Corporations
Introduction: The Corporate Structure

A. The Corporate Form

a. Chief attributes of the corporate form

i. Limited liability for investors

ii. Free transferability of investor interests

iii. Legal personality (entity-attributable powers, indefinite life span, purpose): Legal identity of corporations as distinct “persons” apart from their SH and D’s

iv. Centralized management

b. Incorporation Process

i. §101(a): File certification of incorporation w/State

ii. §102(a): Cert of incorporation should contain

1. Name of corp – contain key word, i.e. corporation

2. Address of corp’s registered office in state of incorporation

3. Purpose (Copy this article directly – basically any lawful act or activity)

4. Shares

a.  # and class of stocks

b. Par value of stocks (or statement that have no par value)

c. If going to issue more than 1 class of stock, cert needs to set forth the total # of shares of all classes of stock which the corp shall have authority to issue and the # of shares of each class

i. Means # of shares corp MAY give out, doesn’t mean they have to give them all out

ii. B decides how many to actually issue

d. Terms of preferred stock (2 options)

i. Write into article of incorporation – i.e. IR, liquidation pref OR

ii. If and when B decides to issue preferred stock it shall specify in cert of designation all of the terms of the preferred stock

a. What corp’s usually do

5. Name and mailing address of the incorporators

6. Names and address of 1st D’s

iii. §102(b)(1): 

1. Can limit powers of corp, D’s, SH that are not contrary to state
2. Any provision which is required or permitted to be in bylaws, can instead be in cert (b/c cert always trumps bylaws)

iv. §109: Amending bylaws

1. Gen rule

a. Before issuing stock → Initial D’s or B can amend 

b. After issuing stock → SH have power to amend

i. Annual meeting

ii. Special meeting 

iii. Written consent

2. Certificate can give D’s power to amend bylaws (but this doesn’t take it away from SH)

a. Annual meeting

b. Written consent

c. B/c they meet more often than SH (who only meet at annual meeting unless incur additional costs to do special meeting or written consent) then have opportunity to act more often so many more opportunities to amend bylaws
c. The Sources of Corporate Law

i. State corporation statutes govern – mostly uniform, most people choose Del

ii. Allocation of power

1. SH

a. Main source of power = elect D’s at annual meeting

b. Can remove D’s at a special meeting or by written consent

c. §211(d): Special meetings of the stockholders may be called by the B or by such person or personas as may be authorized by the cer or by the bylaws

i. Bylaws/charter can authorize anyone 

· In example charter explicitly denied SH power to call spec meeting

ii. If charter and bylaws are silent then only B can call spec meeting

d. §228: Consent of stockholders or member is lieu of special meeting = written consent

i. Gen rule = that if charter silent SH have right to act by written consent

ii. Charter can override gen rule

e. Amendment §242(b)(1)

i. Requires approval of majority of outstanding shares OR majority of attending SH

ii. Anyone who doesn’t show up is abstaining and essentially voting no

iii. Can have supermajority provisions in charter – but can’t have less than majority
2. Directors

a. Legal power to manage corporation

i. How to run bus operations

ii. How much salary

iii. How much is paid out in dividends

b. §141(d): Classes of D’s – 1, 2, 3 classes

i. Most have 3 classes, each one has term of 3 years, staggered, so 1 class elected each year
ii. Gen rule: 1 year term

c. §141(k): Removal of directors

i. Classified B: Gen rule is w/cause

· Can deviate from charter b/c this § gives right

ii. Unclassified B: Gen rule: w/out cause

· This rule cannot be trumped by charter

3. Summary of Gen rules

a. By laws: SH only can change

b. Classes: 1 yr term

c. Removal: w/cause

d. Special meeting: B calls

e. Written consent: SH may act through

f. Amendments: 50% SH approval

d. Why would corporation change gen rules in charter?

i. Changes in XYZ charter give more power to B

1. Good if think that B generally acts in favor of SH

2. Bad if think that B doesn’t act in favor of SH

ii. Getting rid of D’s made harder by changes – balance of concerns that

1. D’s will misbehave (or are incompetent); AND

2. if D’s don’t have these powers something will go wrong

a. i.e. corporate raiders

b. Large SH acts will hurt minority SH

3. SH won’t exercise power properly
B. Basic Concepts in Valuation and Corporate Finance
a. Time value of money

i. $1 today has a higher value than $1 tomorrow
1. Market price will determine difference b/tw value of $1 today and value 1 year from now

ii. Present value: Value today of money at some future point

iii. Discount rate = how to calc present values

1. Interest rate = rate that one promises to pay when are loaned $

2. Discount rate and IR are related, but distinct concepts

iv. Present value (PV) = $x/ (1 + r)y
1. x = # of $’s today

2. r = discount rate 
a. Reflects the market price for right to use money for 1 year

3. y = years

v. Net present value: What you get back less what you invest

1. Only invest in a project if you have positive net PV

b. Risk and return

i. Requires 2 adjustments

1. Calculate expected future cash flows (all of them) and discount each one AND

a. Expected future cash flows (Expected return): Weighted average cash flow

b. Ex 1: Bet $10 on horse race, if win get $50, if lose get nothing; Probability of winning is 15%; Expected cash flow = .15 ∙ $50 + .85 ∙ $0 = $7.50

2. May have to adjust discount rate

ii. Concept of risk = possibility that actual realized cash flows will deviate from expected cash flows – uncertainty risk
1. Ex 1: Actual realized cash flow = $42.50 (.85 ∙ $50) OR $7.50

2. Expected risk = variance

3. Bigger deviation b/tw possible returns = bigger risk and higher variance

iii. People are risk averse so will prefer

1. Project with less risk

2. Accept a sum of lower return if it involves less riks

3. Have to be compensated for bearing risk (have to have higher expected return)

iv. Discounting risk

1. If have a project that involves risk, have to discount at higher discount rate, which gives lower present value

2. ra = rf + p

a. rf = project that is risk free

b. ra = risk adjusted rates

c. p = risk premium

3. Classic project w/no risk = US gov’t securities (b/c backed by full faith and credit of US), rf = rate on treasury bills

c. Diversification

i. Only risk averse if have to bear the risk of an investment
1. Risky investment that investor holds as part of their portfolio, worth more than if it were held alone

ii. Diversification = Process of reducing risk by investing in many different projects

iii. Fantasia problem: 4 investments – Gov’t bonds (no risk); Mets (diversifable risk); Yankees (diversifiable risk); Tourism (un-diversifiable risk)
1. What is appropriate discount rate?

a. For diversifiable/no risk projects – 6%

b. For risky project – 6% + risk premium

2. If risk is not completely undiversifiable (i.e. more Mets stock than Yankees stock issued)

a. If risk is only partly diversifiable then need to add a risk premium to IR

b. Undiversified risk can be offset but not completely diversified (??) – i.e. if invest in different sports

3. Beta = measurement of un-diversifiable risk in a project

a. Beta of stock market as whole = 1

b. Beta of 0 = risk free rate (rf)
c. Inc beta – risk rate becomes linear

d. If choose to be not well diversified then going to be off beta (earn lower than linear line of investment)
d. Capital Market Efficiency: 2 conceptions of value of stock

i. Investment = buying/holding share of stock – never going to get sale price if sell

ii. Efficient Market Hypothesis (EMH): Intrinsic value of stock is equal to the market price

1. Estimate of intrinsic info is inherently tied to set of info

2. EMH relates to relationship b/tw market value and info = market price of stock reflects best possible estimate of a stock’s intrinsic value give a certain set of info

3. Semi-strong form: Market price reflects best possible estimate of intrinsic value of a share of stock given all publicly traded info

4. Fed securities law based on this hypothesis (Del less so) 

C. Corporate Securities and Capital Structure

1. Equity securities
a. Corp must raise capital either by obtaining equity contributions (issuing stock) or by borrowing

b. Ownership interest: 2 formal rights → rights reside in 1 or more classes of tradable stock

i. Claim on firms’ residual earnings 
ii. Right to participate in the control of the business 
iii. Why separate ownership interest → more flexibility

(1) Initial incorporators of a bus can structure complex deals among disparate initial contributors to a corp’s assets
c. common stock
(i) voting rights to elect B and receive dividends (after everyone else has been paid)

(ii) Common SH = residual owners → can only exercise rights after all other senior rights
(iii) Can have multiple classes w/different control rights or distribution rights = magnitude, i.e

(1)Class A receives 10 votes/share

(2) Class B receives 1 vote/share
(iv) Rights governed by corporation statute or corporate charter

d. Preferred stock = stock with a claim on co’s residual earnings or assets that comes ahead of common stock

(i) Rights defined in corporate charter or certificate of designation (authorized by charter)

(ii) Pays fixed dividend, that must be paid before common stock receives any dividend payment

(1) B can withhold, but more pressure to pay b/c can’t pay common w/out paying preferred

(2) Can have junior/senior preferred stock

(iii) Can have limited control rights

(1) If charter/cert silent about voting rights then preferred get same rights as common

(2) Can shift right to vote for D’s to preferred (from common) if dividends are paid

(iv) Preferred stock can be redeemed by corp or convertible by its holder into shares of common stock at pre-set ratio

(v) Liquidation price → how much do you get if co is liquidated

e. Additional aspects of stock

(i) Voting rights: Can give different classes of stock whatever voting rights you want

(ii) Par value: Shares either have par value or don’t

(iii) Conversion: Relates to ability to change your stock for a different security

(iv) Redemption: Ability to change your stock for cash

2. Preferred stock example (p. 16)
a. Question 1: Is Tamara entitled to receive any dividends on her preferred stock? If not, when does T receive dividends? If no dividends are paid on the Preferred Stock, may Integrated pay any dividends on its common stock?
i. T is entitled to receive dividends on preferred stock §2

ii. If no dividends paid on preferred → can’t pay common + preferred is cumulative

(1) Cumulative: If unpaid dividends not paid, they accumulate, so if corp skips dividend to preferred and later decides wants to pay common, have to make up all dividends on the preferred stock

(2) TVM issue: Being paid same $ amt later has lower value amt then now – relevance??
(3) When corp skips dividend: Either sign of distress or that they are trying to screw you

b. Question 2: If dividends are paid, what amt will T receive on June 1 of each year?

i. $3.07 per annum (per year?); 1 million preferred shares; 4 installments

ii. (3.07 x 1,000,000)/4 = $767,500

c. Question 3: Assume that Integrated has paid all dividends on its preferred stock except those for March 1 and June 1, 1982. If Integrated wanted to redeem Preferred Stock on August 1, 1982, what is the price per share that Integrated would have to pay to T?

i. Look at §3

(1) For Aug 1, 1982 redemption value is $28 (not 27.50 b/c 12 month period starts Nov. 26, so Aug 1, 1982 is w/in 1981 value)

ii. Also going to get accrued and unpaid dividends up to redemption date

(1) For each date that skipped paying dividends gets ¼ of 3.07 = .7675/ share +

(2) If redeem on Aug 1 get accrued interest for 2 months between term payments = 2/3 of .7675 = .51166

iii. Per share on Aug 1 T gets $(28 + .7675 + .7675 + (2/3 ∙ .7675)) ∙ 1,000,000 = 30,046,666.67
d. Question 4 (i) : Assume that Integrated will be liquidated next week and that its net assets (i.e. its assets less its liabilities) may take any of the following values: i. How much will T receive in each of these cases, if (x) she holds on to the Preferred Stock or (y) she converts her Preferred Stock into Common Stock under Section 6(A)? How much will holders of the 3 million shares of Common Stock receive? There are no accrued and unpaid dividends.

(i) $10 million

A) T gets

· W/preferred stock: All 10 million (even though she is entitled to 25 million → 1 million ∙ $25 (§ 4))
· W/common stock: 2.5 (If she converts will have 1 million stock, add to 3 million outstanding – she has to share NAV w/other common SH)

(B) Common SH get nothing if she converts; 3 million if she does

(ii) $25 million

(A) T gets

· Preferred stock: 25 million

· Common stock: ¼ of 25 million = 6.25 million

(B) Common SH: ¾ of 25 million = 18.75

(iii) $50 million

(A) T gets

· Preferred stock: 25 million

· Common stock: ¼ of 50 million = 12.5 million

(B) Common SH get 47.5 million

(iv) $100 million

(A) T gets

· Preferred: 25 million

· Common: 25 million

(B) Common SH get 75 million

(v) $150 million

(A) T gets

· Preferred: 25 million

· Common: ¼ of 150 = 37.5 million

(B) Common SH get 112.5 million

(vi) $200 million. 
(A) T gets

· Preferred: 25 million

· Common: 50 million

(B) Common SH get 150 million

(vii) SO T SHOULD ONLY CONVERT IF NAV OVER 100 MILLION
ii. How would you describe the “business deal” b/tw T and I when T bought her 1 million shares give the liquidation preference of $25/share and the conversion rate? (Describe the deal either verbally or graphically w/out the use of legal or technical terms)
e. Question 5: Assume that Integrated splits its Common Stock at a rate of 1 to 2, i.e. it replaces each (old) share of Common Stock w/ 2 (new) shares?

(i) How many shares of Common stock will be outstanding after the stock split?

· 6 million

(ii) If the conversion rate does not change, how much will T receive if she converts her shares of preferred stock into Common stock before the liquidation (use NAV values from #4)

· 1/7 of the NAV (assuming no conversion rights)

· W/stock split it is proportion of ownership, not actual amts that matter – so for common SH makes no difference (they still own ¾ of stock)

(iii) How is T affected by the stock split? Is the stock split w/in the spirit of T’s bus deal with Integrated?

(A) §6(C)(i): She gets same % as she would have gotten if she had converted before stock split = ¼
(B) In bus deal b/c contemplate it in §6

(iv) What affects does section 6(C)(i) have on T’s conversion rights and on the amt T would receive in a liquidation if she exercises her conversion rights?

(A) T might be unhappy if only option was to convert before stock split – b/c NAV could be too low

(B) If has non-convertible preferred stock…value will be weighted average of T

(C) If has convertible preferred stock…value will be weighted average of ¼ of common

(D) If has right to convert…value will be weighted average of top of T and bottom of common
f. Question 6: Now assume that Integrated has a net value of $200 million.

(i) If T converts, how many shares of Common Stock with what value will she receive? What will be the per share value of the Common stock
(A) If converts than she is entitled to 1 million shares worth $50 million

(B) The per share value of the common stock will be ($200 million/4 million outstanding shares) = $50.00

(ii) Assume that the “current market price” for one share of common stock is equal to the value calculated above. Integrated distributes to each holder of Common Stock a Warrant entitling such holder to purchase, for each share of common stock such holder owns, another share of common stock at a price of $5/share. All holders of Common Stock immediately exercise this right.

(A) how many shares of Common stock will be outstanding after the distribution and exercise of warrant?

· 6 million; NAV of co go up to 215 million
· Warrant = right to buy a share of stock (that is not issued and outstanding) at a specified price 
· Option = right to buy stock issued and outstanding
(B) Assuming no adjustment in conversion rate, how much will T recieve if she converts her Preferred Stock after the distribution of the warrants?

· 1/7 of 215 million ≈ 30.7 million
· So if no adjustment price T gets screwed

(C) What adjustment in the conversion rate is required by Section 6(C)(iii)? How many shares of Common Stock, with what value, will T receive upon conversion? How would you describe the effect of the adjustment rate on the bus deal b/tw T and Integrated?
· §6(C)(iii): conversion rate = “numerator shall be the number of shares of Common Stock outstanding on the date of issuance of such rights or warrants (B) + number of additional shares of Common Stock offered for subscription or purchase (C), and of which the denominator shall be the number of shares of Common Stock outstanding on the date of issuance of such rights or warrants (B) + number of shares which the aggregate offering price of the total number of shares so offered would purchase at current market price (D)” Equation is A (Number of PS) ∙ (B+C)/(B+D) = # of CS that preferred gets when convert
· B = 3,000,000

· C = 3,000,000

· D = aggregate offering price of total number of shares so offered (3,000,000 ∙5 =15,000,000) would purchase at current market price ($50) – so have to divide amt of money get from issuing warrants by CMP = 300,000

· ≈ 1.82 = fraction by which multiply each share of preferred by

· At conversion T gets 1.82 ∙ 1,000,000 = 1,820,000 shares of CS

· Value = 1,820,000/7,820,00 (total number of outstanding stock = 6 million + T’s 1,820,000) ∙ 215,000,000 ≈ 50 million
· Effect of the adjustment rate makes T’s interest totally protected
3. HB Korenvaes Investments v. Marriott
a. Facts: M doing reorganization (spin-off) creating sub (Int’l) and transferring cash generating bus to sub, then as special dividend to common SH giving them shares in Int’l
i. Preferred SH left with Host Marriot – Host owns the RE, investment portion of bus lots of debt and no dividends – in SEC filing say indefinitely suspending dividends
ii.If all of preferred don’t convert to common before spin off they will have more than 50% of shares of Host Marriott – taking away control from Marriott fam

b. Suit is brought by preferred SH who allege that spin-off is coercive and deprives them of rights as preferred under charter

i, This case is about interpretation of preferreds K rights, not about fid duties

(A) Dividends cumulative

(B) Liquidation preference

(C) Right to elect D’s (if there is a prolonged suspension of div)

(D) Right to convert + anti-dilution provision
(E) P’s argue breach of implied duty of good faith but ct says BJR applies

ii. As long as Marriott doesn’t breach these rights and stopping of div not gratuitous no breach
(A)Gratuitous = no bus reason 

iii. Are these protection enough?

(A) Dividends cumulative 

· If they are never paid at all, not a good protection

(B) Liquidation preference

· Creditors still have preference over SH and Host has a lot of creditors

(C) Right to elect D’s

· Marriott family still controls 50%

c. Is it fair to hold preferred to K enumerated rights?

i. Yes b/c circumstances of spin-off foreseeable

ii. No b/c extraordinary circumstances

(A) Announcement that no dividends will ever be paid is not foreseeable especially b/c it is induced by co (no act of God)

iii. Question is was this foreseeable?

(A) K has certain amt of un-foreseeability, if wanted more should have bargained for it
· Not really any bargaining b/c # of preferred – trans costs impede affective bargaining

(B) Preferred didn’t have to sign K if wanted more protections

· Your fault if you didn’t read it
· Market priced it, you got a better deal b/c there were less protections

(C) Can’t make bright line rule saying can’t do spin off it’s too big because then everyone will litigate what is too big 

(D) Can fix this much easier by K than ct intervention

d. Does spin-off violate anti-dilution provision?

i. Conversion price = Old conversion price (one in K - $17.40) ∙ [(CMP – Dividend)/CMP]
ii. If value after spin-off left in Host is less than the value of preferred beforehand, formula going to stop working (if value of dividend exceeded cmp of preferred → violate anti-dilution provision of K and Marriott would be in breach)
(A) Functional way: Adjust conversion price won’t work b/c the value of preferred stock should be the same before/after conversion

(B) Mathematical sense: Get a negative value is FMV of dividend is greater than the current market price

e. Questions on Marriott

i. The court enumerates several contractual rights the holders of preferred stock have if dividends are suspended. Which of these rights offer adequate protection to the holders against the Marriott restructuring?

(A) anti-dilution provision

ii. Why may it be unfair not to imply any greater protection to the Preferred SH against the suspension of dividends than the rights spelled out in their certificate? What may it be fair?

iii. Why is the court willing to imply a limit on special dividends in Part V, but not to imply protection against the suspension of dividends in Part IV?
(A) BJR protects suspension of dividends and no special provision in preferred SH K that suspension of dividends protects against

(B) Anti-dilution provision might be breached by special dividends
4. Balance Sheet of NYTimes
a. Intro 
i. Consolidated = All sub included on this balance sheet

ii. Current assets: Either are cash or will become cash in one year

(A) Cash and cash equivalents

(B) Accounts receivable 

(C) Inventories

(D) Deferred income taxes

iii. Non-current assets: 

b. What kind of NYT stock is authorized? (= SH equity) How many shares of each kind have been issued?

i. Class A → par value = .1

(A) 300 million authorized

(B) 156 million issued

(C) Value =stated capital = 15.6 million

(1) Stated capital = par value ∙ issued shares

(2) Additional capital

ii. Class B → par value = .1

(A) 843806 authorized

(B) Fully issued

(C) Values = 84K

iii. Serial Preferred stock → par value = $1

(A) 200K authorized

(B) 0 issued

(C) Value = 0 

iv. Hypo: NYT sells 1 million of class A for $20/share

(A) Gets $20 million in cash

(B) Assets grow by $20 million

(C) Liabilities don’t change

(D) Equity goes up 20 million → SH equity doesn’t go on liabilities? 
v. How many shares of each kind have been repurchased by NYT and are held as treasury stock?

(A) Class A = 5 million

(1) Class A issued and outstanding = 151 million

(B) Class B = 0

(C) Preferred = 0

(D) Treasury shares = shares that co has bought back, but are NOT assets

(1) Common stock held in treasury shares = how much co spends

(2) Issued but not outstanding stock

b. What distinguishes Class A Common Stock from Class B Common stock?

(A) A can only elect 30% of B

(B) B can elect 70%

(C) If have class B and want to convert to Class A then can, but if have Class A and want to convert to Class B you can’t
5. Forms of debt (3 main sources)
a. Trade debt

i. Is amt owed to suppliers

ii. On balance sheet = accounts payable

iii. Terms = payment of amts due w/in a certain (usually short) period of time

b. Bank debt and Bonds

i. Can be secured or unsecured

(A) Unsecured bonds = debentures

ii. Corp can guarantee the payment of this debt

iii. IR can fluctuate

iv. Covenants: Limitations on what corp can do

(A) Can limit he right of the co to pay dividends, make certain investments or incur additional debt

v. Bank debt

(A) Can be issued under a revolving credit agreement = Corp doesn’t borrow the whole amt but borrows (and repays) amts needed (up to a certain limit)

vi. Bonds

(A) Bonds w/a maturity of less than 10 years = notes

(B) Bonds are often redeemable (or callable) by the corp

(1) Call provisions = optional redemption

(C) Bonds w/sinking fund provisions = require the co to redeem or repurchase a certain amt of bonds each year

(1) Sinking funds = mandatory redemption provisions

(D) Some bonds are contractually subordinated to other specified debt 

(E) Some bonds are convertible into common stock

(F) Most pay interest in cash @ a fixed rate

(G) “Zero coupon” → Pay no interest, but when they become due the co must pay an amt significantly higher than the amt the co received when the bond was sold

(H) Some bonds pay interest at rates that vary → i.e. Tied to rate on treasury bills + fixed premium

(I) Agreements under which bonds are issues = indentures

6. Creditor Priority
a. Debt has priority over equity

i. Co’s assets have to be used first to repay creditors

ii. After all debt is paid in full, remaining assets are handed over to creditors

b. Gen rule = debt has equal priority: no one debt has the right to be paid off before any other debt

i. If co’s assets not sufficient to pay all the debt in full, the debt is paid off pro rata

ii. Pro rata: Each creditor receives, in payment of her claim, a fraction of the amt of the debt owed to her that equals the fraction of the total assets held by the co to the total debt owed by the co

(A) Ex: ABC has 5 million in assets, owes 2 million to M, 3 million to N and 5 million to O. 

(1) The total amt of debt owed = 10 million

(2) Fraction of total assets to total debt = ½

(3) M, N, O get 12 of the respective amt owed to them

c. Exceptions (3 important ones)

i. Bankruptcy Code establishes certain classes of debts (i.e. unpaid taxes) which have priority over other debt

ii. Secured debt 

(A) Debt secured by certain assets (certain assets = collateral)

(B) Collateral is used first to pay off the secured debt

(C) If after paying secured debt, there is collateral left over then it is distributed pro rata among the unsecured debt

(D) If collateral is not sufficient to pay the secured debt in full, the unpaid debt portion of the secured debt is treated like the unsecured debt → it receives a pro rata portion of the assets

iii. Subordination

(A) Subordination = K b/tw creditors in which some creditors agree that their debt is subordinated to the senior debt owed to certain other creditors

(1) Subordinated debt

· Holders of subordinate debt subordinate their right to be repaid to the right of the holders of senior debt

(2) Senior debt

· Corp and subordinated make agreement and senior are 3rd party beneficiaries to the K

(3) Debt owed to creditors which are not party to this K and is not senior or subordinated

(B) Can have subordination agreements w/in different classes of debt – so some senior could be more senior than others, etc

(C) 3 types

(1) Equitable subordination → Bankruptcy

(2) Structural subordination

(3) Contractual subordination

(D) If senior, would rather have larger class of subordinated debt holders and smaller class of senior debt holders

(1) Large class of people that give you $

(2) Small class of people w/same priority rights to assets as you

(E) If subordinated, would rather have smaller class of senior debt holders and larger class of senior debt holders

(1) Large class of people that give $ with you

(2) Small class of people that have higher priority than you
7. Distribution Problems

8. Capital Structure and Leverage
a. Capital structure = hierarchy of corp’s equity and debt capitals
i. After playing suppliers and employers, corp’s earnings go to bondholders → preferred SH → common SH

(A) Common SH = residual owners of the corp

b. Leverage

i. Equity = selling stock

ii. Debt = selling bonds or borrowing from Bank

iii. The more the corp borrows to finance its bus projects instead of relying on equity contributions, the more leveraged its capital structure

 iv. Leverage increases 

(A) the riskiness of the equity; AND

(B) Increases the expected rat of return on equity of the expected rate of return on assets exceeds the interest rate

v. Example: 100K investment w/12% expected return on assets

(A) If finance all through equity – 12% expected rate of return (12/100) = 12% actual rate of return
(B) If finance ½ equity, ½ debt (50K @ 10% IR) w/12% expected rate of return

(1) Actual rate of return = 7/50 = 14%

· 7 = amt of return after pay debt

· 50 = equity investment

(2) Leverage increases rate of return

(3) Risk increases with leverage 

· Leverage magnifies return and loss

(4) 50% equity involves 2x risk as all equity case

(5) Risk premium is linear to risk – if 2x risk, then 2x premium

vi. Capital structure function

(A) Serves as a way to apportion risk of capital structure

(1) Debt has less risk than equity (b/c have to pay debt first)

(2) If less risk, then lower rate of return

· Debt portion only has 10% rate of return (IR of the debt)

· Equity portion has fluctuating rate of return – 12 in all equity, 14 if ½ equity because more debt = more risk that not going to get paid

Part I: Limited Liability and the Rights of the Creditors

A. Limited Liability

1. SH limited liability = Corp is entity separate from its SH so SH not liable for corporate debts beyond their investment in shares
a. Permits SH to shift some of the risk of business failure to debtholders

b. Alters control over corporate assets

i. Creditors rather than SH will control the bus if it goes badly

2. Agency costs

a. Economic term to describe the costs that arise when persons use agents to make decisions

i. Agent may act in its own interest rather than in interest of corp

b. 2 kinds of agency relationships

i. Agency costs of debt

(A) SH (directors) make decisions that affect creditors (3 types)
(1) Actions by corp’s which are in the interest of SH, but not in the combined interest of SH and creditors

(2) Costs of designing K’s or laws to prevent managers from taking such actions (=residual costs)

(3) Costs of monitoring compliance with such K or laws

(B) Argument that if no personal liability for SH, corp only going to take limited precautions

(1) SH should be liable

· if there was personal liability for SH then would be creating desirable incentive effect for them to get involved and make D’s accountable

· Analogous to tort strict liability – no negligence necessary for SH to be liable

(2) SH shouldn’t be liable

· No one would engage in productive bus if they were liable for every little unexpected event

(C) Creditors are aware of possibility of agency cost of debt and therefore have inventives to protect themselves

(D) Ways to reduce agency costs of debt

(1) Contract: Ex ante approach (regulatory approach)

· Make corp take out insurance

· Will reduce agency costs but won’t eliminate, will have residual costs (cost of monitoring)

· Residual costs = K costs (also a type of agency costs)

· If creditors, mandate corp stop paying dividends if can’t make debt service

· Less expensive than ex post (insurance cheaper than litigation)

(2) Ex post:

· Less transactions costs than ex ante 

· But most corps don’t face this problem, so are forcing them to pay insurance for something that will never happen

ii. Agency costs of equity

(A) When managers make decisions that affect interests of SH
c. Problems

i. One year from now, Alpha Corp. has to repay $120 million in principal and interest. Alpha Corp. is faced with 2 alternatives. One, declare a special dividend of $50 million and invest the remaining assets in Project A. Project A is certain to yield one year from now $80 million. Two, not pay any dividend and invest all assets in Project B. Project B is certain to yield a year from now $150 million. One year from now, Alpha Corp. will pay up to $120 million to its creditors and distribute any remaining assets to its SH. Neither project involves un-diversifiable risk. Assume the risk-free discount rate is 5%.

