) has violated some fiduciary duty to the company or its shareholders; and
ii. The insider/tipper violates a fiduciary duty only where he receives a direct benefit from disclosing the information or intends to make a gift of the valuable information to the tippee.
4. Scienter: Δ must be shown to have had a mental state embracing intent to deceive, manipulate, or defraud.

5. Reliance: Π must show he relied on Δ’s misstatement or omission.  Basic.

a. Can be understood as a general requirement that Π show that his losses were caused in fact by Δ’s misconduct (i.e., would not have occurred without that misconduct).
b. Fraud on the market theory: Accepted by the Supreme Court in Basic.  Basically creates a rebuttable presumption based on the Efficient Capital Markets Hypothesis that: 
i. The price of Δ’s stock at any given time reflected everything that was publicly known about Δ’s prospects; and

ii. Therefore, the price Π received was affected by any material misrepresentations made to the public by Δ (i.e., any fraud on the market perpetrated by Δ).
6. Proximate cause: Δ’s conduct must be shown to have been the proximate cause of Π’s loss.

7. Jurisdiction: Δ must be shown to have done the fraud or manipulation by the use of any means or instrumentality of interstate commerce, the mails, or of any facility of any national securities exchange.  This requirement is not hard to meet, particularly in cases of publicly-traded securities.
a. If a person misappropriates information from another and trades based on that information, it is now clear that he will be guilty of violating the general federal criminal mail and wire fraud statutes.  Carpenter
8. Damages: Disgorgement rule.  Elkind.

· SEC Rule 14e-3: 

· (a) It is a violation to purchase or sell securities on the basis of information that the possessor knows, or has reason to know, is non-public, and originates with the tender offeror or the target or their officers.

· (d) It is a violation for the possessor to communicate the information described in (a) under circumstances in which the tippee is reasonably likely to trade off that information.

· Chiarella would fall within this statute today.

· Chestman was found liable under this statute.

· Rule 10b-5(1): Trading pursuant to a pre-existing plan.  Trade is “on the basis of” material non-public information if the person trading was aware of the information at the time of the trade, unless the person can demonstrate that:

· (1) Before becoming aware of the information, she

· (a) Entered into a binding contract to purchase or sell,

· (b) Gave instructions for the trade, OR
· (c) Adopted a written plan to trade AND
· (2) The contract, instruction, or plan either

· (a) Specified the amount of securities to be traded and the price OR
· (b) Included a written formula or algorithm for determining the amount and price OR
· (c) Did not permit the person to exercise any subsequent influence over how, when and whether to trade AND
· (3) The trade was pursuant to the contract, instruction or plan.
· Rule 10b-5(2): A duty of trust or confidence arises in addition to other circumstances whenever:

· A person agrees to maintain information in confidence

· Two people have a history, pattern or practice of sharing confidences such that the recipient of the material non-public information knows or reasonably should know that the person communicating the information expects that the recipient will maintain its confidentiality; OR
· A person receives or obtains material non-public information from a spouse, parent, child, or sibling, unless the recipient can demonstrate that, under the facts and circumstances of that family relationship, no duty of trust or confidence existed.
· Regulation FD: Fair Disclosure regulation.  Directed to the practice of issuers sometimes publicly disseminating material business information through a process in which certain (favored) analysts, brokers or journalists were called to a press conference in which a material piece of information would be released to the public.

· Δ is liable under 10b-5 if he has misappropriated the information, by breaching a fiduciary relationship with the source of the information.  O’Hagan.  Possible people who could be covered:
· One who learns of the information as a result of a fiduciary relationship with a company planning a tender offer for X Corp.  O’Hagan.

· One who learns secret information about X Corp. as the result of working inside a publisher or broadcaster about to publish a story on X Corp.  Carpenter.

· Person who learns the information as a result of securities research done at a money-management company if the information “belonged” to the money-management company.

· If Δ violates his fiduciary duties to a corporation in which he is an insider, but this violation does not involve any misrepresentation or non-disclosure of something Δ was obligated to disclose, the breach of fiduciary duty itself is not a violation of 10b-5.  Santa Fe v. Green.

· But, if, as part of the insider’s violation of his fiduciary obligations to the corporation and its shareholders, he deceives the corporation, its board or the minority shareholders, then a 10b-5 action will still be available despite Santa Fe.  This exception is especially likely to be invoked where a majority or controlling shareholder causes the corporation to sell stock to him or buy stock from him, and the controlling shareholder does not make full disclosure to the company or its other shareholders.  See Goldberg v. Meridor.
· ITSA (1984) and ITSFEA (1988)

· § 20A: Creates a private right of action for any trader opposite an insider trader, with damages limited to profit gained or losses avoided.

· This is Elkind’s disgorgement measure of action but it gives a cause of action to the contemporaneous trader.  Clarifies question of Π’s standing.

· § 21(A)(2): Allows civil penalties up to 3 times the profit gained or loss avoided.

· § 21(A)(1)(B): “Controlling person” may be liable too, if the controlling person “knew or recklessly disregarded” the likelihood of insider trading and failed to take preventive steps.

· § 21(A)(e): “Bounty hunter” provision, which allows SEC to provide 10% of recover to those who inform on insider traders.

· Hierarchy of federal civil remedies under ITSA and ITSFEA:

· § 21(d): SEC can seek disgorgement of trading profits.

· § 20A(a): If SEC fails to act, or if there are any trading profits left over after the SEC has acted, contemporaneous traders can seek disgorgement as well.

· § 21(A)(a)(2): SEC can seek civil penalties up to three times the profit gained or loss avoided in addition to disgorgement.

Arguments for and against Insider Trading
	Arguments in favor of allowing insider trading
	Harms produced by insider trading

	Compensation: Insider trading increases incentives to create valuable information.
	Harm to the reputation of the corporation whose stock is being insider-traded.

	Communication: Insider trading provides a valuable and credible mechanism for communicating information to the marketplace.
	Harm to market efficiency because insiders will delay disclosing their information and prices will be “wrong.”

	Not unfair: Outsiders will pay less for securities because of the possibility of insider trading, and so will still achieve the expected rate of return.
	Harm to capital markets because investors will stay away from what they think is a “rigged” market.

	Enforcement: Impossible to enforce?
	Harm to company efficiency, because managers may be induced to run their companies in an inefficient manner (but one that produces large insider trading profits).
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