(A) What is the present value to creditors of the first alternative? What is the present value to creditors of the second alternative?

(1) Option A: PV = 80,000,000/ (1 + .05) = 76,000,000
(2) Option B: PV = 120,000,000/ (1 + .05) = 114, 285, 714

(B) What is the present value to SH of the first alternative? What is the present value to SH of the 2nd alternative 

(1) Option A: 50 million worth to SH

(2) Option B: 30,000,000 (1 + .05) = 29,000,000
(C) What would Alpha Corp. do if it tries to maximize SH value? What should it do in order to maximize the joint value of SH and creditors?

(1) SH prefer option A

(2) Maximize joint value with option B

ii. One year from now, Beta Corp has to repay $50 million in principal and interest. Beta Corp can now invest either in Project A or Project B. Project A has a 40% chance of yielding one year from now $70 million and a 60% chance of yielding $50 million. Project B has a 10% chance of yielding one year from now $200 million and a 90% of yielding one year from now $30 million. One year from now, Beta Corp. will pay up to $50 to its creditors and distribute any remaining assets to its SH. Neither project involves undiversifiable risk. Assume the risk-free discount rate is 6%.

(A) What is the present value to creditors of the first alternative? What is the present value to creditors of the second alternative?

(1) Option A: Always going to give creditors 50 million, PV = 47 million

(2) Option B: PV = (risk ∙ FV + risk ∙ FV)/ (1+r)y  = (.1∙50,000,000 + .9 ∙ 30,000,000)/1.06 = 30.2 million
· 10% chance of being paid in full

· 90% not being paid in full

(B) What is the present value to SH of the first alternative? What is the present value to SH of the second alternative?
(1) Option A
· SH have 60% chance of getting nothing

· SH have 40% chance of getting 18,000,000, PV = (20,000,000 ∙ .4)/ 1.06 = 7.5 million

(2) Option B
· SH have 10% chance of getting 150 million, PV = (150,000,000 ∙ .1)/1.06) = 14.2 million

(C) What would Beta Corp do if it tries to maximize SH value → Option B; What would Beta Corp do in order to maximize the joint value of SH and creditors? Option A

iii. Same facts as in Question 2, except that Project B has a 20% chance to yield $200 one year from now and a 80% chance to yield 30 million

(A) What is the present value to creditors in the first and second alternative?

(1) Option 1

· PV = 30.2 million

(2) Option 2

· PV = (.2 ∙ 50,000,000 + .8 ∙ 30,000,000)/ 1.06 = 32 million
(B) What is the present value to SH in the first and second alt?

(1) Option 1

· PV = 7.5 million

(2) Option 2

· PV = (.2 ∙ 150,000,000)/1.06 = 28.3 million

(C) What would Beta do if it tries to maximize SH value → Option B; What would B do to maximize value to SH and creditors → Option B has higher aggregate value (60.5 to 37.9), but creditors still prefer Option A b/c ensures they get paid

iv. Are SH led to prefer projects that involve more risk or less risk? Are creditors led to prefer projects that involve more risk or less risk? What other actions can corp’s take that benefit SH and harm creditors?

(A) SH have higher potential value w/riskier projects

(B) Creditors prefer less risk – just want to get paid – don’t have potential for higher value

(C) What other actions can corp’s take that benefit SH and harm creditors?

v. Try to draft legal or contractual rules that would eliminate or reduce some of the agency costs of debt. In drafting these rules, take into account the legitimate interests of both SH and creditors.
(A) Legal 

(1) Standard capitalization requirement: A rule that assured creditors a minimum fund of corporate assets to satisfy their claims
(2) State statutes that restrict dividend payments to SH when it appears the firm is nearing insolvency (don’t work in practice)

(3) Fraudulent conveyance law
(4) Equitable doctrines

· Equitable subordination: Insiders debts are subordinate to outsider’s in bankruptcy

· Piercing the vail: Cts seta side the entity status of corp and permit creditors to hold SH liable directly

(B) K provisions

B. Fraudulent Conveyance Law

1. Fraudulent conveyance law = broad statutory framework for voiding any transfer made for the purpose of delaying, hindering, or defrauding creditors

2. Leveraged Buy Out (LBO)

a. Designed to permit an acquirer to borrow, using the corp’s assets as collateral, a sum large enough to repurchase most of the corp’s publicly held stock at a large premium

i. Acquirer would own would own all of the corp’s remaining equity- would acquirer then have secured priority debt on the corp’s assets b/c his debt was secured by the corp’s assets, so other debts were consequently subordinate to him b/c if his debt was paid there would be no more co
ii. Corp’s capital would consist of debt incurred to finance the deal

(1) Wind up with more debt and no new assets

iii. Public SH would receive an enormous premium

iv. If it succeeded in paying off the corp’s debt load, then acquirer would own all of the corp

v. LBO lenders happy too

(1) Received security interest in the corp’s asstes

(2) Huge up-front fees

(3) Extremely high IR

b. Un-secured pre-LBO creditors of the corporation 

i. Their debt became subject to significant risk of default

ii. When co failed after LBO, people filed under fraudulent conveyance

(1) Did not want to recoup purchase price from SH; BUT

(2) Wanted to subordinate the debt claims of the LBO Lenders and recoup the fees paid to bankers

(3) Argument was policy oriented → that LBO insider group (i-bank, L’s) should have screened deals more carefully and prevented transactions that had a high probability of subsequently ending up in bankruptcy

3. US v. Gleneagles (41)

a. Facts: Great American (G) was a holding co whose only assets were an option to buy RC, but they had no $. ITT gives $ to RC and RC’s subs secured and guaranteed the debt, RC loans $ to GA for an unsecured note. GA bought out all the shares of RC. Trustee in bankruptcy sought to void transfer of security interest to ITT as a fraudulent conveyance
i. Why didn’t GA borrow $ from ITT to buy RC Stock? → Designed the transaction to benefit ITT and as a necessary consequence is a detriment to other creditors

(1) Identity of loan recipients
(A) Money is borrowed by RC rather than GA

(2) Provision of collateral

(A) Structural subordination = differential payoff

· ITT did not want to be structurally subordinated to creditors of RC and BC (which it would have been had it loaned $ directly to GA b/c GA had no real assets)
· IIT got a secured debt on assets of RC

(B) Creditors of subs get paid more than creditors of parent co’s which only own stock

(C) Want to be a creditor of a sub that owns assets, rather than of a parent who only owns stock 
· Best to own secured debt in co with real assets

· Next best to own unsecured debt in co with real assest

· Not good to own debt in parent co

(D) RC owns assets, GA only owns stock of co’s that own assets
(3) Presence of guarantee

(A) Guarantee = Way to assert claim directly against the co’s

· Other creditors don’t have to agree to guarantees

· IIT got a guarantee by non-borrowing corps to repay the debt which was secured by the assets of the RC = everyone liable

(B) Function of collateral = security 

· By lending money to RC directly got a security interest in all of their assets = secured debt = priority over other L’s

(C) If creditor gave a guarantee that is an obligation, not a conveyance

· Problem with guarantees = consideration
· Guarantor gets no consideration for giving guarantee

· Can attach a guarantee fee → creates consideration (brings up whether fair or not, but at least there is something)

· Guarantee fee has to be a value equivalent to guarantee (§353)

ii. Combined effect of identity, collateral, guarantees → to benefit IIT (give them priority over pre-existing creditors of subs)

(A) B/c of structure of LBO IIT willing to lend $ at better terms

(B) Indirectly a benefit to Gillens and Clevelands (families that control RC)

b. Ct’s holding: Transaction ivalid b/c RC had a huge secured debt to IIT, some residual cash, worthless note and new management = no valid consideration

i. Penn fraudulent conveyance statutes

(A) §354: Must show fair consideration (for an obligation incurred or for a conveyance made) AND insolvency

(1) Fair consideration = good faith + reasonably equivalent value
· Transfer of a security interest = transfer of a property interest (=conveyance)

(2) If RC did not receive fair consideration for the obligation/conveyance and was insolvent → 

· IIT in trouble b/c remedy in fraudulent conveyance law is against the transferee or oblige, not just against the transferor or obligor

(B) §355: Must show fair consideration AND unreasonably small capital

ii. Ct holds that no fair consideration

(A) Ct looks at transaction from integrated perspective to determine if there was fair consideration (not just the loan b/tw IIT and RC)

(1) Whole transaction: RC borrows $ then lends the money to GA, then GA uses $ to buy RC stock from Gillens and Clevelands
· Loan from IIT to RC

· Stock purchase agreement b/tw Gillens and Cleveland and GA

· Note from RC to GA (what happens eventually)
(2) Look at note from perspective of creditors

· Does this note represent any valuable asset that RC did not have beforehand → NO b/c GA has no assets

· Only thing that GA has is stock of RC, which if you are a creditor of RC isn’t a valuable asset

· If value of RC stock is 0, value of entity that owns RC stock is 0 and note is worthless → NO consideration

(3) No good faith b/c IIT had knowledge of RC’s insolvency

· Don’t need intent to defraud to get caught under these sections

· No consideration = absence of good faith

 (B) In LBO lender can only prevent secured assets fro being invalidated by court (under fraudulent conveyance if)

(1) Corp not insolvent 
(2) Make sure there is good faith (i.e. fair consideration)
(3) If no consideration + co is insolvent = fraudulent conveyance

c. Questions

i. Which aspects of the LBO structure hurt the creditors of RC? The mortgages? The guarantees? The use of loan proceeds? Did any of these aspects hurt creditors of the subs of RC?

ii. How can the ct conclude that borrowing companies did not receive “fair consideration”? Didn’t IIT give them $7 million in cash? Is it fair to deprive IIT of the benefit of the mtg even though it lent the borrowing co’s good $?
iii. In the following excerpt, Professors Bair and Jackson argue that fraudulent conveyance law should not be applied to LBO’s. Do you agree? What does their argument remind you of?

iv. You are counsel to a bank asked to finance a LBO. What advise would you give your client

v. Why not simply adopt a per se rule that LBO collateralized by the target’s assets are fraudulent transfers? At least if the pre-LBO corporate failure occurs w/in a couple of years of the deal?
4. Policy
a. Pros of holding L like IIT liable for making fraudulent conveyance?
i. Makes them enforcers of the law

ii. Before an L gets involved in an LBO they will make sure that the co is not insolvent

iii. IIT not a guilty party, but are in the position to stop the transaction

iv. If capital is really low → L not going to do the LBO

v. Gatekeeper liability = sensible rule approach (as opposed to K approach)
(A) Agency liability: Wrongdoing of the agent is placed on the principle, because the principle is in the position to stop the wrongdoing of the agent

(B) Corporate crim liability

(C) Regulations imposed on auditors

vi. They actually have money

(A) Problem with going after GA is that they have no $

b. Holding Gillens and Cleveland liable

i. They got cash out of the deal (from RC, who borrowed from IIT) 

ii. No good faith

(A) They knew what was going on with whole transaction

iii. If RC was a publicly traded co, not efficient to go after public SH

(A) No bad faith → they usually don’t know what is going on

(B) B/c of trans costs, L is a better gatekeeper than public SH

iv. Fraudulent conveyance law → Can’t go after directors and officers

c. Baird & Johnson

i. They think fraudulent conveyance law shouldn’t apply to LBO’s

(A) Debtors less likely to enter into LBO’s

(B) Bad b/c LBO’s may be profitable (losing efficiency b/c borderline LBO’s will not be done)

(C) Worried that cts won’t get it right (will think that risk of insolvency was higher than it was)

ii. Solution: Let creditors K out of LBO’s (write in K when lend $ that can’t do an LBO)

(A) Similar to Marriott case – where want parties to K if they want more protections
iii. Criticism

(A) Not all creditors have the power to K (don’t have the leverage)
C. Equitable Subordination
1. Equitable subordination doctrine permits bankruptcy cts to set aside the claims of SH or other insiders against a bankrupt corporation until the claims of outside creditors are satisfied
a. Insider must have been held to have behaved unfairly or wrongly toward the corporation and its creditors

i. Fraudulent conduct by the insider

ii. Mismanagement of insolvent corp

iii. Inadequate capitalization

b. Lower standard than piercing the vail

2. Costello v. Fazio (48)

a. Facts

i. 3 person partnership incorporated and converted equity into corporate debt

(A) Assets and liabilities of partnership transferred to corporation

(B) Partners were still liable for existing outside debt

(1) Corporation can assume it and be liable but individual partners till retain their liability

(2) In a partnership the partners are personally liable for the debts of a partnership

(C) Incorporate to protect themselves from liability against FUTURE creditors (can’t do anything about the ones they are already liable to)

ii. Before they incorporated they withdrew money from the partnership

(A) Partnership issues a promissory note to F and A (2 of partners)

(1) No less assets in the co (b/c promissory note more like a loan than an actual withdrawal of money)

(2) Creditors wouldn’t have been upset b/c partners still liable for debts of partnership – so doesn’t really matter who has the $

iii. 2 years later, corp files for bankruptcy, no pre-incorporation creditors except for 2 original partners, who want to be paid same pro rata share of corp’s assets as other creditors

b. Holding: Ct says that F&A need to be equitably subrogated to the rights of the other creditors b

i. Withdrawal: F&A withdrew money from the partnership in anticipation of the incorporation

(A) Withdrawal was to detriment of corp and for personal benefit of F&A

(B) Withdrawal left corp undercapitalized

(1) Undercapitalized = Too much debt, not enough equity

(C) Knowledge that such capital structure would be detriment to corp and creditors = intent

c. Questions

i.  Which creditors benefit from equitable subordination? Old partnerships creditors? New corporate creditors? All creditors?

ii. Suppose there had been no past history of partnership, and the business had been started as a corporation with 6K in stated capital and 50K in loans from its SH. Would such a new firm have involved the same inequitable conduct? What result under the doctrine?

(A) Firm is undercapitalized

(B) There is no withdrawal of funds

(1) Fazio is not a creditor

iii. What if Fazio had taken cash out of the company, financed by a bank loan, instead of converting his partnership equity into a loan?

(A) Equitable subordination only applies when an equity holder is also a creditor
iv. Would the case have had the same outcome under the UFCA provisions discussed in Gleneagles?
D. Piercing the Veil

1. General
a.  Piercing the corporate veil = equitable power of the court to set aside the entity status of the corp to hold the SH personally liable on K or tort obligations

i. Most frequently invoked, most radical check on limited liability

ii. Piercing is almost by definition done to a closed corp (although can arise w/in corp – parent and sub)

iii. Judge made law – vague, unclear, fact based

iv. More extreme than equitable subordination

v. Cts agree that that veil-piercing should be done sparingly

b. Lowendahl test

i. Defendant SH had complete dominion of corporate policy

ii. Control used to commit fraud or wrong
iii. Wrong proximately caused harm
c. Krivo test

i. Ct should disregard corporate form whenever recognition of it would extend the principle of incorporation beyond its legitimate purposes and would produce injustices or inequitable consequence

d. Factors that play a role

i. Disregard of corporate formalities

(A) No meetings, no shares issue

(B) Demonstrates that corp is alter ego of SH
ii. Thin capitalization 
(A) Never enough alone

(B) Sub never had sufficient funds → wasn’t ever meant to be viable entity

iii. Fraud: P unaware of true ownership of corp (this could be P’s fault)

iv. Active involvement by SH in management (Alter ego): SH treats corps assets as his own

v. No independence from other entity (parent sub context)

vi. Tort creditors (couldn’t K for protection)

vii. More likely done against active SH rather than passive

2. Zaist v. Olson (51)

a. Facts: Olson Inc. (owned 99% by Olson) hired contractor to clear land, but told him to bill East Haven (which was a sub of Olson Inc). Sub went bankrupt (b/c Olson didn’t try to make a profit) and contractor wants to collect from Olson personally

b. Holding: Applying Lowendahl, pierced corporate veil

i. Complete dominion

(A) 2 corps shared same offices, same employees, have same office address (all this is circumstantial evidence that points to complete dominion)

(B) Olson owned all stock →when have single owner exercise complete dominion

ii. Fraud or wrong (key aspect of test for closely held co’s)
(A) Olson told P to bill East Haven(EH) even though he knew EH didn’t have $ b/c he didn’t fund it sufficiently
(B) EH gained nothing from paying bills – Olson or one of his other comp’s took $

(C) Fraud is not that EH didn’t make profits, it that EH never tried to make profits

(1) Reasonable expectation of Zaist is that EH will try to make profits

(2) EH worked for the interest of Olson, not itself

· Suspicious b/c deals not at arms length

· So profit that might go to EH (and enable them to pay Zaist) is going to Olson b/c he is not making the best deal for EH

· EH always K’s with co’s controlled by Olson and Olson has no incentive to make these deals profitable for EH

iii. Fraud or wrong was cause of harm

(A) If EH had been trying to make profits, then would have had $ to pay Zaist

(B) Zaist’s fault? → could he have protected himself better?

(1) Dissent says there should be a fraudulent or illegal purposes test

(2) Olson never actually lied to Zaist

(3) Zaist could have asked for payment in advance or a guarantee from Olson or one of the parents co’s to EH

c. Questions

i. What exactly did Olson do to justify piercing the corporate veil? What if anything differentiates this case from the run-of-the-mill closely-held corporation that runs into financial difficulties?

ii. Is the dissent right in claiming that “protection of limited liability for venture or investment capital is essential to the efficient operation of a system of free enterprise?” Maybe one ought to pierce the corporate veil whenever a corporation is completely controlled by a dominant SH? If not, what else should be required?

iii. How could/should Zaist have acted to protect his interest as a creditor? Is it realistic to expect Zaist to act in such a way? Is it realistic to expect creditors generally to act in such a way?

3. Walkovsky v. Carlton  (55) - REREAD
a. Gen rule for tort creditors trying to pierce corporate veil of thinly capitalized corps: Thin capitalization alone is an insufficient ground for piercing the corporate veil

b. Facts: Walkovsky is tort victim of one of Carlton’s cab’s hitting him. Carlton takes out minimum insurance (10K) for each cab; Carlton has 10 cabs, 2 each in a corporation, but all were operated as one enterprise. Walkovsky wants to be able to collect insurance from all 10 cabs, even though 5 separate corporations and Carlton to be personally liable
c. Holding: Applying Lowendahl test, say Carlton not liable, but other corps (just need to prove that bus carried on by a single enterprise and that there would be no arms-length negotiations b/tw different cab co’s that Carlton owned)

i. Complete dominion → YES

ii. Fraud or wrong

(A) Ct says Corps are sufficiently funded – each have mandatory min insurance

(B) These corps were intended to make money (unlike Zaist), but they just gave all their profits, less amt needed to maintain insurance to Carlton

(1) Kahan thinks that this results in permanent undercapitalization and that Carlton should be liable?

iii. Proximate cause

(A) Fact that undercapitalized, makes then unable to make tort verdict?

d. Policy

i. Tort victim can’t contract into protection, maybe ct should be more lenient

e. Questions

i. Walkovsky observes: “The law permits the incorporation of a business for the very purpose of enabling its proprietors to escape personal liability.” Does this imply that the corporate veil is legitimately treated as a costless substitute for liability insurance? Might limited liability in tort be viewed as a form of socially subsidized liability insurance?

ii. Limited liability presumably encouraged Carlton to structure his cab empire as a “portfolio” of small companies rather than as a single large corporation. Easterbrook & Fischel observe 

“Tax firms may incorporate each cab or put just a few cabs in a firm. If courts routinely pierced this arrangement and put the assets of the full enterprise at risk for the accidents of each cab, then true single-cab firms would have lower costs of operation because they alone could cut off liability. That would create a perverse incentive because, larger firms are apt to carry more insurance. Potential tort victims would not gain from a legal rule that promoted corporate disintegration”

iii. On what basis can the outcome in Walkovsky be distinguished from the outcome in Zaist and Costello? Was Walkovsky better able to protect himself than the P’s in the other case? Were the actions by Carlton less reprehensible or less undesirable than the actions by the D’s in the other cases?
E. Contractual Creditor Protection

1. Elaborate K provisions that creditors demand = covenants

2. PALCO Indenture (=agreement under which bonds are issued)

a. Restricted payments = deals where $ flows out for nothing in return
i. §3.08 Restricted Payments
(A) Payment of dividends by parents (if sub gives div then goes to parent – good for creditors)

(1) Exception (no restriction on): Dividends payable in cap stock b/c no asset transfer and creditors aren’t affected

· Cap stock = all stock redeemable before ’96 (when loan is repaid)

(B) Parent or sub pays out assets (i.e. stock repurchases)

(C) If do a restricted payment can’t exceed 50 % of Net Income and the aggregate net proceeds, including FMV, of property other than cash = volume exception

(1) Aggregate of net income (=profits) + aggregate of net proceeds (=what you get from stock) – aggregate prior restricted payments

(2) If sum of all income is negative, can’t make restricted payments

(3) If aggregate net income is negative than must subtract as deficit (when add to sum of previous years, could be positive)

ii. Why forbid paying dividends or repurchasing stock?

(A) Want to make sure that $ stays in the firm (piercing the corporate veil will be hard)

(B) Want to make sure enough cash is lying around if creditors need to get paid

(C) Excludes dividends of stocks or warrants

(1) If more stock was issued→ cash isn’t leaving co

(2) Other SH rights are getting diluted 

iii. Creditors concerns

(A) Asset dilution → cash leaving co

(B) Claim dilution → someone might subordinate their claim

(C) Loan to safe co → don’t want them to invest a ton of $ if something really risky if you made the investment b/c it was safe
b. Transaction with Affiliates

i. §3.10

(A) Restricts all deals except those b/tw corp and wholly owned sub

(B) Can’t enter into agreement w/affiliate unless the terms are fair to corp → would the corp enter into this agreement w/a non-affiliate

(1) Affiliate = Person/entity directly or indirectly controlling corp

ii. Effect

(A) Stops payments of large salaries or worthless sales of pianos to company at high price in order to remove assets

c. PALCO problems

i. Which of the following constitutes a Restricted Payment?

(A) On June 15, 1986, Palco declares a dividend of $1/share on its common stock. The dividend is paid on August 1, 1986 = RESTRICTED (b/c dividend is paid after the date the indenture is signed)
(B) On Feb 1, 1991, Palco buys 100K of its shares of common stock for $10 million from Palco SH = RESTRICTED b/c Purchases of Palco stock by Palco (or by a sub) constitute Restricted Payment
(C) When may Palco make a Restricted Payment

(1) Can enter into restricted payment when don’t exceed volume exception

ii. Calc the maximum amt available for restricted payments at the end of each year (For purposes of each calculation, carry forward the max amt calculated for prior years). Does Palco violate §3.08 if it makes only those payments stated?

(A) July 1, 1986 to Dec 31, 1986

(1) Consolidated Adjusted Net Income = 4 million

(2) Dividends paid October 20, 1986 = 1 million

(3) Amt available for Restricted Payment on 12/3186  = 1 million 
· CANI = 4 million

· RP’s = 0 (b/c Jan payment doesn’t count under covenant)

· ½ of CANI = 2 – 1 for dividend = 1 million available

 (B) January 1,1987 to Dec 31, 1987

(1) Consolidated Adjusted Net Income = 2 million

(2) Net proceeds from issuance of common stock on 3/20/87 = 3 million

(3) Dividends paid October 20, 1986 = 3 million

(4) Repurchase of Common stock on June 1, 1987 = 2 million

(5) Amt available for Restricted Payment on 12/3186  = 1 million

· CANI = 6
· RP’s = 5

· Proceeds = 3

· Amt available ½ of CANI (3) + Proceeds (3) – RP’s (5)  = 1

 (C) January 1, 1988 to December 31, 1988
(1) Consolidated Adjusted Net Income = -3 million

(2) Amt available for Restricted Payment on 12/31/88 = 0

· CANI = 3 million

· Proceeds = 3 million

· RP’s = 5 million

· Amt available = ½ CANI (1.5) + Proceeds (3) – RP’s (5) = 0

 (D) January 1, 1989 to December 31, 1989

(1) Consolidated Adjusted Net Income = -1 million

(2) Net proceeds from Issuance of Common Stock on 12/30/89 = 2 million

(3) Amt available for RP on 12/31/89 = 1 million 

· CANI = 2 million

· Proceeds = 5 million

· RP’s = 5 million

· Amt available = ½ of CANI (1) + Proceeds (5) – RP’s (5)

(E) January 1, 1990 to December 31, 1990

(1) Consolidated Adjusted Net Income = -4 million

(2) Amt available = 0

· CANI = -2

· Proceeds = 5

· RP’s = 5

· Amt available = CANI (-2) + Proceeds (5) – RP’s (5) = -1

· B/c CANI is negative subtract whole thing not 50%

iii. Consider §3.10. What is the purpose of this section?

(A) Transactions w/affiliates is a way to pull $ out of a co – if take cash out, its no longer there for creditors

(B) If affiliate is 100% owned, then doesn’t matter b/c $ can go back and forth 

iv. What kind of agency costs are reduced by the covenants? What kind of agency costs are not reduced?

v. How does the protection offered by the covenants compared with the protection offered by fraudulent conveyance law, equitable subordination, and veil piercing? Would the transaction at issue in Gleneagles, Costello, Zaist, Walkovsky have violated these covenants?

(A) More effective

(1) Restricted payments agreements > fraudulent conveyance > veil piercing
(B) Which strategies are more precise?

(1) Restricted payment agreements > fraudulent conveyance > veil piercing

(C) Where are these strategies addressed?

(1) Restricted payment agreements → K

(2) Veil piercing → Cts

(3) Situations where creditor acts to protect himself are more effective

(D) Transactions violate

(1) Gleneagles → LBO →  would violate b/c is a repurchase of stock?

(2) Costello → Insiders receiving payments first → 

(3) Zaist → Corp never tried to turn a profit → violate b/c making RP’s to Olson
(4) Walkovsky → Profits continually drained → violate b/c making RP’s to Carlton
Part II: Management’s Powers and Duties

A. Centralized Management and the Business Judgment Rule

1. Manson v. Curtis (63)(Ny Ct of Appeals 1918)
a. Centralized management = Standard governance model that structures the corporation’s internal relationship among SH, directors, and officers

i. Extensively modified for closely-held corp’s

ii. Applies full force to public corp’s

iii. Is de facto 

iv.  Corporate law concerned w/ relationship b/tw SH and Corporation

(A) Certain cases where interests are aligned and K will solve

(B) Certain cases where their interests are not aligned

(1) Solve through K

(2) Solve through regulation

v. Divisions of ownership and control = agency costs

(A) Mangers interests diverge from SH

(1) W/regard to dividends

· Managers less likely to want dividends than SH b/c managers like having cash around

(2) Give managers fid duties in order to align their interest w/SH

b. Facts: Manson and Curtis are only SH and agree that Manson should manage co. 

c. Holding: Ct says that it is the B that manages to corporation, not the SH

i. SH can agree who to put on B, but can’t agree that there is no B

ii. Why have this rule?

(A) SH lack expertise (to know what is in their best interest)

(B) Impractical – information asymmetry: SH don’t know enough

(1) De facto rule: Directors run co

(2) SH not prohibited from running co, but b/c of trans costs/informational asymmetry they don’t

(C) SH need to be protected from themselves 

(1) Apathetic
(2) Rationally ignorant

d. Questions

i. Consider Manson in conjunction with DGCL §§ 102(b)(1), 141(a), and 351 (the latter provision applies only to close corporations). To what extent do these provisions modify the rule announced in Manson?

(A) §102(b)(1): Can limit power of B in cert of incorporation
(B) §141(a): Don’t have to have B
(C) § 351

ii. Why are corporations managed by a B? What constituents may benefit or be hurt by such a management structure?

iii. Where is the power of the D’s derived from? Why is the Manson ct hostile to the notion of a passive B? Whose interests does the B represent?

iv. Why should SH not be entitled to order the B to take certain management action?
2. Agency costs of Equity

a. Costs of centralized management = agency costs

i. Monitoring costs

ii. Costs of enforcing fid duties

iii. Managers have different risk preferences than SH

(A) Can’t legislate risk preferences, but can K to regulate

iv. Managers might want to steal – pay themselves rather than SH (greed)

(A) Duty of loyalty to counter

(B) Compensation issues

(C) Personal gain → Self-dealing trans

v. Managers might want corp to grow to be huge, but unprofitable

vi. Mangers are lazy

(A) Duty of care → similar to negligence

b. How serious are agency costs?

i. Be suspect of managerial motives

ii. (B) Be careful how to apply this criticism 

(A) How big is pay off to M

(B) How hard is it for SH to protect

iii. Size of agency costs affected by different things

(A) % of ownership (how much stock is held by managers

(1) If Managers owns no stock → Agency costs is large

(2) If  Mangers owns stock → Interests are more aligned with SH

(B) If large SH → Big incentive to monitor b/c potential loss is larger → B less likely to act against their interest

(C) Make-up of Board/Management → Friends, Family, People who need good PR

c. Collective Action Problem

i. Once divide interest (i.e. by taking corp public), then SH don’t’ bear full costs or benefits of their actions = TOO LITTLE MONITORING

ii. Duty of care 

(A) Looks a lot like negligence

(B) Want to have negligence standard in corporate context b/c huge portion of nation’s wealth controlled by public corporations who b/c of collective action problem are not monitored enough

(C) Business judgment rule = operationalized duty of care

d. Questions: Extent of conflicting interest in the following decision facing A, CEO and Chair of B

i. Whether to go to the opera or work long

ii. Whether to have XYZ build a new plant in Indiana or in Texas

iii. Whether to have XYZ build a new plant at all or pay higher dividends

iv. Whether to have XYZ raise A’s salary by 50K

v. Whether to have XYZ sell RE to a company owned by A’s brother

vi. Whether to have XYZ promote Jim or Janet

vii. Whether to have XYZ oppose a tender offer by ABC to purchase all of XYZ’s stock

viii. Whether to oppose a group of SH who run against A for election to the B

ix. Whether to approve a charter amendment making D’s removable only for cause

x. Whether to have XYZ make a major charitable contribution to the Met Opera

xi. Whether to have XYZ increase the price it charges its customers for its products

xii. Whether to have XYZ sell stock of Alpha which has a historic book value of 5 million, but a market value of 7.5 million

xiii. Whether to have XYZ sells tock of Beta which has a historic book value of 5 million, but a market value of only 2.5 million

e. How would any of the following factors affect the degree of conflict and/or A’s inclination to pursue her own, rather than XYZ’s SH interests?

i. A owns no stock of XYZ
ii. A owns 50% of the stock of XYZ

iii. XYZ has no large SH

iv. Bill (who is unrelated to A) owns 51% of XYZ’s stock

v. The other 2 directors of XYZ are personal friends of A

vi. The other 2 directors of XYZ are CEO’s of large corp’s

vii. The other 2 directors of XYZ are personal friends of Bill

viii. The other 2 directors of XYZ are XYZ’s outside legal counsel and the dean of a law school to which XYZ makes major contributions

ix. XYZ is in sound financial shape

x. XYZ is close to insolvency

xi. XYZ has 2 classes of common stock. Voting class A stock, all of which are held by A and non-voting class B stock held by all other SH
3. The Business Judgment Rule, Fiduciary Duties, and Shareholder Suits

a. BJR
i. Legal doctrine that serves to insulate B from SH suits

ii. Cts can’t enforce fid duties in ways that limit discretion of B to run corp effectively

iii. Defines broad set of circumstances in which cts will refuse to 2nd guess decisions by the B

(A) Decisions that fall w/in this set of circumstances are protected from SH attack

(B) Only if BJR doesn’t apply will cts examine the actions of D’s more closely to determine if there has been a breach of fid duties

(C) Cts won’t examine B’s decision if majority of B is

(1) Acting in good faith

(2) Disinterested

· No self-dealing, not on other side of transaction

(3) Independent

· Free to use best judgment

· Bmember has no other cnx with trans

(4) Informed
iv. BJR not a rule of liability 
(A) BJR is ALWAYS starting point

(B) If don’t rebut BJR you lowe

v. BJR used in 3 ways

(A) Principle of tradition 
(1) Judicial non-involvement if B is interested, indep, informed, acting in good faith
(2) problem is this doesn’t get rid of stupid decisions – those are still protected by BJR

(3) If decision not protected → # of complex legal tests that apply where D’s may or may not lose

(B) BJR used as evidentiary presumption

(1) P bears initial burden of rebutting the presumption that D’s are disinterested, uniformed

(C) If B doing this (i.e. appt special lit ctee) go back to BJR (even though it didn’t apply in the first place)

b. Fid duties

i. Conceptualized as running to the corporation

ii. Parties who benefit from and seek to enforce fid duties are SH

iii. W/out specialized legal regimes to enforce fid duties collective action problems would prevent SH from enforcing fid duties

(A) SH can recover compensation for bringing suits as

(1) SH derivative actions = suits brought on behalf of the corp

(2) SH class actions

(B) Powerful incentives for small SH to bring suit

c. Gries Sports Entertainment, Inc. v. Cleveland Browns Football Co.
i. If BJR doesn’t apply → cts scrutinize decision as to it intrinsic fairness to the corp and corps minority SH

ii. BJR = rebuttable presumption that D’s are better equipped than cts to make bus judgments

d. Cinerama, Inc. v. Technicolor, Inc.
i. BJR = rule of evidence that places initial burden of proof on P

(A) If rules is rebutted → burden shifts to Defendant D’s to prove to the trier of fact the “entire fairness”

(1) Fair dealing; AND

· When trans was timed

· How it was initiated

· Structure

· Negotiation

· Disclosure to D’s

· How approval of D’s and SH were obtained

(2) Fair price

· Econ and financial considerations

· Relevant factors = assets, market value, earnings, future prospects, any other elements affecting intrinsic or inherent value of co’s stock

(3) Have to examine fair dealing and fair price together b/c is “entire” fairness, neither one is dispositive 

(B) Burden shifting doesn’t create per se liability
B. The Duty of Care

1. Graham v. Allis-Chalmers Manufacturing Co. (68)

a. Duty of care = requisite standard of due care that must be employed to escape liability (less important of fid duties that we will cover)
b. Facts: P’s claim that B failed to detect and prevent anti-trust violations. Corp had 30K employees and B meets once/month. B isn’t reviewing that closely b/c trusts CEO
c. Holding: No violation b/c B’s effort is sufficient to meet process based on duty of care

i. What it takes to be informed is very little → B had no knowledge of crime or gross inattentiveness 

ii. By necessity, B of large corp can only deal with broad policy and must rely on info of officers

iii. No rule of law that requires B to assume that all employees are incipient law violators

iv. The more involved a Bmember is, the less independent they may be = why important to have other non-officer B members who have other jobs so might not be able to pay as much attention as officer/Bmember

d. Questions

i. What function would imposing liability for breach of the duty of care serve in Allis-Chambers? When might it be in the narrow economic interest of the SH and when not?
ii. To the extent that one is tempted to impose liability on the B for purposes of enforcing the antitrust laws, what alternative enforcement strategies are available? What about increased penalties against the co?

iii. Should the standard of care vary with the type of D? Should the indiv ability of a director matter? Should D’s serving on a B ctee charged with supervising Allis-Chambers compliance with laws?

iv. Assume the D’s authorized the actions which were later to have violated the anti-trust laws. At the B meeting, legal counsel had informed them that such actions may (but are not certain to) be illegal but the D’s concluded that the potential profits are high enough to justify the risk of violating the law. Should the D’s be personally liable for violating the duty of care? What if the D’s were told that the actions are clearly illegal, but that the probability of detection is low? What if the D’s were told that the actions are clearly illegal, but that the gov’t generally does not prosecute such kind of offenses?
2. Smith v. Van Gorkam (71)
a. Facts: Trans Union has a lot of tax deductions, not enough cash to off set and CEO felt it was hurting their market price (he wanted to cash out and retire)

i. Sept 5: CFO mentions sale at Management meeting, possibility of LBO came up w/ #’s for prices ($50-$60) = PRELIMINARY #’S, #’s represent cash flow nec to get out debt → Feasability study not valuation study; VG doesn’t like idea of LBO by management (he thinks there would be a conflict of interest), but likes idea of sale
ii. VG (w/out management) decides to approach Pritzker about sale – asks Controller (Accounting and Auditing person) to do feasibility study of LBO @ 55 and keep it secret

(A) Weird b/c Controller is junior to CFO; AND

(B) CFO had already done feasibility study

(C) Controller says it is feasible and will take care of debt in 5 years

iii. Sept 13: VG meets with Pritzker → wants lock-up @ 55

iv. Sept 16,17: VG and Pritzker agree to deal with all sort of bonuses for Priztker

v. Sept 19: Special meeting of B

(A) Outside lawyer present → Tells B could be open to suit if they don’t accept offer (should have given advice on best way to comply with fid duties)

(B) I-bank not

b. Holding: B violated duty of care b/c

i. B never did proper valuation study → 55 was based on rough number, no proper valuation study ever done 

(A) Counterargument: 50% premium should have been enough 

(1) Cts response

· B thought that market price was low

· Pritzker getting control of co – should have to pay a control premium

· Should have got more info on other offers
(B) Counterargument: B knew co so well that didn’t need valuation study

(1) Bmembers had no practical experience in valuation → need i-bank opinion

(C) Counterargument: SH approved the merger

(1) SH not fully informed → no cleansing act (doesn’t count)

(2) SH misled that 55 was good price

ii. No negotiation about price

(A) Counterargument: B could have accepted a higher offer

(1) Response

· Agreement barred release of info – no talk clause

iii. B never saw any documents about 55 – just assumed it was a fair price b/c VG told them it was

(A) Reliance on VG might have been in good faith 

(B) Good faith requires more than oral presentation → need hard facts to have good faith decision

(C) B was unaware of VG’s role a

c. Affects of Van Gorkam
i. Need i-bank valuation in a merger

ii Standard of duty of care relaxed so it was easier to bring suit

iii. Del passed § 102(b)(7): Limits liability for D who breached standard of care (can’t get damages, probably only injunctive relief)

(A) Only get $ if breach of good faith or omissions; BUT

(B) Can argue that breach of care = breach of good faith

(C) Legislature saying that cts went too far w/this decision
iv. People can make late bids b/c bidding process slowed down (b/c need for valuation studies?)

(A) No coercion/time restraints in making decisions

v. Initial bidders hurt b/c don’t get benefit of finding out who is good target b/c late bidder can now come in after they have done all the work

vi. Need disclosure of all relevant info to SH →.otherwise SH approval means nothing

d. Questions

i. Why wasn’t the premium offered for Trans Union – 50% over market price – a sufficient defense fore the B? What could account for such a large discrepancy between SH and asset values?

ii. Commentators are divided about as to whether the liability imposed in Trans Union ultimately harmed or helped SH. For what reasons may SH be helped or harmed? What other groups in society are the winners from Smith v. Van Gorkam? What groups are the losers?

(A) Ins co wins b/c D’s ins goes up a ton

iii. Tough love analysis of Van Gorkam: Ct made an example of B in order to protect incumbent B’s in the future → in order to tell them rush offers shouldn’t be entertained. What does this analysis suggest?
v. Does a B violate is fid dut of care if it rejects a bid after a 2 hour meeting? What if the bid is at a 50% premium over the share price? What if the bid is 20% below the share price?
3. Director Liability Statutes 

a. i.e. §102(d)(7)

b. Statutes + fact that duty of care easy to satisfy make it less important fid dity

c. Satisfy duty to care by showing that you employed a good process, if had good process, even if led to bad result → not a breach of duty to care
C. The Duty of Loyalty

1. The Self-Dealing Paradigm

a. Duty of loyalty = core of fid duty doctrine = Corporate officers and D’s (as well as controlling SH) must not exercise their discretion over corporate policy to benefit themselves at the expense of their co-investors (SH)

i. Conceptual problem: B defines corp’s interests of which they are charged w/ignoring in violation of B’s duties
(A) How should the corp’s interests be defined for purposes of duty of loyalty
(1) Economic interest of its SH?

(B) What should role of D’s be in determining when particular conduct by a corporate officer or D counts as a breach of the duty of loyalty

ii. Who is duty of loyalty owed to?

(A) Trad answer = to the corporation and its SH → i.e SH

(B) Problem is that primacy of SH interest (in contrast to more diffuse and presumably encompassing notion of “the interests of the corporation” was never firmly established in corporate law”

(C) Constituency statutes: New anti-Takeover statutes undermine primacy of SH interest by allowing B to consider interests of constituency groups as well as SH in establishing corporate policy 
(1) Del has NOT adopted

(2) Cts don’t allow B action which favors another constituency at the expense of SH, but can consider other groups when in long-term interest of corp

v. What is the duty of loyalty?

(A) Legal categories of conflict of interest

(1) Self-dealing

(2) Economical

(3) Non self-dealing

(B) Legal standard = Entire fairness

(C) Cleansing acts = Devices that B can undertake to prove entire fairness

b. Self-dealing paradigm

i. §144: Self-dealing trans not be voidable “solely” b/c it involves a conflict of interest, if it is adequately disclosed and approved by a majority of disinterested D’s or SH or it is fair
c. Areas of conflict: Cts have different doctrines for each type of trans

i. Self-dealing

ii. Corporate opportunity

iii. Executive compensation

iv. Dismissal of SH derivative lawsuits
2. Marciano v. Nakash (86)
a. Facts: 2 families (Nakashes, Marciano’s) form co called, Gasoline, relations sour. Operations initially financed by a bank rate of 1% above prime rate (Prime +1%). Bank wants guarantees from both families, Marciano’s don’t want to give, so Nakashes give guarantee. U.F. Factors (entity owned by Nakashes) gives loan to Gasoline, since B is deadlocked, didn’t approve trans with U.F. Factors, co goes bankrupt and U.F. Factors puts in claim as creditor. Issue is whether or not loan was valid.

i. Self-dealing transaction: Transaction where a fiduciary stands on both sides of the transaction

(A) Director has a conflict of interest b/c stands on both sides of trans 

b. Holding: Loan valid

i. §144: Self-dealing transactions: Self-dealing trans not per se voidable, if

(A) Disclosure to majority of disinterested B who in good faith authorizes; OR
(B) Disclosure to SH; OR

(C) Fair transaction and approved by B or SH

ii. Cleansing act (i.e. Disclosure to B or SH)

(A) Entire fairness standard applicable to self-dealing trans

(B) Cleansing act basically changes applicable legal standard from entire fairness to something more akin to BJR (and P loses)

(C) P needs to show that trans outside of BJR b/c its self-dealing

iii. Ct says §144 is not sole mechanism to validate self-dealing trans

(A) Converse is true → if in one of the §144 prongs, not nec that K not going to be void

(B) §144 more of a standard than a rule

(C) Ct says trans is fair b/c

(1) Loan has same terms as original bank loan

(2) Extra 1% on guarantee is reasonable

iv. FN 3

(A) Approval by fully-informed disinterested D’s OR disinterested SH permits invocation of BJR

(B) Burden of proof back to P and he basically loses

c. Questions

i. Was the assumption of the $2.3 million loan by U.F. Factor a self-dealing transaction? Why? What approval was given for the loan transactions? How does the ct analyze the fairness of the terms of the loan?

ii. Was it fair for the Nakash’s to charge Gasoline a 1% fee for their personal guarantee? What does the ct say about this issue?

iii. §402 of Sarbanes-Oxley makes it unlawful for public co’s to directly or indirectly, including through any sub, to extend or maintain credit, to arrange for the extension of credit, or to renew any extension of credit, in the form of a personal loan to or for any D or exec officer of the co. The Act overrides state law which, for the most part, permits loans to officers and D’s as long as the terms are fair and/or the loan is approved by disinterested D’s or SH. Is there any justification for singling out loans to officers and D’s for this harsh treatment?
3. The effect of approval by Disinterested Directors or SH

a. What is the standard of review for trans that are approved by distinterested and indep D’s? Cursory review under the BJR standard? More searching review entailing some scrutiny of the “fairness” of the trans (although presumably a greater tolerance for unfairness than if the trans had not been approved by disinterested D’s)? or something else?

b. When are D’s regarded as disinterested and indep?

c. What kind of disclosure is required before approval by the disinterested D’s or SH is effective? How far must one go to alert them to the potential unfairness of the trans?

4. Eisenberg, Self-Interested Transaction in Corporate Law

a. Fid Duty of loyalty is rooted in duty of loyalty from agency law
i. Structural complexities of a corp make require approval by disinterested B or SH + fairness in order to rebut claim of breach of duty of loyalty

(A) Conjunctive test = Full disclosure + fairness

(B) Disjunctive test = Full disclosure OR fairness → Not enough b/c

(1) D could make full disclosure to subordinate

(2) If only fairness, then ct not B is making the decision + even if price is fair no way to know that B would have approved if had a had full disclosure of material facts

ii. Question is what kind of fairness test?

(A) Entire fairness
(B) Treat trans like it was done with 3rd party instead of self-interested D

iii. Why subject self-interested trans that had SH/ (disinterested) B approval after full disclosure to some sort of fairness test?

(A) Collegial relationships D’s have w/each other makes impossible for other D’s to treat self-dealing D as they would treat a 3rd party

(B) Was is disinterestedness?

(1) Factual disinterestedness: No significant relationship w/ either subject matter of the self-interested trans or the D who is engaging in it

(2) Corporate disinterestedness = no financial or close family ties 

· If were to use factual disinteredness for corporate def would go to far → would exclude people who could still deserved protection of BJR

(C)  Review of fairness of price in self-interested trans is almost reveiw of fairness of process by which trans was approved
iv. Substantive unfairness test

(A) If trans that was approved by disinterested B is substantively unfair than B not acting as it would in dealing w/ 3rd party OR

(B) There wasn’t the level of full disclosure by the self-dealing D that there would have been w/a 3rd part

v. Effect of approval by disinterested B

(A) Shifts burden to P to prove that there was a breach of loyalty

(B) P must show that disinterested D’s could not have reasonably believed trans fair to corporation

(1) This test is easier than pure fairness

(2) Harder to satisfy than BJR

(C) B approval must be given before trans goes through

b. Questions on Eisenberg

i. Why should approval of a self-dealing transaction after full disclosure not always suffice to satisfy the duty of loyalty?

ii. Eisenberg appears to celebrate the B in pressing for full disclosure but to deprecate the B in urging a  modicum of fairness review in addition to disinterested D approval. Are these inconsistent positions? What is the problem with permitting judicial fairness review even where disinterested D’s have authorized an interested transaction?

5. Kahn v. Lynch Communications System (95)
a. Facts: Alcatel owned 43% of Lynch. Lynch decides it needs fiber optics co, decides on Telco. Alacatel says no and says that should by Celotex (a sub of Alcatel). There is a supermajority provision in Lynch cert to require 80% of SH approval for bus combination (so Alacatel could block Telco if it wanted). B appoints special ctee (indep, disinterested, informed). Alcatel’s i-bank propoes .95 Celotex/Lynch merger. Indep ctee hires its own i-bank who says that .95 was an over-evaluation of Celotex → So Indep Ctee rejects merger at that price. Alcatel withdraws Celotex merger option and proposes tender offer of $14/share for the rest of Alcatel’s outstanding stock. Indep Ctee determined $14 too low, proposes $17 as fair. Alcatel makes final offer of $15.50, Indep Ctee accepts b/c Alcatel’s says it will go forward with HTO at lower price if it doesn’t accept. 

b. Holding

i. Controlling SH owes fid duties, Alcatel only owns 43% but that doesn’t make then not controlling → They exercised enough influence over Lynch that TC found them to be controlling SH
(A) Since Alcatel was controlling SH (proposal to acquire Celotex and tender offer) = self-dealing transactions
(B) When there is a self-dealing trans, controlling SH bears the burden of proving entire fairness
ii. Cleansing Act

(A) If there was a cleansing act then wouldn’t go back to BJR but burden would shift back to P to prove lack of entire fairness

(B) If there is no cleansing act → Entire fairness standard

(C) Was Indep Ctee a cleansing act?


(1) Indep ctee was disinterested and independent

(2) Indep ctee wasn’t a cleansing act b/c capitulated to Alcatel’s threat instead of doing what was in best of interest of corp

· Not enough that there was a cleansing act, need to look at process of cleansing act → how did spec ctee conduct themselves

· Point of indep ctee is to stimulate arms-length transaction → this one didn’t, so they don’t get burden shift of having a cleansing act

c. Questions
i. Why does Alcatel owe fiduciary duties to Lynch’s SH?

(A) Alcatel was controlling SH → Weinberger v. UOP
ii. Did Alcatel breach its duty of fair dealing? Why?

iii. Is the legal effect of approval by disinterested D’s different in Kahn than in other types of self-dealing trans?
6. Kahn v. Tremont (100)

a. Facts: Valhi is 90% owned by Simmons; NL ad Tremont of subs of Valhi. NL B believed their stock was undervalued, so decided to buyback 10 million shares through a Dutch Auction. Valhi owns 2/3 of stock of NL, it tenders all its shares b/c it wants to get down to less than 50% ownership for tax purposes (63 million shares), even though NL only buying 10 million @ $16, NL ends up buying back 11.18% (10.9% are Valhi) → so hardly any other SH put in price of $16 or less. After auction Valhi still needs to get rid of 7.8 million shares, so decides for Tremont to buy them. Appoints 3 outside D’s to spec ctee
b. Holding

i. Special ctee

(1) All 3 members had sig ties to Simmons, but not enough to say per se not indep

(2) Hired i-bank and legal advisor w/sig ties to Simmons

(A) i-bank valuated NL stock 5 different ways, but all were based on price of titanium oxide that turned out to be too high – B never inquired about how price affected valuations

(B) Signed deal to buy stock on same day that got valuation studies
(3) Only person present at all 3 meetings was Stein

(4) Negotiations → real negotiations about price and liquidity discount

ii. Problems w/spec ctee

(1) Spec ctee did not function independently 

(A) They were technically indep; BUT

(B) Inquiry needs to be whether or not they functioned independently

(C) Ex ante inquiry about ctee: Who people are → whether or not capable of being indep

(D) Ex post inquiry about ctee: How ctee went about process → did they function indep

(2) Stein did all of the work and he was the least indep of the members

(A) Bouushka and Stafford abdicated their duties

iii. In order for burden to shift (b/c of cleansing act of spec ctee) → ctee needs to be indep and function indep

(1) Failure to have a cleansing act is not imposing a punishment, just depriving Valhi of a benefit 

iv. Valhi disclosure obligations: Kahn alleges that Valhi not disclosing 2 parties weren’t interested + Salomon’s advice concerning illiquidity discount is material info
(1) Controlling SH disclosure duty: fully disclose all material facts and circumstances

(2) Normal arms length trans disclosure duty: Don’t have to disclose anything, just can’t lie

(3) 2 doctrinal standards that sometimes contradict

(A) Goal of mandating that controlling SH disclose material facts is that want indep ctee to function properly

(B) In functioning properly, don’t require them to disclose weakness?

c. Questions

i. What was wrong with the Special Ctee? Did the member inherently lack indep or did they just fail to live up to their potential?

ii. If the members of the Spec Ctee did not inherently lack indep, why should Valhi be penalized for their failure to act in an indep fashion?

iii. If the special ctee was not indep (for whatever reason), why should Valhi’s disclosure obligation be the same as in an arms-length bargaining context?

iv. What factors are relevant for determining whether the burden of showing entire fairness shifted? What factors are relevant for determining whether that burden was satisfied? Are some factors relevant to both inquiries? Should they?

v. Does the duty of care of members of an indep ctee differ from the duty of care of directors acting in the ordinary course? Should it? How?

vi. The ct concludes that Valhi had no obligation to disclose to the Spec Ctee the advice it received from Salamon Brothers concerning the illiquidity discount. Would Valhi’s disclosure obligations be different if it had sought approval by a majority of the minority SH of Tremont for the stock purchase, rather than approval by a Spec Ctee?

7. Orman v. Cullman (105) → Not all breaches of duty of loyalty are in self-dealing context
a. Facts: General Cigar has 2 classes of Stock (A, B); A is publicly traded and has 1 vote/share, B is owned by Cullman fam and has 10 votes/share; SwedishMatch(SM) approaches Cullman’s about merger, Cullman tells GC B; B creates spec ctee who approves trans; Complaint alleges B approval was ineffective b/c maj of D’s not independent or disinterested and B breached duty of disclosure (duty of candor)

i. Terms of merger

(A) SM buys 1/3 of Cullman’s Class B stock at $15/share

(B) Merger where SM buys all of publicly traded stock at $15/share

(C) Cullman’s retain offices and control of B

(D) In 3 years Cullman can sell remaining stock to SM or SM can call Cullman’s interest

(E) Deal protection clause: CG can’t do deal for 1 year if merger terminated

(A) Buyer (SM) protection clause

ii. Spec Ctee

(A) Retains indep legal and financial advisors

(B) 2 substantive changes in deal

(1) Class A gets $15.25

(2) Deal protection clause extend to 18 months

iii. Necessary for majority of minority SH to approve deal for it to go through

b. Holding

i. Conflict transaction (not self-dealing b/c Cullman’s not on both sides) 

(A) Why? b/c Potential conflict of interest b/tw Cullman and min SH

(1) Cullman’s got future in co

(2) Cullman’s only sell 1/3 of their shares, minority sell all → Cullman’s not treated the same ass min

(B) Inquiry in conflict trans

(1) Materiality requirement: Is conflict sig in context that we think it will affect decision making process → Ct says YES

(C) Controlling SH pursuing conflict trans

(1) Cleansing act

· Burden on P to prove entire fairness

· If no cleansing act → Burden on controlling SH to prove entire fairness

(2) In order to establish there was no cleansing act (and get out of BJR) P has to prove that a majority of B was either interested or lacked independence

ii. FN 50: Interested v. Indep
(A) Interested
(1) 1st instance: When D 

· Personally receives a benefit (or suffers a detriment)

· As a result of, or from, the challenged trans

· Which is not generally shared with (or suffered by) the other SH

· Benefit (or detriment) is of such subjective material sig to that particular D that it is reasonable to question whether that D objectively considered the advisability of the challenged trans to the corp an its SH

(2) 2nd istances: Self-dealing D

(B) Indep = whether D’d decision resulted from that D being controlled by another by being

(1) Dominated by other party

· Close fam relationship

· Force of will

(2) Beholden to allegedly controlling entity, if

· Controlling entity has unilateral power (whether direct or indirect) to decide whether challenged D continues to receive a benefit, financial or otherwise, which D is dependent on; OR

· Is or such subj material importance that the threatened loss of the benefit might create a reason to question whether controlling D is able to consider merits of challenged trans objectively

(C) Examples

(1) One of terms of merger agreement is D A to be an officer in surviving co Z, maintaining his position was material to A → A has disabling interest

(2) C is a D and maj SH of co X. C has power to threaten A’s position as officer of co X should A vote against the merger and A’s position is material
· A might not be indep

· Doesn’t have a disabling interest

(3) Combo of (1), (2) then→ not indep + has disabling interest

(4) Question is whether possibility of gaining some benefit or the fear of losing the benefit is likely of such importance to that D that it is reasonable for the Ct to question whether valid BJ or selfish considerations animated D’s vote

iii. P gets out of BJR for motion to dismiss stage

(A) Ct finds that it is a conflict trans, conflict is material and majority of B either interested or lacked independence

(B) Need further discovery to prove if facts as alleged in complaint enough to rebut BJR

iv. Disclosure allegations

(A) In order to state a claim for breach of disclosure (candor) P must plead facts identifying

(1) Material

· Disclosure always have to be materially incorrect to be a problem

(2) Reasonably available

(3) Information that

(4) was omitted from proxy statement; AND

(5) Substantial likelihood that disclosure of omitted facts would have been viewed by reasonable investor as having significantly altered “total mix” of info available

(B) Sig of disclosure = SH ratification would have been cleansing act (imply that go back to BJR rather than just shifting burden of proof back to P)

(C) SH alleges that Proxy statement contained 3 material misleading disclosures (providing materially false info is an indpe breach of duty of candor)
(1) Conflict on B → Co only discloses that Solomon going to make 3.3 million

· ct says disclosing fact is enough, co doesn’t have disclose any more than relevant facts
(2) Cuban embargo 

· Too speculative to be material

(3) HQ Building: Co disclosed book value but didn’t disclose market value

· For purposes of motion to dismiss, can’t say it wasn’t misleading

(D) Compare analysis of disclosure claims with Smith v. Van Gorkam
(1) Style of analysis the same?

· VG ct is pissed, here is more measured

(2) How hard is it for P to allege disclosure problem? 

· There are many possible basis for disclosure violations, depends on how tough ct is

(3) Huge amt of discretion to cts in disclosure analysis

(E) Analysis of B’s independence in comparison with Tremont
(1) In Tremont were analyzing indep/interestedness of spec ctee

(2) Here, analyzing whether B was indep/ disinterested → Don’t look at how member of B acted

· Looking to see even if got out of BJR

· Don’t look at how individual members ACTED until are out of BJR

c. Questions

i. The Cullman group is a controlling SH of GC. What justifies applying a different standard to the transaction at hand than to a self-dealing trans b/tw GC and the Cullman group?
(A)

ii. Why impose a “materiality” requirement to transaction where fiduciary received a benefit not equally shared by all SH, but not impose such a requirement to self-dealing trans?
(A) B remains on P to allege facts to overcome BJR
iii. What factors does the court consider in assessing whether GC D’s were disinterested and indep? How do these factors compare to those considered in Kahn v. Tremont?

iv. Proposes Rules to the NYSE define independent D as a person who

(A) Has been determined (by a vote of her fellow D’s) to have no material relationship to the co other than as a D

(B) Has not served as an employee or auditor of the co for 5 yrs or been a family member of someone who has; and

(C) has not served as an employee or auditor of any other co whose compensation ctee includes and exec officer of the co

Have to have maj of indep d’s on its B and to have audit, compensation, nominating and corporate governance ctees composed entirely of indep D’s

How does the approach of the NYSE in defining indep differ from the approaches in the cases we read?

(1) Relationships are more specifically defined

v. Why should GC have disclosed the FMV of the building where its HQ were located? How easy is it to make an allegation that disclosures in the proxy statement were materially misleading to survive a motion to dismiss?

(1) When as asset is a surplus asset that could be readily sold for FMV need to include in proxy materials → Judge couldn’t determine at motion to dismiss stage whether HQ was surplus asset or fundamental asset (which you don’t need to include on proxy)

(2) Pretty easy to survive 12(b)(6) by alleging material disclosure b/c materialality is a question of fact → needs at least discovery
8. Note on Waste

a. Waste of corporate assets = separate cause of action from breach of fid duty

i. Standard for waste is really high and waste claims rarely succeed
ii. D’s that are guilty of corporate waste only when they authorize an exchange that is so one-sided that no bus person of ordinary, sound judgment would conclude that the corp has received adequate consideration

iii. If reasonable, informed minds disagree on question of whether waste has adequate consideration → ct not going to evaluate (basically get BJR)
(A) Consideration has to be so disproportionate that no reasonable person would agree

(B) Doesn’t have to be a total lack of consideration

b. Actions that constitute waste → outside protection of BJR

c. Waste can only be ratified by unanimous SH approval

9. Lewis v. Vogelstein

a. Facts: Stock option compensation plan for D’s of Mattel. Suit claims that grants of options made didn’t offer reasonable assurance to the corporation that it would receive adequate value in exchange for such grants and that such grants represent excessively large compensation for the D’s in relation to the value of their service
i. Stock option compensation plan: 2 forms of grants

(A) One-time grant of options on 15K shares of common stock at MP on day such options are granted, they can be exercised whenever, but are valid for 10 years (will be much more valuable in 10 years)

(B) Annual Options: D gets new grant of options for each year that is re-elected

b. ii. Issue = What is effect of informed SH ratification on a self-dealing executive compensation transaction?
i. Plan contemplates grants to D’s who approved it = self-dealing trans, BUT SH ratification ..

 (A) 4 possible effects of proper SH ratification

(1) Complete defense to charge of breach of fid duty of loyalty

(2) Shift test from entire fairness to waste

(3) Entire fairness, but burden is shifted to P

(4) No effect

· Clearly can eliminate as possible effect b/c clearly SH ratification has SOME effect

ii. Ratification in general

(A) Comes from agency law

(B) Confers/confirms legal authority of an agent in circumstances which the agent had no authority 

(C) Agent must disclose all relevant circumstances

(D) B/c agent is fid to principal, must act with candor and loyalty

(E) Effect of agent’s ratification = Validate or affirm act of the agent as act of the principal by

(1) Providing grant of authority lacking at time agent acted; OR

(2) Acting as estoppel by the principal to deny a lack of authority

(F) Difference b/tw SH ratification and agency ratification

(1) Collective action problem

· No single SH is acting as principal, may be minority who disagrees with majority

(2) Agency action related to authority; B clearly has authority to act, question is whether they breached fid duty of loyalty in doing so

· SH ratification not about conferring power, but rather affirming that action taken is consistent with SH interest

(3) §144: Self-interested transaction statutes may apply

(G) SH ratification may be ineffectual b/c

(1) Incomplete info/coercion

(2) Majority of SH affirming had conflicting interest

(3) Transaction ratified constitutes waste

· Have to have unanimous/ not majority SH ratification for waste transaction b/c waste is akin to gift and no one can be forced to make gift if don’t want to (so if 1 SH doesn’t want to, can’t do it)
iii. Informed, uncoerced, disinterested SH ratification of transaction where D’s have a material conflict of interest (self-dealing → exec compensation) has the effect of protecting trans from judicial review except on the basis of waste
(A) No reasonable person could conclude that corp received adequate consideration in this trans

(B) SH ratification only a complete defense to waste if unanimous approval → for public corp, waste is not ratifiable 
(C) Doctrinal relationship b/tw waste and BJR

(1) Effect of cleansing act = BJR → only grounds to attack BJR is waste (Marciano FN 3)

(2) Waste is safety rule for actions that don’t fit into BJR

(3) Waste comes into play when

· Trans is protected by BJR to start with (trans where presumption of BJR has not been rebutted)

· Members of B were interested but cleansing act gets back to BJR

(4) If bring waste claim on 3rd party trans and no reason to believe B was unreasonable → not going to get anywhere with waste claim

(D) Ct more receptive to waste if have doubts about disinterestedness and level of info of B

(1) Legal concept of indep and informed not the same as factual concept of indep and informed

(2) Here ct doesn’t like one-time grant b/c seems unreasonable to give someone sitting on B on Monday huge grant and someone who is appointed Tuesday doesn’t get

· Ct says only trans that look highly disproportionate are going to survive

· Another example of huge amt of discretion that cts have in applying these tests – what is disproportionate, whether D’s really indep or not, whether SH really informed

iv. Why treat exec compensation transactions differently than other self-dealing trans?

(A) Stock options help align interests of SH and D

(B) Self-dealing trans are suspicious b/c if have same terms as 3rd party (which you have to do), then why not just do trans w/3rd party

(1) Exec compensation → Can’t do with 3rd party

(2) Cts don’t want to get involved in determining what is adequate exec compensation

c. Questions

i. If ratification of “waste” requires unanimous SH approval, why would non-unanimous  approval ever be a defense against a “waste” claim?

(A) Shows that reasonable people (SH) thought that trans wasn’t waste

(B) Ct only going to say that trans was waste if NO reasonable person could approve → if SH approve then a reasonable person did approve

ii. What is the significance of the fact that the grant of options was a self-dealing transaction? Does an exchange constitute waste that “is so one sided that no business person of ordinary, sound judgment would conclude that the corp has received adequate consideration” but does not involve self-dealing?
(A) Self-dealing trans subject to more scrutiny

(B) If no self-dealing + waste isn’t that breach of duty of loyalty

iii. Is the standard imposed by Beard the same as standard for “waste?” If not, does approval by an indep ctee have less of a cleansing effect than ratification by SH? Should it?

(A) Beard (114) 

(1) Don’t need legally cognizable consideration in order to make an option grant valid

(2) In order validate option grant need a finding that a reasonable B could conclude from the circumstances that the corp may reasonably expect to receive a proportionate benefit

(3) If have an indep ctee that finds proportionate benefit + SH ratification = BJR protection

(4) After Beard when there was indep ctee that approved option grant, ct focused on procedures (i.e. was indep ctee functioning properly)

(B) Approval by indep ctee isn’t less of a cleansing effect, is just further evidence that reasonable person would have agreed to option grant

iv. What could justify the grant of the one-time options? Why should a person who became D one day prior to the adoption of the plan receive options of 15K shares, all immediately exercisable, when a person who became a D one day after the adoption of the plan receive only options on 5K shares, which vest over a 4-year period?

(A) Want to reward for past services – not a good answer, this is a suspect trans
10. The Corporate Opportunity Doctrine = Second major branch of duty of loyalty
a. When D or senior officer can appropriate a bus opportunity on their own acct that might arguably belong to the corporation

b. Focus = When an opportunity is deemed corporate rather than personal and off limits to management

i. Typical self-dealing trans is given undeniable presence of self-dealing → does trans violate duty of loyalty or not

ii. Common law

(A) “line of business” test: A business opportunity belongs to the corporation if it is sufficiently closely related to the firm’s existing line of business Guth v. Loft (1939)

(B) Fairness test

(1) Line of business; AND

(2) Other factors

· How manager learned of the disputed opportunity

· Whether he used corporate assets in exploiting the opportunity

· Fact specific indicia of good faith and loyalty to corp

(C) Line of business + Fairness two-step analysis Miller v. Miller (1974)
(1) Okay for manager to appropriate bus opportunity w/in co’s line of bus IF

(2) Can establish that corp would have been unlikely or unable to exploit opportunity

· Co’s “financial incapacity to exploit an opportunity is typical defense

(D) Interest or expectancy test

(1)  Looks to corp’s particular ties w/the disputed opportunity rather than to the generic nature of the opportunity

(2) Had the corporation already undertaken to make an investment of the sort that was appropriated Litwin v. Allen
iii. Cleansing act (i.e. approval by B) goes to show that not a breach of duty of loyalty

(A) Not dispositive b/c of structural bias

(1) Bmembers treat other Bmembers differently than they would treat a 3rd party

(2) Doesn’t mean that you are not independent → creates suspicion 
(B) Talking to indiv B members who say corp not interested is NOT a cleansing act, but goes to show good faith of D taking corp opportunity
11. Broz v. Cellular Information Systems, Inc.

a. Facts: Broz owns RFCB and is a outside director for CIS (both co’s in bus of providing cell phones) (Broz is outside D and only Bmember w/conflict of interest = least worrisome scenario); Another co wants to sell license for M-2 area, contact Broz as prez of RFCB, CIS not on list of co’s to buy b/c they have no $; Broz talks to 2 D’s at CIS and they say CIS not interested; Pri-Cellular (PC) wants to acquire CIS and M-2, PC does tender offer for CIS (open from Aug 2-Nov 23), PC has option to purchase M-2, option extinguishes if someone pays more than 500K, Broz pays 500K more for M-2 9 days before tender offer closes and PC owns CIS; PC sues for breach of fid duty of loyalty after it took control of CIS

b. Holding: Ct uses Fairness test

i. Argument that this is a taking of a corporate opportunity by Broz?

(A) CIS is in line on business

(B) It has an interest of expectancy in opportunity (through PC)
(1) Broz should take into acct long-term plans for CIS (including PC’s plan for M-2)

(C) If in taking opportunity Broz placed himself in position inimicable to his duties

ii. Argument that this is NOT a taking of a corporate opportunity

(A) Presented to Broz in his individual capacity

(B) Opportunity not essential to CIS

(1) CIS was contracting not expanding

(C) CIS has no interest or expectancy

(1) CIS not financially able to take advantage of opportunity 

· this isn’t dispositive factor b/c money is always in flux

(2) PC might have been, but PC is separate legal entity from CIS so Broz doesn’t owe duty to them

· PC should have made their offer contingent on CIS buying M-2

(D) Broz didn’t use corporate resources in obtaining opportunity

c. Questions

i. Should the rules of corporate opportunity differ for outside D’s and for inside D’s? Should they differ for outside D’s who work full-time for a competitor corporation?

ii. Would our should the result of the case have been any different in the following circumstances (or any combination of circumstances):

(A) CIS has sufficient cash to buy M-2

· If they had cash + wanted to buy then might be breach

(B) CIS’s license areas are in proximity of M-2 and CIS has embarked on an expansion program

· If they had cash then would be

(C) Mackinac indep offers M-2 to CIS and Broz

· If they had cash + wanted to buy → Breach 

(D) PC’s tender offer for CIS is completed before Broz acquires M-2

· Depends on how CIS found out about offer → probably yes

(E) CIS SH are to receive PC stock in the tender offer, rather than cash. (Assume that the value of the stock is higher if PC acquires M-2 at a favorable price)

· Might owe duty to CIS SH

(F) In conjunction with the tender offer, PC has entered into a contract with CIS requires CIS to bid for M-2 at terms specified by PC (PC will eventually fund the purchase)

· Def would be breach

iii. What is the significance of the statement by Treibick and other CIS D’s that CIS was not interested in buying M-2? Would it have made any difference if Broz had raised issue at a B meeting and the statements had been made at the meeting?

(A) No legal sig to statement by other D’s, but shows good faith of Broz

(B) No difference if had been at B meeting b/c no resolution→ no cleansing act, but again shows his good faith to not take CO from CIS

iv. Assume that CIS can and wants to acquire M-2. Can Broz still acquire M-2 if he resigns as director of CIS? At what point in time should Broz have to resign?

(A) Broz should probably resign, but still has to make full disclosure
(B) Once stop being D no longer have duties, but may have duties lingering from when you were D

(C) Resignation may help, but doesn’t nec do so
D. Shareholder Suits
1. Introduction: SH suit is most important legal mechanism for enforcing fid duties (2 types)
a. SH class action suits = Direct actions against officers and D’s of the co (or the corp)

i. SH asserts wrong and brings claim on her behalf and on behalf of other SH

ii. SH always prefer direct suit to derivative suit b/c less hurdles (in thinking about which suit to bring think about who suffers damages and who gets them

iii. Orman v. Culman → indep tee agreed to unfair terms, SH would get $ in this suit

iv. Direct suit brought when

(A) Corp makes false, misleading statement to SH → violation of securities disclosure laws
(B) SH interest in derivatives, voting or trans that terminated interest of SH
v. De facto brought on behalf of all SH → subject to separate rules

vi. Co will move for motion to dismiss on grounds that decision protected by BJR 

(A) Motion is on substantive grounds

(B) While derivative suit motion to dismiss is on procedural grouds
b. Derivative suits = Actions against the officers and D’s (or third parties) brought on behalf of the corp

i.. Any SH has standing to bring

(A) SH asserts a claim that belongs to the corporation for harm to corp 

(1)  Broz → Derivative suit → SH want Broz to pay damages to CIS 

(2) Vogelsterin → Want D’s to give stock options back to corp

(3) Co made bad deal → SH still retains interest BUT it is a derivative suit

(B) Automatically brought on behalf of all SH

(C) Procedural protection not nec about substantive merits of case, but more about authority of B to control corp’s course of action

ii. SH suffer form collective action problem in bringing this suit (b/c only would get small share of benefit and incur all the cost of enforcing this fid duty)

(A) B/c Cts want SH to enforce and monitor fid duties

(B) generous compensation to P’s who bring derivative and direct suits

2. The Demand Requirement: To institute a derivative suit
a. SH must show that demand on the B was excused → Demand Futility Test: Aronson v. Lewis; OR 

i. Reasonable doubt is created that

(A) D’s are disinterested and independent; OR

(1) Ct must make inquiry into independence and interest of D’s

(2) If ct finds that D’s are interested → no BJR protection

(B) Challenged transaction was otherwise the product of a valid exercise of bus judgment

(1) Ct must make inquiry into substantive nature of challenged action → if reasonable doubt that trans a valid exercise of BJR → NO BJR protection
(2) Ct doesn’t assume that B erred in making decision

ii.  Sufficient to satisfy one of the 2 Aronson prongs
iii. Procedure

(A) In demand excused context, no actual demand on B is ever made

(B) SH institutes a suit alleging that Aronson is satisfied and that demand is therefore futile

(C) If Demand is excused

(1) B retains option of setting up a SLC

· special litigation ctee (derivative suit equivalent of indep ctee) to decide if corp should bring suit or not → they never decide to bring suit

· Shifts discretion from SH to B and cts in deciding whether to pursue lit

· Common law rules govern SLC activity (no statutory basis)

(2) If SLC dismisses → Zapata test (Aronson always comes before Zapata)
b. Demand wrongfully denied

i. Showing necessary for SH

(A) B failed to investigate reasonably whether bringing a suit is in the B’s interest OR

(B) B did not act in good faith

(1) Duty of care violation → hardly ever win

ii. In Del if make demand and it is refused → don’t get to say that demand wrongfully denied
(A) By making demand have waived argument of demand futility

(B) Demand futility is easier to make that demand wrongfully denied 

(C)  In Del, don’t have to make demand → NEVER MAKE A DEMAND
(1) If don’t make demand, corp will bring motion to dismiss

(2) Ct will apply → Aronson
iii. Have to make demand requirement to corp (b/c suit actually belongs to corp) (except in Del)
(A) Corp never brings suit after demand requirement

(1) Shifts discretion from SH to cts to pursue lit
(2) Demand requirement rooted in FRCP 23.1 → Del has identical state statute
c. Effectiveness as enforcement mechanism
i. Pro → D’s are structurally biased in favor of culpable mangers and suits are necessary to enforce breach of fid duties
ii. Con → suits reduce B discretion to screen 

(A) Suits disregard interest of corp and body of SH as whole

(1) Frivolous derive suits (“strike suits”); AND
(2) Sweetheart settlements b/tw P’s atty and corporate D’s

iii. Cost/benefit

(A) When should SH wish a derivative suit to be brought?

(1) Should only be when suits will increase corporate value → benefits of suit will outweigh its costs
3. Zapata Corp. v. Maldonando (125) (Del SC 1987)
a. Facts: June 19795, Maldonado sues D for breaches of fid duty, demand held to be futile; 1979 Corp appointed SLC; SLC says lawsuit not in best interest of co and should be dismissed
b. Holdings

i. SLC Standing

(A) SLC has standing to sue b/c B has delegated its legal power to decide whether or not to bring lawsuit to SLC

(B) B retains corporate powers but b/c B as a whole is conflicted can’t exercise that power so have to delegate it to SLC who is not conflicted 

(C) Question of functionality

(1) If didn’t let the SLC have the power to bring motion to dismiss 

·  would have over litigation of frivolous suits

(2) If blindly followed whatever SLC decided to do (BJR standard)

· Under-enforcement of fid duties

· Some cts do give SLC BJR standard but Del doesn’t even though SLC is equivalent of cleansing act in self-dealing trans where we do apply BJR after

· Structural bias within B leads Del to not trust decision of SLC

· Problem with this theory is believe that indpe directors should never be fully trusted → should never go back to BJR, should always have some sort of judicial intervention

ii. Zapata test

(A) 1st step:
(1)  Ct should inquire into indep and good faith of the ctee and the bases supporting its conclusions

· Limited discovery

· Corp has burden of proving indep, good faith, reasonable investigation → NOTE in BJR – P has burden of rebutting presumption of fairness
(2) Ct determines that ctee not indep, not shown reasonable bases for its conclusions, or not satisfied for other reasons relating to process (lack of good faith) 

· Ct denies SLC’s motion to dismiss

(3) If SLC meets is burden of proof → 2nd step

(B) 2nd step

(1) Ct applies its own BJR to see if motion should be granted → equity decision

· Discretionary test w/out any guidance

· Un-reviewable b/c no factors

(2) Best interest of corporation is guiding line; BUT ct can take into acct law and PP

· Law and PP may conflict w/ best interest of corp → going to let suit go forward for law and PP reasons

· If let go forward for small breaches of fid dity (meritorious but not cost effective suites) → not in best interests of corp, but are in best interest of law and PP

· In interest of law and PP to let suits go forward b/c from ex ante perspective letting these suits go forward is in best interest of corp b/c of deterrent effect it will have on D’s before breach occurs even though at time suit being brought, not in best interest of particular corp

c. Questions

i. Why does the SC of Delaware not trust the determination by disinterested D’s not to pursue the derivative suit? Do the same reasons justify not trusting disinterested D’s when they approve a self-dealing transaction or set the amt of exec compensation? If they do, should the ct apply the same standard for reviewing the approval of self-dealing, setting of exec compensation and determination not to pursue derivative suites when made by disinterested D’s?

(A) Ct doesn’t trust SLC b/c of structural bias; BUT

(B) Then shouldn’t trust B’s in self-dealing trans after cleansing act

ii. What factors should the court take into consideration when exercising its “independent business judgment” on whether a derivative suit should be dismissed? Is there any reason for excluding any factors that “truly disinterested” directors would take into account or including any factors that “truly disinterested D’s would not take into acct? Compare the factors enumerated in Zapata v. Maldonado with those enumerated in Joy v. North.
4. Joy v. North (2nd cir. 1982)
a. Facts: Ct rejected the recommendation of SLC to dismiss suit

b. Holding: SLC doesn’t get BJR when deciding to dismiss derivative suit

i. Using BJR would eliminate fid duties

ii. Burden is on corp to prove that action is more likely than not to be against the interests of the corp

iii. Ct should apply cost benefit analysis 

(A) if damages discounted by the probability of finding of liability are less than the cost to the corporation in continuing the case → dismiss

(1) Costs → only direct costs
· Atty fees + out of pocket expenses related to lit

· Time spent by corporate personnel

· Indemnification

· Insurance NOT a valid factor to consider in costs b/c premiums already paid

(2) 2 exceptions to direct costs

· Impact of distraction of key personnel

· Potential lost profits
c. Questions

i. How does the exercise of judicial business judgment under the Joy test compare to the calculus that a SH might use after discovering managerial misconduct if the costs and benefits of derivative suits were shared pro rata by all SH? How does it compare to the calculus of an absolutely loyal and dispassionate D after discovering misconduct?

(A) Cts are applying the rational actor theory that SH should apply (if there were no fin incentives to bring suits)

(B) D who finds misconduct should report b/c potential lit fees if he doesn’t could be higher

ii. Does Joy go further than Zapata in every respect? How does the balancing test set forth in Joy compare to the considerations that a Delaware court may weigh in the 2nd step of the Zapata two-step test?
(A) Joy is straight cost benefit analysis

(B) Zapata allows ct to consider law and PP concerns → might go further than Joy

iii. Is judicial screening under either the Joy or the Zapata test likely to correct any distortions in litigation incentives introduced by the contingent fee compensation rule?

(A) Joy might correct some of the incentives b/c cost/benefit

(B) Zapata’s PP concerns might not correct
5. Harbor Finance v. Huizenga (Del Ch. 1999) (131)
a. Facts: Suit brought by Republic SH that acquisition of AutoNation was a self-interested trans b/c 4 directors had substantial mat of stock in AutoNation and that Republic paid too much in acquisition to benefit these 4 D’s
b. Aronson 

i. Reasonable doubt about independence/ disinterestedness of maj of B

(A) 3 D’s sought to make millions of merger → interested

(B) 1 D (Hudson) who was going to make 820K

 (1) Issue was materiality of $ → this was self-dealing trans and there is not materiality requirement (only materiality requirement in conflict trans → Orman)

· Should there be a materiality requirement b/c same concerns that motivate imposing one in conflict trans?

(2) D’s argue that not interested/independent b/c he had more $ in Republic than AutoNation so not in his interest to pay too much for AutoNation → Ct rejects b/c

· At pleading stage only have to plead that he stands on both sides of trans; AND
· He was beholden to 1 of interested D’s b/c of familial and financial ties → not independent

(C) D Burdick
(1) He was lawyer for Huizenga and could make case that about reasonable doubt of his indep; BUT

(2) Don’t have to b/c already established that maj of B interested/not indep

ii. Comparing 2 prongs of Aronson 

(A) Prong 1: Maj of B interested, not indep → NO BJR
(B) Prong 2: Transaction not protected by BJR (b/c reasonable doubt about its validness as bus trans)

(C) Can you satisfy prong 2 and not prong 1?

(1) Duty of care claim

(2) Waste

(3) Self-dealing trans w/controlling SH 

· Prong 1 doesn’t apply b/c if controlling SH is engaged in self-dealing trans presume that B is not disinterested or independent

iii. Comparing Aronson and Zapata

(A) Prong 1: Analogous to duty of care
(1) Zapata: Burden is on ctee to prove they exercised proper care

(2) Aronson: Ctee doesn’t have chance to prove that they exercised proper care b/c never got the chance to make a judgment about suit

· Ct inquires into interested/indep of D’s

(B) Prong 2: Merits of transaction
(1) Zapata: Ct flagrantly saying going to apply their own BJR
(2) Aronson: SH has to create reasonable doubt that trans not protected by BJR

· If fail to establish reasonable doubt → trans is protected by BJR

(C) Function of the tests is the same

iv. Demand futility claim v. Direct suit 12(b)(6) motion

(A) In theory, have more hurdles to jump through if make demand

(B) If would have survived 12(b)(6) in direct suit, then would survive demand futility test and since never going to make a demand in Del, not really that much harder to bring derivative suit than direct suit

c. Questions

i. How does the second prong of the Aronson test for demand excused differ from the first prong? Under what circumstances will a P be able to satisfy one of the prongs and not the other?

ii. Why not apply the same test in the “demand excused” stage as in the “special litigation ctee” stage?

(A) B/c SLC had the chance to exercise reasonable care, w/demand excused they didn’t exercise any care

iii. Discretion to screen at the SLC stage is explicitly a matter for the courts (rather than corporate B’s) under Zapata. As a practical matter, which institution exercises screening discretion at the demand stage?

(A) If make a demand → B

(B) If don’t make a demand and say demand futile → Cts

iv. Would it be rational for Hudson, give his ownership interests, to approve a transaction that is detrimental to Republic Industries and beneficial to AutoNation? → NO

v. Is the problem with Hudson that he was not disinterested or that he was not independent? Does disinterested and independent in the demand excused context mean the same as in the context of D approval of self-dealing? Is the pleading burden the same? Why consider these factors twice?

(A) Hudson not independent

(B) At pleading stage if self-dealing trans that ct says D is interested for purposes of motion to dismiss

(C) Can be interested → but interest could not be material, might make a difference at outcome
6. Empirical Studies on Derivative Suits: Roberta Romano The Shareholder Suit: Litigation without foundation?
a. Studies do not find clear evidence that SH suits increases corporate value

i. Lawsuits infrequent, most settle and settlements provide minimal compensation

ii. Monetary relief is much lower and more infrequently obtained in derivative suits compared to class actions

iii. Principal beneficiaries seem to be atty’s

b. Little evidence of specific deterrence

i. Management turns over in firms sued

(A) Could be evidence that managers are incurring penalty for breaches

(B) Turnover also a function of firm’s coping with underlying prob that gave rise to lit

(C) Could be related to profit b/c firms sued make less than those that aren’t sued

(D) Financial penalties almost never imposed on managers

c. General deterrence

i. Could be general deterrence in that managers don’t engage in breaches to avoid trivial lawsuits

ii. Lack of specific deterrence cuts against this argument

d. Litigation serving as a backup monitor of management → not really good evid for this
e. Legal rules are public goods

i. All firms benefit from a judicial decision clarifying the scope of permissible conduct

Part III: The Voting System

A. Corporate Voting and the Collective Action Problem

1. Public Corporations and the Voting System

a. Corporate governance structure is built around the institution of SH voting

b. SH voting is POTENTIALLY central to every aspect of the management of the public corporation

i. B retains legal power to “manage” the corporation

ii. SH exercise ownership interests indirectly through

(A) Election of D’s

(B) SH ratification

iii. What does statutory scheme mean in practice for SH participation in corp governance?

(A) Depends on collective action

(1) If corp owned by single SH → non-existent costs of collective action

· SH appoints and dismisses D’s at her pleasure (voting system a formality)

· Discretion enjoyed by corp managers depends entirely on how closely SH decides to monitor their performance

(2) If corp owned by 100K SH each with $100 investment → preclusive effects of collective action
· Rational SH never going to challenge B decisions or inform themselves about company’s performance beyond following price of stock b/c

· Not cost effective for them to do so (monitor costs are more than their equity)

· Voting a formality → B will always get re-elected (b/c no one is going to oppose them → like totalitarian state)

· B will be dominated by inside D’s who control B’s agenda and info

(B) Solutions to collective action problem

(1) §14(a) and proxy rules → encourage more informed SH electorates

(2) Collective action problem insurmountable

· Market controls will constrain discretion of corp managers
· Products market

· Managerial services market (including comp incentives)

· Need to enter the capital markets for funds

· Market for corporate control

(3) SH rights movement

· Led by institutional investors whos portfolios create ownership structure that fall between extremes of large SH or 100K small SH

· SEC amended rules to further lower organizing costs of large investors

· Collective Actions costs may be large, but not large enough to prevent monitoring, depending on

· Legal constraints

· Payoffs to SH

· Larger culture of SH activism

2. Easterbrook & Fischel, Voting in Corporate Law

a. Corporation = web of K arrangements

i. Doing bus easier b/c makes it easier for people to achieve benefits of division of labor – joins

(A) People with $ (investors) but no managerial skills; AND

(B) People with managerial skill but no $

ii. Impossible and inefficient to specify fully by K the duties and limitations of each actors

(A) Items left unspecified by K often more important than items capable of specification

(B) Legal rules = standard form K for issues of corporate structure

(1) Anticipate desires of King parties

(2) Reduce $ of items to be negotiated and costs of negotiation; BUT

(3) Not sufficiently detailed

· Fiduciary principle (= standby rule of corp law) requires actors to behave in the way they would have agreed to do by K, if detailed K could be reached and enforced at no cost

· Structural rules + fid principle cover only outlines of the relations among corp actors → voting serves to fill in details

b. Voting = right to make all decisions not otherwise provided by K (whether express or implied)

i. Right to make decisions includes right to delegate them (to B)

ii. Statutes allow firms to estab any voting practice they want 

(A) Del presumptive rules → Can be altered at any time by those w/power to vote
(1) Give SH any # of votes (including 0)

(2) Votes may cumulate or not

· Cumulative voting permits SH to cast multiple votes for a  single candidate, so that a candidate may be elected by less than a majority of shares

(3) Can vote in person or proxy

(4) Voters can chose managers directly OR through mediation of B

(5) Cause/ no cause dismissal

(6) Nec quorum may be less than ½

(7) Can have supermajority provisions

(B) Patterns in corporate choice

(1) Almost all shares have one vote and only shares possess votes

(2) Preferred shares (or rarely bonds) can acquire votes when firm is in fin difficulty

(3) Cum voting, nonvoting doesn’t happen in public co’s

(4) SH don’t select managers, SH select B’s who then select managers

(5) No special elections, only yearly

(6) SH vote by proxy, not in person and elect the slate of candidates proposed by incumbents

(7) Quorum les than ½

(8) Issues decided by maj of votes cast

(C) Statutory limits on firms to create voting structures they prefer

(1) Investors may sell their votes by selling the instruments to which the votes are attached, but CANNOT sell the vote indep of the instrument

(2) Statutes limit ability of SH to grant irrevocable proxies

· Proxy = voter’s grant of authority to someone else to cast his votes

· Proxy revocable by grant of a new proxy to someone else

· Irrevocable proxy binding ONLY if couple with an interest in the stock (like pledge to secure a loan)

· Voting trust: A form of irrevocable proxy in which several SH convey their shares and the attached votes to a trustee who must vote them as a bloc in accordance w/their instructions → only in close corp, limited by statute

iii. Statutes require votes to be taken on certain “fundamental issues”

(A) Mergers

(B) Sales of substantially all assets of the firm

(C) When suf # of voters or D’s request submission of proposal to voters

(D) SH don’t vote on matters of ordinary bus

iv. Why should SH be required to vote on fundamental issues?

(A) Reduction of agency costs

(1) SH have the most to lose (or gain) as a result of fund changes

(2) B/c of large loss/gain overcomes collective action problem

(3) Right to vote = additional monitoring device

(B) Counterargument: Don’t need SH ratification b/c SH are passive investors who lack the expertise and incentive to make these decisions

(1) Common law rule requiring SH ratification of fund issues wouldn’t have endured if didn’t produce gains

(2) Durability + uniform acceptance of the rules creates a presumption of efficiency that has not been overcome by contrary evidence 
(C) SH approval required for charter amend

(1) Poison pill

· Reduces SH welfare b/c reduce the probability that the firms SH will be the beneficiaries of a TO at a sig premium

· If SH voting serves as a monitoring device to self-interested behavior by management, SH should vote against these amendments

v. Managers submit wide range of issues to SH for approval, why?

(A) SH approval of a transaction decreases the probability of a successful judicial attack\

(B) Trans b/tw a D/officer and corp (self-dealing) not voidable if have SH approval

(1) Jud scrutiny reduces change of wealth-reducing trans

(2) But if have jud scrutiny, then why require SH approval in the first place?

(C) Merger more likely to survive entire fairness attack if SH approval

(D) Problem: SH ratification given as matter of course b/c of collective action problem 

(1) How effective is SH ratification then?

(2) Not really a benefit of legal rules that encourage SH approval

3. Shareholder Collective Action Problem (Supp 141)
a. When collective action cost > expected benefit → SH not going to ready proxy, they are just going to approve = rationally apathetic
b. Management shielded from SH policing of their fid duties and they get high comp than in nec to induce their services (self-dealing trans allowed to go through)

B. Federal Regulation: The Proxy Rules

1. Federal Securities Law

a. Regulation of voting law is where fed sec law influence corp behavior the most

b. SEC Act of 1934

i. Most of the provisions apply only to publicly-held co’s

ii. Stat provisions are supplemented by regs passed by SEC

iii. Purpose = Regulating the flow of info b/tw co’s and investors

(A) Reporting requirements: Have to file reports about bus activities at periodic intervals

(B) Disclosure requirements: 

(1) Have to disclose in certain circumstances

· Solicitation of proxies

· Tender Offers

(2) Rule 10b-5: General anti-fraud provision prohibiting “false or misleading” statements in cnx with the purchase or sale of securities

c. Reg 14A

i. Disclosure requirements and a mandatory vetting regime that permits the SEC to protect SH against misleading comm.

ii. Substantive regulation of the process of soliciting proxies (or votes) from SH

iii. A general antifraud provision (Rule 14a-9) that allows SH a private right of action for misleading proxy materials

iv. A specialized “town meeting” provision (Rule 14a-8) that permits SH to force a vote at corporate expense on certain kinds of SH resolutions

2. Regulation 14A Question (p.143)
a. Facts: TarPERS wants to get its own people elected to NLS B, but wants to find out how widely its feeling are shared → want to get in touch w/50 other institutional investors
b. Regulation 14(a)
i. Once you start soliciting, a lot of other requirements must be met, so need to figure out when are crossing the line b/tw soliciting and not? → Def of Solicit: 14(a)-1(l)
(A) Can’t ask other people for their proxy

(1) If the only thing you are doing is talking to people, then can talk to as many as you want (if not soliciting, # is irrelevant)

(2) Can have general conversations, finding out other groups impressions of management. You can’t ask what the other groups will actually do (how they will actually vote), but can ask how they “feel” about certain things

(B) Cannot engage in “other communication (than furnishing of proxy form) that is reasonably calculated to result in the procurement, withholding, or revocation of a proxy

(1) To avoid triggering this provision don’t talk about B or elections 

(2) 14(a)(1)(l)(2): Can say how you will vote provided that it is done either in

· Public forum

· To someone who speakers owed fid duty

· Statement is made in response to reasonable requests
(3) Even if don’t want to get proxy yourself, talking about business can lead to someone withholding their proxy from management = solicitation
ii. Exceptions
(A) Safe harbor → can talk up to 10: Rule 14a-2(b)(2)
(1) Why do co’s want to avoid solicitation of more than 10?

· Want to avoid burden of filing a proxy statement

· Proxy statement is long document that takes time to prepare and involves some expenses

· If have to file proxy statement before solicit

· Causes delay costs
· Preparation costs (expensive to prepare a proxy)

(2) Under safe harbor still have to worry about 14a-9 and making a fraudulent statement

(B) Can advise those whom you have a bus relationship with → 14a-2(b)(3)

(1) This is helpful for brokers, institutional investors

(2) B/tw SH not really helpful exception

(C) Can solicit, then issue a proxy in certain circumstances → 14a-12

(1) Saves delay costs

iii. Once you decide to do a proxy, you have to figure out who to send proxy statements to

(A) Use 14a-7, co must either

(1) Give you a list of addresses for SH

(2) Mail your proxy for you

· Co always chooses this option b/c lets them see what you are sending

(B) Use §220 DGCL 

(1) SH of record can get list of other SH

(2) Always use this option if you can

(C) Need to send proxy to other security holders (SH) andSEC

C. The PSI-IPALOC Contest (I)

1. Facts:  Dec 11, 1992, PSI and CGE sign a Merger Agreement, which locked in 1/.909 sh PSI/sh CINergy, about equal to $24.50/sh.  CINergy would be the new corp.  Ipalco makes a hostile tender offer (as Alcatel did) to buy 100% of shares at $26.50 cash or equivalent Ipalco shs (.6906 sh).  They put a “Collar” on it, so the number of shares they get will vary if the share price varies within the collar range, $35.875-41.625.   

a. Obstacles to just doing a tender offer; why so they have to do the proxy contest?   The first two force the proxy contest, the second two just make an alternative deal cost more.

i. poison pill – the only hope for Ipalco is that the ct revoke it or the bd redeem it.

(A) even if they get the 5 bd members, this isn’t enough to redeem.  But it might send a message to the other Bd members.

ii. regulatory approval – the regulatory approval is key b/c they must choose one deal, and once they do the other deal will likely go away.  If the deal that you choose does not get approval, then you’re left back w/your stock price at $18.

(A)There is an Acquisition Adjustment with a present value of $900 million.  Ipalco says that they will have $1.6 bil in cost savings over 10 years, which will pay for this.  

(B) Ipalco spends some time stressing the cost savings to consumers.  Although this has no bearing on the decision of the SHs, it does send a message to the regulatory authorities.

iii. $60 mil term fee

iv. Lock-up stock option agreement – gives CGE the option to purchase up to 10 mil shs @ $18.65/sh (like the one Van Gorkom gives to Pritzker).  This would equal about $80 mil.  

(A) Both the term fee and lock-up are ok, b/c they act as a sort of reward to the first bidder.  The bidder sort of deserves them, for putting the company on the map; but for the first bidder, the price would never have been bid up.

b.When deciding for whom to vote, PSI SHs, or possible future CINergy or Ipalco SHs, will be thinking about:  future profits, future dividends, business fit, regulatory issues, whether they want to cash out.
D. Rule 14a-9

1. Virginia Bankshares v. Sandberg
a. Facts: VBI is wholly owned sub of FABI; VBI owns 85% of Bank, FABI wants to merge Bank and VBI (want to acquire 15% of Bank they don’t own)

i. Merger = 2 co’s are combined and merger agreement specifies what happens to SH of 2 co’s

(A) SH obtain shares of other co and vice versa; OR

(B) 1 group of SH gets cashed out → Van Gorkam

ii. This trans most like Kahn v. Lynch: Cash merger b/tw 2 entities, one a controlling SH of the other, in merger controlling SH obtains ownership of all remaining shares

(A) If structure this way (as opposed to TO) → don’t have to go to each of SH and get them all to sell

iii. FABI hires consultant to give an opinion of a fair price

(A) NOT A CLEANSING ACT

(1) FABI is indep and anyone they hire aren’t indep

· This opinion has no probative legal value

(2) If wanted indep opinion (what they did in Kahn v. Lynch)
· Bank should form indep ctee

· Have them pick consultant

(B) If were in Del, applicable legal standard would be entire fairness

(1) Who would burden be on?

· Arguably there was a SH approval = cleansing act = burden back on P

· Whether SH vliad would depend on if disclosure was satisfactory

(C) 2 types of cleansing acts

(1) Indep ctee

(2) SH approval

· In Del is majority of SH entitled to vote

· FABI owns 85%, they have enough to vote trans w/out minority approval

· They solicited minority approval b/c wanted cleansing act effect of approval by minority SH AND didn’t want to cause any ill-will from min SH but didn’t condition merger or approval of min SH
(3) HYPO 1: Proxy materials says “FABI owns directly or indirectly 85% of the votes of the stock of the bank, FABI intends to vote its shares in favor of the merger, as such, the merger will pass no matter if any minority SH vote for it”

· Not a cleansing act in Del b/c

· For SH vote to = cleansing act, have to condition (merger or whatever they are ratifying) on minority SH approval
(4) HYPO 2: “This merger is conditioned in addition to requirement by state law on the approval by a majority of minority SH” 

· This would be a cleansing act b/c are telling minority that they are empowered to say whether or not merger goes through
b. Was there an actionable (under Rule 14a-9) statement in proxy? →  Statement in proxy that that B believed that the price was “high” and “fair” (as opposed to saying it was actually high or fair)

i. Materiality

(A) Standard for materiality is that there must be a substantial likelihood that a reasonable SH would consider it important with respect to the issue at hand
(B) This statement is material b/c B is supposed to have informed belief that SH can give weight to

ii. Is it a fact?

(A) 14a-9 says statement has to be a fact

(B) In order to show false statement of fact, have to show

(1) That D’s didn’t reasonably underlying fact was true (that price was high); AND
· D’s need to act for reasons given or hold beliefs stated 
(2) Underlying fact was in fact false (The price wasn’t high )
(C) If show that D’s voted for merger for other reasons (other than ones stated in proxy), but price was high → haven’t proved a false statement of fact

(1) Would have to prove what D’s actually thinking → very hard

(2) Open up to speculative claims

· Blue Chips Stamp: Don’t want to bring speculative claims (i.e. they tried to fool me into buying securities)

· Borak: Private cause of action exists under 14a-9

iii. Causation: What do you have to show about relationship b/tw false disclosure in proxy statement and harm?

(A) Cause in fact?: W/out misleading disclosure merger would not have gone through
(1) Mills: Don’t have to show cause in fact causation b/c

(2) Too hard to show 

(B) Voting causation: Solicitation was an essential link towards the achievement of the merger → Mills
(1) If there was a materially misleading statement in proxy ct will presume that all minority SH that voted in favor of merger would have voted against it

(2) If need minority SH votes for merger to go through → solicitation is essential link, so if there was a false statement in proxy, causation will be met

(3) No voting causation here b/c VA Bank had 85% of shares and didn’t condition merger on minority SH approval

(4) Kahn v. Lynch there would have been voting causation b/c controlling SH only held 43%

(C) Non-voting causation theory:

(1) VBI argued that it wouldn’t have proceeded with merger w/out min SH approval

· This isn’t valid way to destroy causation b/c too speculative (Blue Stamp)

(2) VBI also argued that min SH approval was a way to satisfy state statutory requirement

· Similar to §144 DGCL

· Not a requirement that have to have min SH approval, but says it is a type of cleansing act

· In order to have cleansing act, need appropriate disclosure → no cleansing act if disclosure is materially misleading (so in this case they wouldn’t lose this cause of action)

(D) Summary: To establish causation use

(1) Voting causation; OR

(2) Loss of state law remedy (may or may not be way to establish essential link)

c. Kennedy dissent

i. Doesn’t think that should presume that majority SH will violate its fid duties by voting in favor of an unfair merger (what Mills basically holds)

(A) In this case FABI clearly was trying to violate fid duties by saying that price was fair when it wasn’t

d. HYPO: What if merger was conditioned on majority of min SH approval?

i. Voting causation would have existed b/c FABI wouldn’t have enough votes to complete this specific merger

ii. if condition is a real condition, need

(A) Approval by B; AND
(B) SH

iii. If B conditions their approval on min SH approval then merger doesn’t satisfy requirements of state law b/c B didn’t approve, they approved on condition of SH approval

e. Questions

i. After VA Bankshares, what must be shown to prove causation? Voting or loss of state remedy

ii. Can one still show non-voting causation? YES – loss of state remedy

iii. What protects SH against false and misleading statements in solicitations that do no involve voting causation? Rule 14a-9?
E. Shareholders Proposals and Rule 14a-8

1. Intro: Rule 14a-8 = SH proposal rule
a. SH can force the co to include certain proposals in its proxy materials

b. Good for SH b/c can advance a proposal to vote w/out having to file any materials w/SEC and w/out having to mail materials to indiv SH = low costs

c. Limitations (first 3 procedural, last substantive)
i. Identity of SH: Rule 14a-8(b)

(A) SH must own certain amt of stock – 2K worth

ii. Number of proposals: Rule 14a-8(c)

iii. Length of supporting statement: Rule 14a-8(d)

(A) Can’t exceed 500 words → Co can take as many words as it wants to responsd

(B) Must submit proposal reasonably in advance of proxy statement release

iv. Subject matter of proposal: 14a-8(i) = Substantive limitations
d. If corp doesn’t want to include proposal, ask SEC to approve the omission

i. SEC gives a “no action” letter: Div of Corp Finance not going to recommend taking disciplinary action

ii. SH has opportunity to response to request of no-action letter
2. Carpenters’ Proposal  and Supporting Statement 
a. 2 ways in which SH opposition can arise

i. Proxy contest w/ solicitations, i.e. IPALCO

ii. SH proposal

(A) Uses

(1) Raise awareness on social issues

(2) Issues relating to governance

· B composition

· Takeover provisions

· Voting

b. SH want B composed of majority of indep D’s
3. Waste Management No-Action Letter Request/Pension fund reponse – 5 reasons to omit
a. Fails to comply with Del law

i. Violates §212: Plurality rule: People who get highest # of votes get elected
(A) There are 5 B seats, 6 candidates, 3 indep, 3 non-indep
(1) If indep D receives less votes than one of non-indep → they would be elected

(2) Violates plurality rule b/c non-indep D’s have inherent advantage b/c more seats are open to them

(B) Pension funds response

(1) Plurality rule violation can be eliminated by changing by-law to require that majority of nominees be indep

ii. Violates one share – one vote concept

(A) Violating plurality rule → violation of one-vote/one-share?

(1) Violating one vote/one-share rule is invalid b/c of DGCL and co’s cert

(B) Pension funds response

(1) Doesn’t violate plurality rule w/by-law amendment

iii. Violates §141(b)(k) and co’s charter b/c D could be removed w/out cause if he went from being indep to non-indep

(A) Stronger argument for Waste Management

(1) B doesn’t have to do what SH want

(2) Can’t really just solve prop w/language

· Would have to do by changing cert w/amendment → much harder to do

(B) Pension fund response

(1) Proposal is not actual wording of by-law, proposal is just preparatory
(2) B should adopt by-law where the purpose is not create a B of maj indep D’s

· Up to B to solve how to solve complications w/language

(3) Make exception in this case and solve at next Bmeeting

b. Would make current people running disqualified

(A) Pension fund response

(1) Exception is only about this particular election, nothing wrong w/B composition

(B) SEC sides w/Carpenter → doesn’t apply to upcoming election, but does to subsequent

c. False and misleading language

(A) Indep under SEC def would include someone who has personal ties w/co

(B) Pension → indep under SEC not dispositive

3. Response by SEC Division of Corporate Finance

a. Violating DGCL argument

i. Accepts argument that language is just preparatory

ii. SH need to revise proposal to make it clear this is just a request of recommendation

F. The PSI-Ipalco Proxy Contest (II)

a. Part of original agreement → seen both in Van Gorkam
i. Lock-up Option
ii. Termination fee

b. Why have lock-up and term fee?

i. Legally defensible reasons

(A) So that CGE not used as stalking horse → Pritzker in Van Gorkam
(1) Afraid that will do initial due diligence and put IPALCO in play and someone will outbid and original bidder will be left with nothing

(2) Original bidder wants compensation for his costs on making the bid and the benefit to the co of having the first bid made (putting them in play)
ii. Reasons that are going to get you into trouble

(A) Rogers want CGE rather than IPALCO

(1) He may accept lower price b/c it his preferred buyer

(2) He will become CEO of new corp

(B) IPALCO already in play → nothing to compensate CGE for

iii. IURC invalidated initial CGE/IPALCO → PSI reinstated terms (no bus reason for them to do that)

iv. Effect of lock/up termination fee

(A) Merger value = 1.5 billion

(B) Lock up/term fee value = 150 million = Option is a liability
(C) What is CGE’s reservation price (=highest are willing to pay for PSI)?

(1) Has to be minimum of 1.5 billion

· If is less than 1.65 billion not going to enter into trans b/c worth it for them to take term fee (would get 150 million if took fee, if less than 1.65 billion the gain from the merger going to be less than 150 millino)

(2) Assume 1.8 billion

(D) What is effect of lock-up on IPALCO’s reservation price? If...
(1) 1.6 billion → going to be 1.45 billion → not going to even make initial bid
(2) 1.7 billion → going to be 1.55 billion
(3) 1.8 billion → going to be 1.65 billion
(E) Have to subtract value of lock-up/term fee from reservation price to see how much competing bidder willing to pay
(1) Lock-up reduces amt 3rd party willing to pay (150 million in this case)

c. Severance agreements

i. Designed to fend off control changing from either PSI/CGE to 3rd party (IPALCO)

ii. If IPALCO wind, execs get compensation = golden parachute
G. State Law Regulation of the Voting System

1.Inequitable Conduct:
a.  Schnell v. Chris-Craft (Del SC) (163)
i. Facts: Co aware that dissident SH going to compete for proxy and move ahead annual meeting by changing by-laws, as a result dissidents didn’t have enough time to wage proxy contest
ii. Holding: Ct says if we deem something to be inequitable not going to get away with if, even if it is legally possible

(A) Doctrine not used that much, but has potential

(B) Frequently cited for being “against established principles of corporate democracy”

ii. Questions

(A) Why exactly can the B not exercise its legal right to change the by-laws? SH who are going to contest the reelection of incumbent management have expectation that the date of annual meeting designated by by-laws not going to be changed by incumbent management to avoid contest → equity trumps black letter law

(B) What if the B had asserted a neutral reason to advance meeting date (the conference room was booked

(C) What is disinterested D’s approved advancement of date of annual meeting?

b. Blasius Industries, inc. v. Atlas Corp. (Del Chan) (164)
i. Facts: Blasius is a large SH in Atlas and wants to institute new management in order to restructure corp. The corp charter allows 15 D’s, there are currently 8, he plans to amend by laws by soliciting proxies and then fill the 8 D’s with people friendly to him. Atlas becomes aware of what Blasius is doing and amends by laws to have from 7 to 9 D’s, thus even if Blasius gets 15, only going to have 6 that are friendly to him.
ii. Holding

(A) B wanted to protect control b/c didn’t believe restructuring was to the benefit of the co

(1) In Schnell acted B acted to self-entrench

(2) Had good faith

(3) This is not a bus decision → BJR doesn’t apply

· BJR is about legitimacy of B powers and non-interference in B decisions; don’t want single SH messing around with B elected by maj b/c B’s legitimacy (as agents of the majority) is greater than the legitimacy of a single SH

(4) It is about corporate governance principles – allocation of power b/tw B and SH

(B) Compelling justification test: If B acts w/primary purpose of interfering with the SH vote, then B needs to offer compelling justification, even if the B acts in good faith and is informed

(1) Con-law test → heightened scrutiny

(2) Very hard test to satisfy

(3) If Atlas B’s purpose in adding D’s was to protect SH rather than thwart vote → this test doesn’t apply

· i.e. Wanted more indep B members → burden is on B to prove compelling justification

iii. Questions

(A) Which of the following actions may be prohibited under the Schnell and Blasius rationales? Under what circumstances?

(1) PSI purchases stock from SH likely to vote against the incumbent D’s?

· Blasius FN 2: If primary purpose is to dilute voting power of a control block → out on equity
(2) PSI sells stock to SH inclined to vote for incumbent D’s? same as (1)

(3) PSI delays the annual meeting when initial returns show IPALCO will win?

· Under Schnell this is inequitable and out

(4) What if PSI can advance a neutral reason for sale of stock to a “friendly” SH? (For example, PSI may need the funds for investment purposes.) 

· FN 2: Depends on what primary purpose was

(5) What if PSI can show that it considered various ways to raise additional funds (including a sale of stock) prior to the Ipalco proxy contest?

· B has burden to show compelling justification

(6) What if Ipalco shows that PSI needs the additional funds only six months from now, and that it would have plenty of time to raise them after the proxy contest?

· Probably goes against compelling justification
3. Circular Voting Structures: Speiser v. Baker

a. Facts: Chem is a public co. Speiser owns 10%, Baker owns 8% and public owns 40%, Health Med owns 42%. Health Med owned 50% each by Speiser and Baker. Chem owns to preferred stock of Health Med (which if converted represents 95% of Med’s voting power). This is a circular holding structure and allows S and B to control Chem w/out corresponding equity investment. S and B don’t like each other
b. Issue: Can Med vote its shares in Chem?

i. DGCL §160(c): 2 classes of stock that don’t have voting rights

(A) “Shares of its own capital stock (Chem stock) belonging to the corporation” or 

(1) Chem can’t vote the stock that it owns

(B) to another corporation, (Med) if a majority of the shares entitled to vote in the election of D’s of such other corporation (Med) is held, directly or indirectly by the corporation (Chem)”

(1) Med can’t vote Chem stock that it owns if Chem owns the majority of Med

ii. Does Chem own majority of Med stock?

(A) Chem technically doesn’t own majority of Med stock; BUT

(B) Chem owns the equity

(1) Ct interprets “belonging to the corp” in light of the intent of the statute → wants to prevent arrangements like this one

(2) Cts going to interpret “belonging to the corp” to cover all shady structure like this

(C) If Chem has 95% non-convertible? → Chem still has 95% equity stake

c. Questions

i. What is the “evil that §160 sought to address? → Public SH (who own maj of equity) do not have voting rights corresponding to their equity

ii. How is the evil present in this case? → circular transactions 

iii. What is the significance of Idaho Petroleum?

(A) Said that stock of 99% owned sub was stock belonging to parent corp

(B) Said that stock that belonged directly, or indirectly to corp was prohibited from voting

(C) Substance over form

(D) §160(c) codified this decision

iv. Could Chem have issued non-voting stock to its public SH and voting stock (with identical dividend rights) to Speiser and Baker? Would such a voting structure involve the same evil?

(A) If do through charter → then OK
(B) SH bought into this co thinking they were going to have voting rights corresponding to their equity interest and later found out they didn’t b/c of a structure set up by managers (Speiser and Baker)

(1) Need to have SH approval for them to have less voting rights than their equity investment would normally represent

(2) If do in charter → then SH approves when buys

v. Revise §160 so that it unambiguously encompasses the circular voting structure involved in this case.

4. Vote Buying: Schreiber v. Carney (Del Chan. 172)
a. Facts: Texas Int’l (TI) wanted to have share for share merger with Texas Air (TA). Jet Capital (JC) owned 35% of shares of TI (weird voting structure giving them ability to block a merger); JC had directors in common with TI and owned warrants 
i. Option v. warrant: option is for existing stock, while warrants are securities to buy newly issued stock.   Option is generally more valuable b/c it doesn’t dilute the value of the shares (when a warrant is exercised new shs are issued and the price of existing shs goes down).
(A) If have option to purchase shares at $10, when should you exercise option and when not?

(1) Don’t exercise option if market price less than $10

(2) Can sell options 

(B) Never want to exercise options early → TVM

(1) If exercise today → get dividends

(2) If what gain in dividends is, is more than would lose in TVM → may be better to exercise

(3) For co that pays low dividends → NEVER exercise early

(4) Where dividend rate is greater than discount rate MAY want to exercise early
ii. Principal that controlling SH owes fid duty to other SH, but controlling SH allowed to vote in their best interests

iii. JC’s prob with merger

(A) If don’t exercise warrants → merger will incur tax liabilities for them

(B) If exercise warrants prior to merger (and get shares)

(1) JC doesn’t have $ to exercise

(2) Imprudent b/c market risk that exercise price of warrant would be higher than what it would be at expiration

iv. TI forms spec ctee
(A) Hire indep counsel

(B) Hire indep i-banker

(C) Enter into arms-length trans

(D) Decide to loan C $ to exercise warrants

(1) 3 million loan at 5% rate 

· Got rate from i-banker, 5% matches the dividend that TI has to pay to JC when they become a SH

(2) B approves

(3) Require majority of shares unaffiliated with JC to approve = cleansing act

(4) Nothing they could have done differently

b. Holding 

i. TI engaged in vote-buying

(A) Vote-buying = Voting agreement supported by personal consideration

(1) JC getting consideration not shared equivalently with other SH

(B) Types of vote-buying

(1) To defraud or disenfranchise: Both the type of vote buying are the problem

(2) Against public policy

· Every SH is responsible for the other one → Big SH don’t have collective action problems, so in public policy to make them responsible for all

· EMH: Market reflects the accumulated wisdom of each of us (so if in interest of all SH, then maj SH should support?)

(C) Vote buying w/purchase to defraud = per se illegal

ii. Other types (not trying to defraud) of vote buying subject to entire fairness test
(A) What is effect of loan on the 2 reasons (TVM, market risk) JC has to not exercise early?

(1) Loan is structured to be cash flow neutral → market risk still a reason to not exercise b/c risk stays the same 
· Not true that JC getting special consideration

(2) Eliminates TVM for not exercising early

· JC is paying same 3.3 million in future value b/c of reduces IR

· No difference b/tw PV and FV of 3.3 million b/c IR is the same

(B) When is it OK → Ratified by SH

(C) Effect of SH ratification

(1) Gets back to BJR

(2) JC thinks this is a good deal for everyone, except them, but b/c of vote buying is good for all

· Kahn v. Lynch: Self-dealing trans

· Ct doesn’t like burden shifting → goes back to BJR

c. Questions

i. Why should vote-buying not always be permitted? → Fraud; PP

ii. What exactly distinguishes the circumstances in which vote-buying is permitted and those in which it is not permitted?

(A) When vote buying passes intrinsic fairness → there needs to be a cleansing act for it to be even considered 

(B) Didn’t the agreement “disenfranchise” SH who wanted to vote against the merger?

(1) Under EMH → majority knows better?

iii. Assume a large SH of PSI wanted to vote for IPALCO. Could PSI pay the SH in order to abstain? 

(A) NO unless it was in her rational self-interest

(B) What if the SH wanted to vote for Ipalco b/c she preferred the tax consequences of the Ipalco offer? → Then it is in her rational self-interest; BUT she owes a duty to the rest of the SH → but not clear that Ipalco better deal than CGE

iv. Why does the loan transaction have “virtually no impact on TI’s cash position?”

(A) Interest they are getting on the loan from JC = dividend they are paying out to JC
H. The PSI-Ipalco Contest III

1. The bidding war keeps the prices rising.  Ipalco’s bid goes from $26.5 – 28 – 30.50, while CGE’s goes from $23.5 – 28 (and the offer is off the table if Ipalco wins).

a. CINergy got reg approval from FERC (not as good as IURC)

b. Ipalco filed for approval w/IURC

c. PSI put 1 mil shs in a rabbi trust, with the assurance that the trustee will vote for PSI.  Ipalco challenges this in ct and wins.

i. Circular voting b/c PSI controls rabbi trust

ii. Schnell, Blasius
iv. Consumer group is vocally anti-Ipalco (b/c I’s present rates are low, I’s present customer are worried that they will increase with the merger).

2. PSI won the proxy contest.  Indiana Ct of App found the old CINergy plan ok, but PSI and CGE stuck to the new deal.
Part IV: The Acquisition Market
A. Corporate Combinations and Appraisal rights

1. Control transactions: After initial allocation of control these trans can restructure, extend, or transfer corporate control

a. Distinction b/tw ownership and control

i. 50% SH has absolute control b/c controls B

(A) Limited by fid duties she owes to min

(B) Limited by management

ii. 30% -50% SH has de facto control b/c can block merger, etc and can remove control from market by purchasing relatively small # of shares

(A) Kahn v. Lynch → Alcatel had 43%
(B) Schreiber v. Carney → TI had 35%
iii. Below 20% indiv control contingent, depending on size of other SH blocks, the size of the firm and legal rules governing hostile TO and defensive maneuvers

iv. Management has control (when lots of small SH) and retains power to dispose of corp assets and block outsiders even if management has little or no equity interest

v. 1980 corporate acquisitions → aimed for 100% control

(A) Two step strategy

(1) Purchasing control over B

(2) Implementing a merger transaction to force min SH to exchange their shares for cash or debt

b. Four categories of control trans

i. Corporate mergers and sales of assets

(A) B/c are compulsory buyouts that cause an “organic” change in the nature of SH investments

(B) Statutory protections enjoyed by dissenting SH are focus

ii. Freeze-out

(A) When merger or involuntary trans is initiated by controlling SH for express purpose of freezing out min SH 

(B) Have to protect min SH

iii. “freezes in”

(A) Rights and duties of controlling SH who freezes in min SH by selling her control block of SH to an outside acquirer

iv. Hostile Tender Offer (HTO)

(A) Acquire’s side → structure A’s effort to capture control by making open bid on maket

(1) Williams Act

(2) State anti-takeover leg

(B) Target side

(1) Leeway to defend against an outside acquirer; OR

(2) Select its own buyer, regardless of preferences of SH

2. Statutory forms of corporation combos → each have their own corp law requirements, but end goal is the same, the assets and liabilities of two co’s brought under one room

a. Mergers

i. Merger = stat mechanism to combine 2 corps into one,

(A) one corp is merged “with and into” a 2nd;

(B) 2nd corp = surviving corp

(C) Consolidation

(1) 2 corps are combined and neither survives

(2) Reg benefits to having corp survive → why people do mergers not consolidations

ii. Assets and liabilities of both corps becomes assets and liabilities of the surviving corp as a matter of law → SH assets can change

(A) Cash mergers

· SH of one corp receives cash or debt securities

(B) Stock mergers

· SH of both co’s receives stock in surviving corp

(C) Designation of which corp survives does not depend on treatment of SH → possible to have cash merger where the SH of the surviving corp are cashed out and the SH of the other corp receive stock of the surviving corp

iii. Stat ways to merge
(A) §251(c) → most common
(1) Approval by B; and 

(2) SH of both corps
(B) Exceptions → ease approval requirements

(1) §253: Short-form mergers

· When parent co owns at least 90% of stock of the other corp

· Only part that needs to approve is B of parent

· Rationale: Merger has no major econ effect on parent’s SH
(2) §251(f): SH approval not required by SH of surviving co IF
· SH retain their shares

· Charter of surviving corp not changed

· # of new shares of the surviving corp issued in the merger to the SH of the other co doesn’t exceed 20% of the shares of the surviving corp outstanding prior to the merger

· SEC rules require listed co’s to obtain SH approval whenever they issue new shares in excess of 20% of outstanding shares

iv. Structural way to merger = Triangular merger: Avoids SH approval by one co

(A) One corp (XYZ) forms a sub (Sub) and that Sub merges w/ the 2nd corp (Target)

(1) Constituent corps are Sub and Target

(2) Merger requires approval of SH of Sub and Target

· Sub’s SH is XYZ

· XYZ management votes Sub’s shares

(3) Don’t need approval of XYZ SH 

· unless issue new shares in excess of 20% of outstanding shares; OR

· Merger requires an amendment to XYZ’s cert (i.e. to inc # of issued shares permitted)

(B) Cash and stock mergers can be structured as triangular mergers

(1) Cash merger

· SH of the corp that are cashed out will always have to vote on the mergers

· B/c XYZ doesn’t actually participate in triangular merger → XYZ SH can’t be cashed out

(C) Benefit of shielding XYZ’s other assets from Target’s (unknown) liabilities b/c it is Sub that will run Target’s operations, not XYZ

b. Asset Sales

i. One co acquires assets of another co (and often assumes it liabilities) through K
ii. Acquiring co can pay in cash or in its own shares

iii. If selling co liquidates after the asset sale, the end result is economically very similar to a merger

iv. §271: Sales of all or substantially all of the assets requires the approval of B AND SH

(A) Approval of SH of acquiring corp is not requires; except

(1) issue new shares in excess of 20% of outstanding shares; OR

(2) Amend charter

v. Assets sales v. triangular mergers

(A) Asset sales have few advantages

(B) One major disadvantage

(1) Assets are transferred by K, not automatically as a matter of law (what happens in merger), so an asset sale requires more extensive documentation and title work

c. Stock Acquisitions

i. One co buys the stock of another co and thereby obtains indirect ownership of the other co’s assets (subject to its liabilities)

ii. Selling side

(A) Require on SH willing to sell

(B) Don’t need formal approval of the D

iii. If co is closely held or sub 

(A) stock acquisition can have same econ impact as merger

(H) Ownership by the buying co of all of the assets of the selling co

iv. If co is public

(A) Difficult to make sure all of the SH sell their shares

(B) 2 step acquisition: 

(1) Normally buy up large maj of shares in TO; AND

(2) Then cash out remaining SH in triangular merger

(3) Advantages of 2-step

· Friendly mergers often structure this way b/c TO takes less time to consummate than a merger
· HTO’s always initially proposed as stock purchase b/c w/ stock acquisitions doesn’t require approval by the T’s B
· IPALCO


(C) Why is delay from SH approval required for merger a problem?

(1) Business of T may deteriorate

· Stock of A can decline in value

· Deal that made sense 3 months ago doesn’t make sense now

· Acquirer is worried about this b/c they don’t have an out → T’s SH can just not approve

(2) Managers of T may try to obtain a higher bid by a 3rd party

· Pritzker’s worry in VG

· Buyer is concerned about this

(3) 3rd party interference

(4) Ways to deal with concerns: Included in initial merger agreement
· No-shop

· No-talk

· Lockup clauses/ Term fee → Pay of A if deal falls apart
· These clauses address concerns but also interfere w/ SH authority to vote on merger w/benefit of the advice of the B
· Some term fees are so big that forces SH to approve a bad deal

· Term fee does have legit purpose of compensating initial bidder for work and risk

3. AceLtd. v. Capital Re (4)
a. Facts: Cap Re (target) going to have stock merger with Ace (acquirer). Ace SH are dropping and so merger consideration drops from $17 to $10 and at last minute 3rd party comes along and says that it will pay $12.50 and Cap Re wants to take it, but have Cap Re B doesn’t think they can take it b/c have no-shop/no-talk clause in merger agreement
b. §6.3 of merger: Prohibits Cap Re and “its officers, D’s, etc.” from “soliciting, initiating, encouraging, or taking any action knowingly to facilitate the submission of any inquiries, proposals or other offers...from any person” OR provide info to a 3rd party in connection with an “unsolicited bona fide Transaction Proprosal UNLESS

i. no shop – can’t solicit, initiate, encourage, or take any action to knowingly facilitate any proposals, Ct says these are usually ok.

(A) What is soliciting?

(1) Actively seek out offers

(2) Clauses that prohibit soliciting = no-shop clauses 

(B) Can’t make a deal and then try to go out and make another one

(1) B has determined they don’t need any additional info 

(2) doesn’t need to go to 3rd parties

ii. no talk – if another buyer comes to CR, CR may not talk to them, unless it is done b/c outside counsel says that it is required so that they not breach their fiduciary duties.  Ct says these clauses are “suspect,” b/c the Bd is intentionally constraining the info that it receives, saying that it won’t even acquire the info to make an informed bus. Decision.  DO NOT ASK FOR A NO TALK.
(A) Even if they get unsolicited offer → can’t discuss

(B) Unless provision → circumstances when it is okay to talk

(1) Written advice from outside council that participating in discussion or negotiations is required to prevent B from breaching fid duties

(2) Requires B to conclude on basis of advice that are required to talk

(3) Could interpret it to mean that have to get written advice requiring B to talk to 3rd party → if interpret this way, clause is invalid b/c then B wouldn’t be making bus decision, lawyer would
(C) What are no-talk provisions problematic?

(1) Prevent B from making informed judgment to negotiate w/3rd party

· Self-disablement of B

· Abdication of B’s duties to SH

(2) If someone has relevant info and you say you can’t listen → you can’t act in good faith

c. Questions

i. How does the ct conceive the role of the B in M+A transactions?

(A) B needs to determine what its own fid duties are (can’t let lawyer do it) b/c at moment of merger, B’s opinion is most important b/c SH rely on

ii. Omnicare v. NCS Healthcare (7) → Absolute lock-up
(A) §251(c): Permits B’s to agree to submit a merger agreement for SH vote, even if the B later withdraws support for that agreement and recommends the SH reject

(B) NCS merger agreement with Genesis

(1) §251(c) clause +

(2) NCS B agreed to omit any effective fid clause from the merger agreement +

(3) Irrevocable voting agreement by 2 largest SH to vote for Genesis

(C) Holding: B/c of voting agreements, provisions in merger to submit to SH no matter what + omission of fid duty clause = Prevented B from discharging its fid duties to minority SH when Omnicare presented better deal

(1) B/c of voting agreement

· B had affirmative duty to protect min SH (if B could have not submitted to SH then maj SH wouldn’t be able vote and min SH would be protected)

(2) §251 provisions are valid but when you  use them can’t limit B’s duties

(D) How does NCS go beyond Ace? Voting agreement
(E) What is the point of being able to commit to submit a merger to a SH vote if no such commitment can be made in circumstances like those present in NCS?

(1) If relationship falls apart b/tw T and A 

(2) Ipalco type scenario, if PSI changed its mind and wanted to go with Ipalco?
4. Corporate Combinations and Appraisal Rights
a. §262: Appraisal Rights. Rights that indiv SH have in a merger they don’t’ approve of to go to to ct and get ct to determine the fair value of the shares received instead of the merger consideration

i.When?

(A) You get them unless your stock is traded publicly or if there are greater than 2000 SHS; 

(B) What you get falls in the list under § 262(b)(2).  

(C) You DO get appraisal rights if you get shares of a co that is not publicly traded, or if your stock is not pub traded to start with.

(D) Doesn’t matter if trans is self-dealing → this is gen protection for dissenting SH 

ii. What do you have to do?

(A) before merger:

(1) you need to have either abstained or voted against the merger.

(2) Need to have continuously held shares

(3) Tell bd you want appraisal rights

(B) after merger

(1) w/in 20 days you have to petition the ct for appraisal rights.  

· The ct will determine the fair value of your shares, and will award you that (could be more or less than is under the agreement).
b. If A owns exchange-traded shares in a target corp that is acquired pursuant to §251merger and is scheduled to receive cash for her shares, does she get appraisal rights? What if she is scheduled to receive stock in a 3rd corp that trades on the exchange?

i. Can get appraisal rights in any §251 merger except 251(g)

(A) If she gets cash → gets appraisal rights

(B) If own stock in publicly traded co and through merger get same shares or other publicly traded shares → no appraisal rights

(1) Rationale is that since a maj of SH will have approved the trans (thus presuming it is fair?)

(2) If unhappy → can sell his/her shares

ii. How often do you think SH will exercise their appraisal rights?

(A) Not that often b/c of prohibitive trans costs (they have to bear the cost of the suit); and

(B) Problem of illiquidity: They have to hold on to an illiquid asset for a year or more in order to receive a few dollars more per share

iii. What can SH lose by exercising appraisal remedy?

5. Note on valuation
a. Appraisal right is a put option

i. Put option = opportunity to sell shares back to the firm at a “fair” price that is supposed to reflect their value prior to the transaction triggering the right

b. Dimensions to appraisal

i. Definition of SH claim → what is ct supposed to be valuing

(A) The min SH pro rata claim on the going concern of the corp

ii. Procedure for valuing this claim

(A) Delaware Block Test: Weighted averaging approach that balances several different standards of valuation → get unrealistically low value b/c are weighting highest w/lowest

(B) Del now uses valuation procedures employed by i-bank

(1) Discounted cash flow analyses or liquidation values

(2) This entails certain amt of judgment calls and uncertainties

(C) Pre-announcement market price of shares

(1) Why is market price not a good indication of value? → Van Gorkam?
(D) Third-party sale value?
6. Fischel, The Appraisal Remedy in Corporate Law
a. Purpose of the Appraisal Remedy

i. Idea based on shares as property → need taking remedy for SH who involuntarily surrender their prop right

(A) BAD ARGUMENT b/c SH don’t nec have vested prop right in shares

(B) Corps based on K – shares are derived from K rights, not prop rights

ii. Gives protection to minority b/c have to change the form of their investment
(A) BAD ARGUMENT  b/c modern finance views share ownership as the right to participate in a future income stream with particular risk-return characteristics
(B) Can have a change in the form of investment and still have future income stream with a particular risk-return characteristics

iii. Appraisal remedy sets a floor on the price that managers can negotiate and on what SH are likely to approve in the event a vote is required → Appraisal remedy induces efficient actions
(A) Remedy protects all SH from front-loaded two-tier merger where weighted average is lower than market value

(B) If majority can appropriate wealth from minority ex post, then minority is willing to pay lower price ex ante

b. Stock market exception to appraisal remedy

i. Eliminate appraisal rights for SH whose stock is listed on a stock exchange or is so widely held that a substantial trading market exists

(A) Even if stock is publicly traded you get appraisal rights if the merger consideration consists of anything other than 

(1) Publicly traded shares or 

(2) Cash in fractional shares

ii. Theory is that appraisal provides a judicially created market for dissenting SH, where one already exists, don’t need judicial intervention

iii. Criticisms

(A) This theory assumes that SH can get “fair value” for their shares on the market

(1) Model Business Corporation Act proposes to eliminate this exception

(2) Basically saying that capital markets aren’t efficient

(3) BAD ARGUMENT b/c huge amts of evidence that markets are efficient

(B) Inconsistent with purpose of appraisal → establishing a reservation price for all or part of the firm in situations where coordination or conflict-of-interest probs might otherwise lead to inferior outcomes
B. Exclusivity of the Appraisal remedy and Freeze-out Trans

1. Intro

a. Freeze-out trans = Controlling SH employs a merger or other fundamental transaction to buy out min SH

i. Differ from arms length sales negotiated by managers b/c

(A) Controlling SH has stat power to impose a merger regardless of how min SH value the deal

(B) Controlling SH can force through a merger w/out fearing a competing offer from an outsider bidder, since no one can compel controlling SH to sell his/her block

b. Do voting + appraisal rights provide sufficient protection for min SH in a “controlled” trans?

2. Weinberger v. UOP (Del SC)(1983) → Foundation of entire fairness, reg of Freeze out
a. Facts: Signal, in 1974, looking for a good investment.  They buy 50.5% shares of UOP in a tender offer for $21.  UOP has 13 Dirs, 5 of whom are Signal employees and 1 who is Signal’s i-banker.  CEO of UOP retires, and they appoint a Signal Exec VP to give them 7 = Majority of B non-indep. Signal decides to buy the other 49.5% of UOP.  

i. They ask 2 S officers, Arledge and Chitiea (who are also D’s of UOP), what a fair price would be (bad idea).  

(A) A and C do a feasibility study, and find that 
(1) Good for Signal to pay up to $24/sh 

(2) This is not the value of UOP, just what price it would be good for S to pay 
(B) Used UOP confidential data

ii. S holds a meeting and invites UOP’s president, Crawford.  S offers $20-21/sh, market price is $14.50, Crawford says this is “generous” (
(A) No negotiation → bad idea – like Van Gorkom, 
(1) Crawford should have asked how they reached this price

(2) Formed an indep committee

(3) Should have asked for more

(B) Crawford only negotiates for his own and higher level exec’s stock options, not for the best price for min SHs.  

iii. S decides to begin negotiations that will last one week 

(A) bad idea – looks like a Van Gorkom rush job; should have asked for more time to get more informed
(B) S has no legit reasons to want this to be a rush job

iv. What does Crawford do?
(A) Hires an I-bank, Lehman, to give fairness opinion

(1) Good idea to get opinion, shouldn’t have used Lehman b/c they were Signal’s i-bank 
(2) Indep ctee should have been set up and then they should have appointed indep i-bank
(3) Lehman fairness opinion was a quick, shoddy job, ct blames Crawford/UOP for forcing them to rush it, 

(4) fill-in-the-blank fairness opinion, but this isn’t so bad b/c Lehman didn’t know the final price (there could have been more haggling).  

(B) Talks to outside dirs, who say the price better be $21, 

(C) Does not form an indep committee  → Weinberger tells us that this is necessary
v. Non-Signal D’s of UOP have their own meeting, but this isn’t the same as an indep committee, b/c an indep committee is advantageous b;/c it gives an indep presence running throughout the whole process and making important decisions (Kahn v Lynch – IC must have full bargaining power).

iv. The indep D’s vote

(A) having all info except the A-C feasibility study,
(B) decide to submit merger to a SH vote → The requirements of the vote are that 
(1) maj of non-S SHs vote in favor, and 
(2) 60% of total SHs vote in favor.

b. Holding: In controlling SH control (freeze-out) trans, even in parent/sub context,  applicable legal standard is entire fairness

i. Entire fairness
(A) Fair price
(1) Ct switches judicial evaluation of fair price from Del Block Method 

· Comes from appraisal rights → so this decision changes method of valuation for appraisal rights as well
(2) Now allow all relevant factors in considering fair price (anything an i-bank would use)

· §262(h) (appraisal statute): “The court shall appraise the shares, determining their fair value exclusive of any element of value arising from the accomplishment or expectation of the merger or consolidation”

· By changing method of valuation have potentially expanded appraisal rights to include actions they didn’t previously include (using new valuation techniques makes valuation more expansive, thus more deals are eligible)
(B) Fair dealing
(1) Timing

· Here 4 days wasn’t enough time esp when no good reason to rush

(2) Initiation

(3) Structure

(4) Disclosure

· Didn’t give feasibility study to UOP D’s = not full disclosure

· Was material b/c was used exclusively by Signal

· Legal effect (cleansing act) always contingent on disclosure
· B’s approval wasn’t a cleansing act b/c they didn’t have full disclosure
(5) Approval by B and SH

(6) Negotiation

ii. Relationship b/tw entire fairness and appraisal method?

(A) Usually only get appraisal, but sometimes get entire fairness → ct not clear on exactly when

(1) Appraisal always conceptually contingent on full disclosure

· If don’t have full disclosure, SH not going to take procedural steps necessary to get appraisal

· Lack of full disclosure could change SH evaluation of merger

(B) How does methodology for valuation in appraisal differ for methodology for valuation in entire fairness?

(1) In EF can get recissory damages (higher)

(2) Can’t get recissory damages in appraisal

c. Fair dealing 

i. Fair dealing reminds us of duty of care

ii. Elements of fair dealing (i.e. indep ctee that functions properly) relate to

(A) Whether there was entire fairness; AND

(B) Who has burden of duty of proof on entire fairness

(1) Kahn v. Lynch
· When there is a self-dealing trans, controlling SH has burden of proving entire fairness

· If have cleansing act (i.e. indep ctee that functions propely) → burden switches back
iii. Relation b/tw fair dealing and fair price

(A) Functional description

(1) If there was fair dealing → P bears burden to show price was unfair

· If Co can show fair dealing → switches burden on entire fairness, so only thing left is fair price

(2) If there wasn’t fair dealing → D bears burden of showing price was fair

(B) Doctrinal description

(1) If have proper functioning indep ctee or SH approval after full disclosure (if you have a cleansing act) → burden shifts on entire fairness

· Shifts burden on both fair dealing and fair price

· Problem is that shifting burden on entire fairness gets us back to fair dealing and if there was a cleansing act is integral to proving fair dealing and corp always going to have burden to show a cleansing act?

(2) If SH show there is not a cleansing act (i.e. wasn’t full disclosure) → burden on entire fairness goes back to corp

· If have shown that there wasn’t a cleansing act, leans towards presumption that there wasn’t fair dealing

· BUT there are elements of fair dealing (timing, initiation) not involved in proving cleansing act 

(3) Burden shifting and fair dealing go hand in hand

· Ct never finds fair dealing

d. Effect of non-disclosure (not full disclosure): Could have brought action under 14a-9 for false and misleading statement b/c material info was missing from proxy statement

i. Voting causation

(A) YES, b/c condition that maj of min SH needed to approve

(B) If don’t have adequate disclosure presumption that maj of min WOULD NOT approve

ii. Non-voting causation: Loss of state remedy
(A) If don’t have adequate disclosure can claim that you loss state remedy of appraisal rights b/c didn’t follow procedure

(B) In order to be deprived of appraisal rights you have to have them → do you always have appraisal right?

(1) Unless stock market exception applies

(2) If public corp + cash merger → get AR

(3) If self-dealing trans, stock market exception doesn’t apply

e. If have appraisal rights + entire fairness claim (get to entire fairness through breach of fid duties → go back to that section to see which breaches it applies to automatically and which you have to rebut BJR to get to) → always bring entire fairness (Weinberger was SH class action for breach of fid duty of loyalty → since Signal was controlling SH → automatically to entire fairness)
i. Have to perfect appraisal rights

ii. If go w/ SH class action cost will be spread over everyone + wont’ have to pay if you lose (b/c P atty works on commission), if go with appraisal have to bear cost yourself

iii. Recovery

(A) Appraisal

(1) Get difference b/tw merger price and what ct considers fair price

(2) Get later (after ct decisions), so present value may discount it 

(B) Entire fairness

(1) Merger day → get check

(2) Someone (P atty) brings suit

· You don’t ever know about suit until it is successful →
· You get more $

(3) Recissory damages

· Get to tell story of how bad co behaved (don’t get to do this in appraisal b/c all about fair value)

(4) More likely to get atty fees

f. Weinberger message = If have §251 merger + self-dealing (freeze-out merger) → Entire fairness claim (ct didn’t explicitly say this, but basically what happens0

i. Makes sense from PP perspective

ii. SC retreated from this message

(A) Rabkin: Need to strike balance b/tw 

(1) allegations where breach of fid duty is reasonably related to and has substantial impact on price

(2) and allegations questioning judgmental factors of valuation

(B) Concern is that 

(1) SH eliminated w/out appraisal rights can bring class actions – b/c no disclosure

(2) while other squeezed-out minority is limited to an appraisal b/c there was adequate disclosure, regardless of degree of procedural unfairness employed to take their shares

g. Questions

i. What strategy for controlling self-dealing is the ct following in Weinberger?

ii. What actions by Signal constituted “unfair dealing”?
iii. Weinberger notes that a plaintiff’s monetary remedy “ordinarily” should be confined to an appraisal proceeding. But SH are anyway entitled to appraisal in cash mergers. So what incentive does a co then have to comply with the “fair dealing” prong of Weinberger?

(A) Ct can assess recissory damages + atty fees

(B) From the perspective of SH, if they are entitled to the fair price set by the court in an appraisal proceeding, what additional benefit do they receive if the co complies with the “fair dealing” prong?

(1) Don’t have to incur costs of seeking appraisal remedy

(C)What remedy do SH receive if they are not entitled to appraisal under §262?

(1) If breach fid duty then can go after under that

(2) If got stock, then can sell on market

iv. Under what circumstances do SH get damages for violation of “entire fairness” that exceed the difference b/tw the price offered in the merger and a fair price assessed in an appraisal?

(A) They don’t

(B) If the damage measure is the same, are SH really indifferent whether they are merely entitled to ask for appraisal or whether they can bring an “entire fairness” action?

(1) SH would rather bring EF b/c can get recissory damages + atty fees

v. What advice would you give to a controlling SH planning a freeze-out merger? Make sure you comply with all aspects of fair dealing and set fair price → indep ctee , timing, whole 9 yards
3. Andra v. Blount (Del Chanc 2000)
a. If have appraisal and EF → can bring EF b/c AR are so much more costly

i. All her breaches of fid duty had to do with fair price, not fair dealing

ii. Get to bring EF b/c ct going to take into acct real world sig of procedure and lit costs of appraisal

b. FN 22: Essential differences b/tw a statutory appraisal action and equitable fiduciary obligation

i. Appraisal action: SH dissenting from a merger or other triggering trans is entitled, w/out having to prove wrongdoing or liability to a determination of the fair value of his investment by a ct

(A) Only party liable is surviving corp

(B) Measure of recovery is fair or intrinsic value of cor’s stock immediately before merger (fair value can’t be more than this?)

(C) Post-merger synergies are not to be considered

(D) Right to atty fees is very limited

ii. SH class action for breach of fid duty: P/SH must prove wrongdoing and estab liability

(A) Parties from who recovery is sought are corp’s D’s and exec officers

(B) Measure is NOT limited to the statutorily appraised value

(C) Damages may include post-merger values as recissory damages

(D) Gen have right to atty fees if ct thinks is appropriate

c. Questions

i. Are there any freeze-out cases in which a dissatisfied SH have to bring an appraisal action

(A) If they don’t have a EF case → there is no breach of fid duty

(B) If have unfair price → can plead it well to look like breach of fid duty

ii. What policy arguments favor letting SH bringing a breach of duty action?

(A) Costs of appraisal are prohibitive → not going to bring

(B) Not fair to let someone w/out appraisal rights bring EF, but force someone with appraisal right NOT to bring EF

iii. What policy arguments favor confining them to a freeze-out action?

(A) Get too many spec claims

iv. Given the availability of a breach of duty action, should we get rid of appraisal?

v. Does appraisal fulfill different function for non-public corporations?
4. Note on Unocal (Del SC 2001)
a. Holding: Appraisal is exclusive remedy in short-form mergers under §253
i. §253: Authorizes summary procedure for merger where parent owns 90% of sub
b. Equitable remedy (breach of fid duty) is in conflict w/statute

i. If estab fair dealing → doesn’t get benefit of summary procedure that stat authorizes

ii. §253 must be read to obviate requirement to establish fair dealing

iii. Only can bring equitable action if fraud or illegality

iv. Duty of full disclosure remains
5. In re Siliconix Inc. (Del Chan 2001) (26)
a. Facts: Controlling SH trying to do a combo of a tender offer followed by a short-form merger

i. Did all good stuff of getting indep ctee, etc.

ii. Conditioned tender offer on majority of minority SH tendering

(A) This is like majority of minority SH provision in a SH vote
(B) Different b/c majority of minority in TO means majority of those entitled to tender, majority of minority voting is majority of those actually voting, not majority that is entitled to vote

b. What are duties of controlling SH in this type of action?

i. Tender offer → None, IF

(A) No coercion
(1) If have provision saying that those who don’t tender will get same consideration in merger

(B) Full disclosure
(C) Controlling SH under no duty to offer “fair price” → if SH don’t like price, don’t tender

(D) Had condition
ii. Short-form merger

(A) None if provide adequate disclosure of appraisal right → Unocal
iii. We are imposing a different fid duty standard than in cases of regular merger

c. Questions

i. Siliconix, in conjunction with Unocal creates the possibility for a controlling SH to acquire full ownership of a partially-owned sub w/out ever being subject to a “entire fairness” review. To do that, the controlling SH would first make a TO to acquire 90% ownership and then conduct a short-form merger to freeze-out any non-tendering SH. Is this desirable?

ii. If Vishay had just proposed merger (no TO), no spec ctee, subject to approval of maj of min SH, what standard applies?

(A) EF w/burden on P’s b/c of SH approval → Kahn v. Lynch
(B) Tension on conceptual level b/tw Kahn (where presume that structural coercion always exists) and Siliconix (where presume that no structural coercion → no duty)

(C) Why impose a different standard on a TO, to be followed by a short-form merger, subject to a non-waivable requirement that a maj of SH tender their shares?

(1) TO → get to choose, no one is forcing SH

(2) If maj or min tender, then create presumption that it is a fair price?? If the TO price wasn’t at least worth what market value was, then maj on min wouldn’t tender

iii. What, if anything, differentiates a TO by a controlling SH from open-market purchases by a controlling SH? Should the same standard of review apply to both trans?
iv. Target boards have methods to block unwelcome TO’s. The B of Siliconix, implicitly or explicitly, decided not to employ any of these methods. Should the decision be subject to judicial review? Under what standard?
v. Omitted portions of the opinion make clear that Vishay had access to confidential info about Siliconix. Should Vishay be permitted to use that info in order to decide whether and at what price to make a TO offer for Siliconix stock?

ii. Does it matter if it discloses the info in the context of the TO?
(A) YES, disclosure always affect legality
iii. Does it matter if the B of Siliconix permits Vishay to use the info for that purpose?
iv. How does this use of info differ from the report prepared by Arledge and Chitea in Weinberger?

C. Sales of Control

1. Zetlin v. Hanson Holdings  (30) (NY Ct. of Appeals 1979)
a. SH are not created equal (freeze-out cases)

b. A control block in a public corp is costly to aggregate and valuable to have

c. 3 aspects of sales of control

i. Extent to which the law permits (should permit) the seller of control to obtain a control premium not available to other SH

ii. The seller’s duty of care to screen out potential looters

iii. The role of the B of the controlled corp

d. Facts: Gable, controlling SH, sells his shares to Flintkote for 50% premium, ct says this OK

e. Why would Flintkote be willing to buy for 50% premium

i. He will be a better manger → co will be worth more in his hands
(A) If this is the reason → sale is good for min SH

(B) As matter of PP → want this sale to take place

ii. Loot minority → self-dealing motivation

(A) If this is the reason → sales is bad for min SH

(B) As matter of PP → don’t want this sale to take place

iii. Market price may be wrong

(A) If this is the reason → sale may be good for min SH b/c market might realize price is wrong and share price will go up

(B) As matter of PP → good to correct market inefficiency

(1) But as society might not care if stock price wrong at single point in time

(2) If stock price goes up, society doesn’t gain, just realizes that stock was worth more

· There is a difference in creating new wealth and finding out earlier than would have otherwise that have additional value

f. What if rule said have to pay every other SH that wants to sell at same price as Gable? (Euro rule)

i. If he really valued at 15 → he would be happier to buy more (but for trans costs)

ii. If self-dealing was motivation → Trans wouldn’t happen

(A) Not all self-dealing is illegal → may be benefits that don’t rise to level of jud scrutiny

iii. If value under Flintkote is worth $8 to min SH and $11 to Flintkote (under Gable was 7.5; 10)

(A) Society is better off if Flintokte b/c inc in total wealth (min and controlling SH better off)

(B) If rule was that F had to offer same price to min as to Gable

(1) Max value F would pay/share → $8.75 

· Average of min and Gable’s valuation of stock

(2) Gable not going to sell at 8.75

· This trans wouldn’t happen under Euro rule

iv. US rule → permits more value maximizing trans + more looting trans
2. Note on Brecher

a. Facts: Gregg was Prez and 4% SH; sold his shares at premium, promising to get buyer’s people elected to control.

b. Holding: Payment was illegal and contrary to PP

i. Officer can’t sell shares at premium in exchange for promise to get buyer’s people in control b/c is breach of fid duty 

ii. Forfeit premium (equitable relief) b/c unjust enrichment

iii. Difference w/Zeitlin is that Gregg only had control b/c of his position as officer not b/c of majority of stock 

(A) Zeitlin → Corp going to have 50% SH whether Sylvestri sells or not

(B) LIN will not have controlling SH whether Gregg sells or not
3. Harris v. Carter

a. Facts: Controlling SH (Carter group) sold stock to assetless entity (Mascolo) and agreed to have its reps on B replaced by Mascolo’s; Once Mascolo was in power, he engaged in numerous self-dealing trans that defrauded SH (clear that Mascolo breached his fid duties); SH are suing Carter group
b. Holding: In certain circumstances, controlling SH (by reason of his fid duties to other SH) has a duty when a reasonably prudent person might suspect that buyer is not honest to make such inquiry as reasonable person would make
i. If harm is foreseeable → have to make inquiry

ii. Imports tort law principle of negligence, why?

(A) Gatekeeper liability (like we saw in Gleneagles)

(1) Carter group (selling SH) is in functional position to stop trans and will respond to incentive of legal rules (where Mascolo → buying SH may not)

c. Questions

i. What standard should govern the sale of control to potential looters? 

(A) Reasonable person standard → can’t sell if think person selling to are shady
(B) Should the same standard apply if the Carter group had merely sold its shares and not agreed to have is reps on B replaced by Mascolo’s? 

(1) Maybe, but if hadn’t replaced people on B presumably couldn’t have gotten away with much b/c Carter D’s would have stopped it
(C) Why not deter looting by greater penalties?

(1) Selling SH going to respond to legal rules better than tortfeasors are going to respond to greater penalties

ii. Could a minority SH be liable for tendering her share to a potential looter? 

(A) NO b/c she doesn’t owe fid duties to other SH

(B) Maybe if her sale gives looter control → she should be liable? If she knew that looter was going to loot → gets to knowledge requirement which is hard to prove

iii. Do you believe Carter violated its duty? Is a large control premium enough to alert a selling SH that the buyer may be a potential looter?

(A) Control premium not, but fact that co was assetless (thus, judgment proof) is a problem

iv. Assume a controlling SH is approached to sell her block of shares. The controlling SH has no info about the buyer. Is she, and should she be, under a duty to investigate the buyer before selling her shares? What kind of questions should she ask?

(A) Controlling SH had fid duties, need to make inquiry reasonable person would make into buyer

(B) She should ask what kind of assets they have

(C) Have they ever been associated with looting trans

(D) Maybe ask about what they intend to do with co → but this is a little murky
4. McMullin v. Beran (Del SC 2000)
a. Facts: Arco owns 80% of Arco Chemical; Lyondell approaches Arco and says they want to buy Arco Chemical
i. What does Arco do?

(A) Talk to their fin advisor

(B) Tell B of Chem → who authorizes Arco to conduct negotiations

(C) What does Lynondell offer? At first 51, Arco bargains them up to 57.75 = negotiation → all SH get, Arco not getting control premium

(D) Arco makes presentation to B of Chem, who approves trans after getting opinion from their separate fin advisor who says the trans if fair to all SH except Arco

b. Holding: B of Chem breached their fid duty by being too inactive (rubber stamping Arco’s actions)

i. This is not a self-dealing trans → Arco not on both sides

ii. Ct says this is a conflict trans (Kahan disagrees) b/c Arco wanted cash for another merger

(A) Orman: Only conflict trans w/material conflict get jud scrutiny

(B) Arco also wanted stock to avoid cap gains

iii. B of Chem abdicated responsibility (i.e. Ace)
(A) Issue of proper governance

(B) Wasn’t proper for B to let Arco handle it all, ct is worried that if let things slide on this case going to undermine policy of holding B’s to their fid duties when it does matter

c. Questions

i. Was there a material conflict of interest b/tw Arco and the other Chem SH?

(A) Maybe b/c Arco needed cash (willing to settle)

(B) Not really good reason b/c Arco could have gotten loan

ii. Could Arco have sold its shares to Lyondell for cash? Would the Chem SH be better or worse off had Arco done so instead of pursuing the merger?

(A) YES b/c was controlling SH → could have sold + gotten premium if not reasonably foreseeable that Lyondell going to loot

(B) Don’t know if SH would have been better off or not, Lyondell could have made more $ with co, but they wouldn’t be getting cash 

iii. What was it Arco and the Chem B did wrong? What incentives does McMullin create for future control SH in structuring the sale of their control block?

(A) Arco did negotiations, when it was Chem B that should have

(B) Creates incentive that should just sell their control block, not worry about other SH
D. Tender Offers and the Williams Act

1. Intro

a. Tender offer = offer of cash or securities to the SH of a public corp in exchange for their share at a premium over the market price

i. Purpose = Buyer (offeror) wants control block in diffusely held corp w/out a controlling SH
(A) Can be hostile, unsolicited, friendly

ii. Premium price analogized to control premium paid to controlling SH

iii. Before the passage of the Williams Act, TO’s were pretty much unregulated

(A) Saturday night specials: Left public SH with 48 hrs to decide whether to tender their shares and no info about the identity or plans of the offeror

b. Williams Act

i. Intended to provide 

(A) SH with the time and info to make an informed decision about whether to tender shares

(B) Market early warning

(C) Assure SH an equal opportunity to participate in the offer premium

ii. No def of TO
(A) C didn’t want to be underinclusive

(B) TO’s were established institution by 1967 (=a premium open to the public for a limited time)

iii. Regulatory structure (developed by SEC)

(A) §13d: Early warning system 
(1) Alert target management and market of any concentration of shareholdings that might foretell a future change in control

(2) Has disclosure requirement for large SH who cross 5% threshold 

· Less than what 14(d)(1) requires

(B) §14(d)(1) + rules: Extensive disclosure required about tender offeror
(1) Identity

(2) Financing

(3) Future plans 

(C) §14(e): Antifraud provision, designed to prohibit

(1) Misrepresentations

(2) Non-disclosures

(3) “any fraudulent, deceptive, or manipulative” practices
· Freeze-out trans where SH eliminates min by “going private”

(D) §14(d)(4)-(7) + SEC 14d rules: Reg substantive terms of TO

(1) How long they must be left open

· 20 business days

· Want to encourage auction → drive prices up, better for SH?

(2) When SH can withdraw previously tendered shares

· Rule 14d-7: 15 days after tender
· All of these rules are about time

· Could have competing bid that is better

· Defense to hostile bid → poison pills

· Give SH time to think

(3) Equal treatment of SH who do not tender
· No discrimination: Offer must be open to all SH

· All SH must be treated equally → can’t treat those who tender early better than those who tender late

· No reason to tender early

· Must accept all shares tendered while offer open

· §14(d)(8): If oversubscribed → pro-rata

· No benefit for tending on 1st day rather than 20th 

(4) Effect of altering an offer during it pendency
· §14(d)(7): If increase consideration, must pay increased consideration to all SH that tendered, even those that tendered after price increase = best price rule
· Rule 14e-1: If increase price during an offer have to keep offer open for another 10 days after price increase
2. 13(d) Problem: XYZ Corp has 1 million shares of common stock issued and outstanding. As of July 31, Andrea owns 28K shares of common stock. Acquires additional shares. A enters into agreement with Bill pursuant to which A acquired the right to vote Bill’s 3K shares of XYZ.
a. By what date must Andrea file a Schedule 13D?
i. When she gets more than 5% of stock

ii. Gets 10 days afterwards to file

b. What disclosure must A make in response to Item 5(a) and (b) of Schedule 13D?

i. 5(a): 

(A) If become beneficial owner deemed to have acquired such securities whether purchased or not

ii. 5(b)

(A) Group that acts together for purpose of holding, acquiring, voting, disposing of equities shall be deemed to have acquired beneficial ownership of all securities owned by group members

(B) UNLESS

(1) Purchase is in ordinary course of each member’s bus and not with purpose noe effect of changing or influencing control of issuer

(2) There is no agreement to act together

c. Which of the following factors would A have to disclose?

i. Her agreement with Bill?

(A) YES under Item 6

ii. That 2 years ago A has been found liable for self-dealing and violations of rule 14a-9?

(A) YES, under Item 2-e (p. 41N)

iii. That A has studied XYZ’s financial statements and concluded that XYZ is substantially undervalued?
(A) NO??
iv. That A has hired and i-bank to determine whether and at what price to make a TO offer for XYZ’s stock
(A) NO??
v. That A has obtained non-public info that a gold mine is located on one of XYZ’s properties
(A) ??
vi. That A plans to submit a 14a-8 SH proposal opposing investment in nuclear energy (presently, 3% of XYZ’s operations relate to nuclear energy)
(A) YES under Item 7

vii. That A has borrowed 50K to purchase XYZ stock

(A) YES under Item 3
d. 13(d) v. 13(g) schedule

i. 13(g) is easier, but have to

(A) Not want control

(B) Ownership is less than 20% → holding for investment purposes

3. Clark Excerpt: 
a. Group requirement

i. Can’t each have 4.9%

ii. If have formal or informal agreement to cooperate in a TO → file 13(D) in 10 days

b. Can wait until last day of 10 day period to file

c. Can make very general disclosure of plans for changing targets bus
E. The Takeover Debate

1. Gilson: Constraints of Managerial Discretion

a. Opportunities for management to favor itself at expense of SH

i. Inefficient: Affect SH by reducing production and corp’s income

ii. Self-dealing: Appropriate part of corp’s income stream

b. Mechanisms(incentives) to police inefficient managers 

i. Market competition: If bad managers, corp go bankrupt

ii. Market for managerial talent: If inefficient will affect manager’s future value

(A) Price of stock = measure of managerial talent = incentive to be efficient

(B) Ambition of lower managers

iii. Market for corporate control: Tender offers → if poor performance of corp due to manager inefficiency, enough potential gain someone is going to takeover and install new management

iv. No mech in legal structure (D’s have BJR…no liability) of corp to police inefficient managers b/c market component of corporate structure does it

c. Mechanisms to police self-dealing managers

i. Market competition: Self-dealing managers have incentive to be efficient (keeping up stock price) b/c they are deriving value from the corp

ii. Market for managerial talent: If managers efficient, other managers not going to care that more self-interested than less efficient managers

iii. Legal structure: Cts impose fid duty of fairness (managers have to demonstrate the fairness of its dealing with corp) – he says this doesn’t work in all situations

(A) Acquisitions: Judicially determining whether particular acquisition was “fair” or whether $ spent should have gone to dividends is impossible

iv. Market for corporate control

(A) Stock price will be lower b/c of either inefficient or self-dealing management

(B) If shares representing control (majority of stock) can be purchased at a price which, together with the associated trans costs (info, admin, reg) is less than the shares value following displacement of incumbent management, then everyone (other than incumbent management) benefits from trans

(C) Necessary conditions

(1) Market price of stock accurately reflects incumbent management’s greed

(2) Mechanism for displacing incumbent management

(D) Mechanisms for displacing incumbent management

(1) Merger, (B) Sale of corp’s assets

· Doesn’t work b/c need incumbent management’s approval for merger or sale to get to SH

(2) Proxy fight

· Doesn’t work b/c incumbent management can use corp’s resources to resist (economics)

(3) Tender offer

· Only viable mechanism

d. Appropriate role for target management in TO

i. Providing SH w/ info 

(A) Cash offer

(1) Release non-public info it has about corp

(B) Exchange offer

(1) Centrally acquire, analyze and disseminate info about offeror

ii. Bargaining effectively

(A) SH can’t bargain b/c of trans costs, management can thus getting higher price

2. Lipton: Corporate Governance in the Age of Finance Corporatism
a. Effects of Abusive Takeovers

i. Debt creation  by raiders to mount takeover bids and targets to defend

ii. Management (of raider and target) spends resources on non-productive activity

(A) Mergers don’t produce goods or inc efficiency

iii. Force corp’s to move to met areas and cut workforce

iv. Effect of security holders

(A) SH of raider lose value

(B) SH or target experience only short-term gain

3. Easterbrook & Fischel: Auctions and Sunk Costs in Tender Offers
a. Williams Act inefficient b/c either forces first bidder to make offer that is too high or if they make offer that is too low causes an auction which creates a price that ends up being too high → reduces total # of beneficial acquistions

b. Regulations of TO’s disregard the importance of prop rights in information

i. Disclosure of scare goods (info) w/out compensation → less monitoring → fewer TO’s → lower prices for shares

4. Bebchuck: The Case for Facilitating Competing TO’s

a. Supports legal rule that facilitates competing offers

i. Supports regs that provide additional time for competing bidders (i.e. Williams Act)

ii. Incumbent management should be able to solicit competing bids by providing info to potential bidders

b. Effects of facilitating competing offers

i. Opponents of Williams argue that it decreases # of good TO’s b/c initial bidder doesn’t get return on its info investment

(A) His response is that initial bidder can purchase up to 5% of stock w/out disclosure, so even if he doesn’t end up winning auction, his investment will go up

ii. If didn’t have regs of TO’s there would be too many 

F. Defensive Tactics
1. Unocal v. Mesa (Del SC 1985) (65)
a. Facts: Mesa owned 13% of Unocal stock and commenced a two-tier front loaded TO for 37% of Mesa’s shares at $54/share. 
i. Two-tier front loaded Tender offer

(A) 1st tier: TO for 54 in cash /share

(B) 2nd tier: Part merger in junk bonds that Mesa says in worth 54/share

(1) Junk bonds = heavily subordinated bonds with a credit rating below a certain grade, junk bonds not nec a bad investment, carry greater risk, so carry high IR and possibility of greater return

(2) By ct order Mesa had to issue supp statement that said that bonds were highly subordinated and that if they got control would change capitalization of Unocal

(C) Front loaded b/c junk bonds are worth less than cash

(D) Why are front-loaded TO’s problematic?

(1) Create a problem of coercion

· SH who doesn’t like TO might tender anyway b/c doesn’t want to be frozen out (have to accept 2nd tier)

ii. Unocal’s response

(A) Calls B meeting (8 out of 14 D’s indep)

(1) 2 i-banks present that say price is wholly inadequate

· Presented defensive strategies → one was self-tender b/tw 70-75

(2) After meeting, outside D’s meet and reject offer

(B) 2nd B meeting (good b/c shows consideration) decide to reject offer and make self TO 72/share

(1) Mesa Condition: If Mesa get 37%

(2) Mesa exclusion: Unocal will make TO for the 49% of shares that Mesa doesn’t have

(3) Back-loaded To: Get more (the Unocal 72/share) if you don’t tender = coercion

· No on will tender at front

· Mesa Condition won’t be met and neither TO will succeed

(4) Self-TO  hurts Mesa
· There TO will fail

· They own 13% of shares but offer not extended to them

(5) Effective

· Ensures Mesa will fail

· Hurt Mesa financially

iii. Mesa’s CEO was a greenmailer → does hostile TO only to get co to pay him off (like blackmail), and if they don’t, co is ruined basically

b. Ct’s reasoning

i. Does Unocal B get the BJR? YES but must meet Unocal test before get BJR protection

(A) Ct says inherent danger in the purchase of shares w/corporate funds to remove a threat to control of corp policy = conflict of interest for B

ii. Unocal test (burden lies with B to prove)
(A) Reasonable grounds to believe that hostile TO is detrimental to corporate policy and effectiveness

(1) Good faith inquiries

(2) Reasonable investigation

(3) Materially enhanced if have majority indep B

(B) Defense must be reasonable in relation to the threat (balance)

(1) What kind of threats can hostile TO pose

· Inadequacy of price → opinion from i-bank too low
· Nature and timing of offer

· Questions of illegality

· Impact on constituents other than SH (employees, customers, etc.) → greenmailer
· Risk of non-consummation

· Quality of securities being offered → offer coercive b/c of junk bonds

(2) B’s decisions to do self-TO for what it thought to be the value of the corp to 49% of SH who would otherwise be forced to take junk bonds → reasonable

iii. Applying Unocal

(A) Ct finds 1st satisfied → Reasonable grounds to think Mesa a threat to SH 

(1) Maj of B indep

(2) B had good faith

(3) Price being inadequate = key objective fact

(B) Defense was reasonable in relation to threat → YES → B gets protection of BJR
(1) Price was too high → added to coercion

(2) B should have made a self-TO at 54 → that would have removed all threat of coercion from Mesa’s offer

· Made people that didn’t tender to Mesa as well off as the people who do

(3) What threat would validate an offer of $74?

· If 54 was not adequate price

· B i-bank said it wasn’t

· B determines what adequate price is, not market

iv. Mesa argues that unfair to discriminate against one SH

(A) First case to sanction precluding a raider from sharing in a benefit to all of SH

(B) OK b/c selective stock repurchases okay under Del law

(C) If B is disinterested, acted in good faith, w/due care→ BJR

2. Bebchuk: The Pressure to Tender: An Analysis and a Proposed Remedy
a. Distorted Choice: The choice of SH to tender is distorted b/c of a gap b/tw the bid price and the value that min shares are expect to have in the event of a takeover

i. Post-takeover value of minority shares always lower no matter if immediate takeout or postponed takeout

(A) Takeout = freezing out min SH after a takeover by requiring them to exchange their shares for either case or sec of bidder

ii. Two-tier bid has distorted choice b/c low value of min shares conspicuous

iii. All-share, all-cash offers still have distorted choice b/c fear that SH has if does not tender will be left with min SH, which will inevitably have a lower value than tender price

b. Proposed Remedy: Approving and Disapproving tenders

i. Enable SH to tender either approving or disapproving and bidder only gets to buy if he gets majority of approving tenders

ii. If bidder gets majority of approving tenders, has to treat disapproving tenders equally

iii. SH would tender, if and only if, he views expected acquisition price as higher than indep target’s value
3. Takeover Defenses

a. Questions to ask about them

i. How effective are they?

ii. How available are they?

(A) Are they available in the same industries

(B) Do they violate anti-trust

iii. How easily can they be implemented

b. Potential defenses

i. Greenmail

ii. State anti-takeover statutes

iii. Poison pill

iv. Lock-ups

v. Soliciting competing bids

vi. Staggered B charter provisions

vii. Differential voting right

viii. Defensive litigation

ix. Discriminatory self-tender offer?

(A) Can’t do anymore under Rule 13e-4 under the SEC

c. Poison pill

i. Moran: Ct said adopting poison pill was a reasonable response to the potential threat of coercive acquisition techniques, but that SH must have ability to elect a different B (why this is reasonable)
(A) Ultimate validity of pill is determined when B is faced with an actual offer and has to decide to redeem pill or not.

ii. Can be implemented by any co, w/out SH approval, very quickly

iii. Very effective → as long as in place, target can’t be taken over

iv. How does poison pill work?

(A) Right is triggered when the bidder acquires a defined interest (usually 20%) in target

(B) Target SH become entitled to buy authorized, but un-issued shares at a substantial discount → this dilutes the value of the shares held by the bidder

(C) B has right to redeem pills → by paying small amt to redeem this right from SH

(D) Purpose of pill

(1) Give B leverage to negotiate with bidder

(2) Allow B to seek competing bids

(3) Give B ability to resist inadequate or coercive offers

(E) Potential problem with pill → lies with redemption

(1) At some point B might have to redeem pill, by virtue of their fid duty to SH, even if they think HTO bad

(2) Hostile bidders can engage in proxy context to replace B with its own nominees → who would then redeem pill and let TO go through
4.  McDonald’s Rights Agreement

a. What rights does the Rights Agreement confer on SH? When are these rights valuable? 
i. §3: Issue of Rights Certificates

(A) Distribution date – earlier of

(1) 10th day after the Shares acquisition date; OR

· Shares acquisition date: 1st date of public announcement that someone has become acquiring person

(2)  Tenth business day of first public announcement of intention by someone (other than co or sub) to become acquiring person 

· Acquiring person: Beneficial owner of common shares aggregating 20% more of outstanding shares

· Is 20% (not 1%) b/c want legit SH to trade and don’t want to impede normal bus relation

(B) Before distribution date

(1) Rights transferable only with shares

ii. §7: Exercise of Rights: Purchase Price: Expiration Day of Right
(A) Can exercise Rights any time after Distribution date

(B) After distribution date get Rights Certs

(1) Rights can be sold independently of shares

(2) Can be exercised for

· $250 per 1/100 of preferred stock

iii. §11: Adjustment 
(A) Adjustment date → when

(1) Any person becomes acquiring person

(2) When there is an acquiring person and co reorganizes so that increases by more than 1% outstanding shares of any class of equity securities

(B) When purchase price is adjusted

(1) Pay $250
(2) Get 1/100 common share ∙ 500/current market price

(C) Who gets this deal? → Everyone but acquiring person

(D) Management can always raise price of pill → no one ever swallows

(1) Potency of pill is irrelevant to its legality

(E) Williams Act

(1) Enable B to put in pill whenever get HTO  

iv. §23: Corp can redeem rights for 1 cent/right

b. Which of the following events triggers a Distribution date?


i. A TO offer by XYZ for 60% of McDonald’s stock? → YES
ii. An acquisition by XYZ Corp of 60% of McDonald’s stock → YES

iii. A stock repurchase by McDonald’s which causes XYZ who owned 18% of McDonald’s stock outstanding prior to repurchase to hold 22% of the outstanding stock subsequent to repurchase.

(A) No b/c §1(a) → not, UNLESS

(B) Person who has over 20% b/c of repurchase then buys any additional shares

iv. A proxy solicitation by XYZ Corp of 7 major institutional investors. 
(A) NO b/c def of acquiring person excludes person leading a proxy contest §1(c)(ii)(B)

c. Which of the following events triggers an adjustment of the Purchase Price? How is the price adjusted?

i. TO by XYZ for 60% of McD’s stock → YES
ii. Acquisition by XYZ of 60% of Mc’D stock → YES
iii. A TO by XYZ for all of McDonald’s shares in which 90% of the outstanding McDonald’s shares are tendered

(A) NO b/c of §11(a)(iii)

(B) Don’t find this exception anymore

iv. A merger b/tw XYZ and McDonald’s following the TO describe in question above. ??
d. XYZ Corp wants to acquire full ownership of McDonald’s in a TO followed by a freeze-out merger The incumbent D’s are adamantly opposed. What are XYZ’s option?

i. Need to get rid of pill

(A) Persuade B to redeem

(B) Persuade ct that B’s use of pill violates fid duty under Unocal
(C) Before becoming acquiring person, have proxy contest to replace B
5. Developments in Poison Pills

a. Ways to strengthen pills = Dead-hand provision: If there is a change in the B b/c of pending HTO, then new B can’t redeem

i. Quickturn (Del SC 1998): Dead-hand provisions inconsistent with Del law (§141(a)) unless authorized by charter (inconsistent b/c prevent new B from discharging its fid duties)

ii. In some states dead-hand okay → Georgia

b. Ways to weaken pills

i. SH pressure on B, just say no defense → don’t redeem

c. Do Del SH have power to eliminate poison pills through by-law amendments?

6. State Takeover Statutes → §203 DGCL
a. CTS Corp v. Dynamics Corp.: Constitutional for state to regulate HTO’s (at least partially)

b. Inhibit HTO’s by making it more difficult for a raider to acquire or obtain full ownership of target through 2nd step freeze-out merger

i. Impose a fair price; OR

ii. Supermajority voting requirement on freeze-out; OR

iii. Put a moratorium period when raider may not pursue freeze-out

c. All these statutes apply only to HTO’s where target B hasn’t approved

d. Poison pills have made takeover stats irrelevant

i. If B redeems pills, it will also approve the takeover stat for purposes of anti-takeover statute

i. If ct orders target to redeem pill, it will generally also order it to approve the takeover bid for purposes of anti-takeover statute
7. Note on Interco

a. Co had pill in place but was doing restructuring plan (w/a value of $76 to HTO’s offer of 74 in cash)

i. Bank said restructuring plan worth 76/share → ct said this is not enough, need to let SH decided

ii. So if you are bank → don’t give #, say high or low

b. Ct says where have non-coercive offer and B is using pill to buy time for restructuring → B has to redeem pill and give SH a choice
8. Paramount v. Time

a. Facts: Time wanted to get into entertainment business, looked for 2 years, decided wanted to merger with WB

i. 1st agreement: Time’s wholly owned sub would merge into Warner

(A) SH approval

(1) Under NYSE rules Time SH need to approve b/c WB SH end up w/a majority of Time

(2) Del law don’t need Time SH approval, but DO need WB SH approval

(B) Governance was big issue → Time wanted control, would have rather had cash merger, but WB wanted it this way

(1) Co CEO for 5 years

(2) B even split

(3) B creates editorial ctee of majority of Time

(C) Merger of equals: Time could have merged into Warner sub

ii. Paramount makes HTO

(A) $175 in cash (mp at time was 120)

(B) Conditions (Similar to IPALCO)

(1) Terminate merger w/WB

(2) Redeem pill

(3) Get cable franchises

iii. Time’s rxn to HTO

(A) B meeting w/i-bank

(B) Bank says 175 grossly inadequate (smart to not give $

(C) Decides to reject Paramount’s offer

(1) Don’t redeem pill

(2) What is Time worried about

· Won’t get as good of governance structure as have with WB

· Worried that Time’s SH won’t appreciate that WB is better long term, even though price not as high in short-term

(D) Redoes deal with WB to be cash instead of stock merger

(1) Time purchases 51% of WB outstanding stock @ 70/share

(2) Remaining to be purchased for cash/securities equal to 70/share

(3) No longer need SH approval b/c is cash

b. Paramount brings Unocal claim, asking ct to order B to redeem pill and enjoin TO for WB until Paramount gets its cable franchises approval

i. Threat

(A) Coercion

(1) Paramount’s offer not coercive b/c is in cash

(B) Inadequate price (what does Interco say about?)
(1) If SH can reasonably prefer, then not an inadequate price

(2) Can’t keep poison pill indefinetly

ii. Response reasonable?

c. Cts holding: Time wins

i. Threat → YES

(A) Uncoal does not say that coercion and inadequate price are the only two factors in determining if HTO is a threat

(1) If ct just used coercion and price → would be subbing their opinion for B of what is better deal for co

(2) B should be able to evaluate benefits of long-term deal and ct shouldn’t be reviewing their determinations

(B) Time B had other grounds for considering Paramount a threat

(1) Conditions introduces uncertainty

(2) Timing

(C) Ct says that B had good faith and wasn’t self-interested in deciding that Paramount a threat

ii. Reasonableness of defense → YES

(A) Requires an evaluation of

(1) Importance of corporate objective threatened

(2) Alternative methods of protecting that objective

(3) Impacts of the “defensive” action

(4) Other relevant factors

(B) Management actions that are coercive or force SH to chose B’s options may be struck down as unreasonable and un-proportionate to threat

(1) D’s don’t have to abandon corporate plan for a short-term SH profit unless there is clearly no basis to sustain the B strategy

(2) Time restructuring deal wasn’t coercive

(3) Goal was to carry forward pre-existing transaction

(4) Foundation of “just say no defense”

· Just continue running your bus

· Don’t do restructuring

· Per se valid to carry forward pre-existing non-defensive bus plan (altering the form is not material)
d. Questions

i. After Time, what constitutes a threat?

(A) Almost anything B considers, timing, structure → seems like it is pretty easy to get past step 1 of Unocal

ii. After Time, does any threat justify any response?

(A) No, can’t cram down your option down SH throat (Interco)
(B) Can a B merely refuse not to redeem its poison pill as long as it does not cram-down its own alt?

(1) Just say no defense

(2) Kahan says not that strong anymore

(C) What does the B need to shoe to do so (not redeem pill)?

(1) Importance of corporate objective threatened

(2) Alternative methods of protecting that objective

(3) Impacts of the “defensive” action

(4) Other relevant factors

(D) Why distinguish b/tw “cramming down new alt” and pursuing old alt?

(1) Old alt gets BJR??

(2) New one gets heightened scrutiny???

(E) What addresses the omnipresent specter that a B may be acting primarily in its own interest?

iii. What does the ct mean when it says that P’s argument would let the ct substitute its judgment for the judgment of Time’s B? Would it not merely enable SH to make the choice?
9. Williams v. Geier (89)
a. Facts: Co decides to amend cert of incorporation in order to recapitalize

b. Holding

i. Blasius → only applies when primary purpose of B’s action is to interfere or impede SH vote

ii. Unocal → Only applies when B unilaterally adopts defensive measures in rxn to perceived threat

iii. B’s action is protected by BJR unless it is rebutted b/c of breach of fid duty

iv. SH approval

(A) B has to prove that there was full disclosure

(B) Entire fairness → don’t get if majority of minority voted in favor of amendment

(C) If majority of minority DIDN’T vote in favor → no adverse inference of invalidity
10. Revlon v. MacAndrews & Forbes

a. Facts: Perelman (owns Pantry Pride (PP)) wants to buy Revlon, but Revlon CEO doesn’t like him, so PP makes HTO @ $45. Revlon B-meeting, i-bank says that price is grossly inadequate.

i. Law firm gives 2 defensive options

(A) Stock repurchase plan

(1) Covenants in stock prevent additional debt

(2) PP can’t finance acquisition of Revlon w/debt and then put that debt on Revlon b/c it would violate covenants → makes debt acquisition harder

(3) Not a strong defense b/c could violate covenants and payback note-holders at par value

(B) Note Purchase Rights Plan (poison pill)

(1) This is note (as opposed to stock) poison pill b/c don’t have enough authorized shares

ii. PP keeps upping its bid → None of B’s defenses working → white knight (someone who will rescue you from HTO)

iii. Forstmann (white knight) makes offer, PP says going to keep offering more $ than

iv. Revised deal with Forstmann

(A) 57.25

(B) Cancellation fee of 2 million

(C) Lock-up

(1) “Crown jewels” get option to purchase 2 best divisions below price

(2) $100 million value

(3) Effect 

· Decreases reservation price of both bidders

(D) No-shop clause

(E) Revlon’s management out

(F) Immediate acceptance

(G) Forstmann will support value of notes

(1) Forstmann’s initial bid was financed with debt and this caused value of notes to fall b/c risk of default shot up
(2) Note-holders threaten to sue Revlon B

b. Ct’s analysis

i. Initial HTO under Unocal → B passed b/c threat was reasonable b/c price low and poison pill reasonable; BUT

ii. When B realized that going to sale co (instead of just defending an HTO) → out of Unocal

iii. Now analyze under Revlon test: Basically when target B has realized that co is going to be sold, they have a duty under Revlon to act in order to obtain best price for SH (as opposed to trying to get co to person they like best)

(A) Lock-up

(1) Benefits that Revlon B claims

· Higher price → only $1 not a relevant factor w/ TVM considerations

· Better for note-holders → when are selling co, B should be looking out only for SH (under Unocal can look after other constituents), so lowering price for SH to make deal better for note-holders = breach of duty of loyalty

· B worried about litigation from note-holders → existing SH don’t care about this, they shouldn’t have considered it

· Can’t consider future of co (like that it would be better in hands of Forstmann that Perelman) → SH don’t care b/c are getting cashed out

· None of these reasons are good enough to warrant reduction in value
(2) When can you give lock-up

· When you want to draw initial bidders in → Van Gorkam
· When are necessary to draw additional bidders in so can have auction and get more $ for SH
· This was proper reason to give lock-up to Forstmann, but ct concludes that he was already in
(B) No-shop → Impermissible under Revlon

(1) Can’t give party you want to win additional info

(2) Have to treat equally
c.. What triggers Revlon scrutiny?

i. Once it is clear that co is going to be sold

ii If are in merger and SH are being cashed out? → maybe b/c Revlon is about benefiting SH and if the SH are no longer going to be SH, maybe should be in Revlon and not Unocal?? But SC sort of rejected this in Time
d. When and how may D’s take into account the interest groups other than SH? What if 95% of SH had held on to the notes?
11. Note on Macmillan

a. Revlon applies when have sale = change in corp control

i. Active auction

ii. Management buyout (option)

iii. Restructuring

b. When treat bidders disparately 

i. P must show that D’s of target treated on or more of respective bidders on unequal terms 

ii. If meet that burden, then ct will examine if

(A) D’s properly perceived that SH interests would be enhanced from disparate treatment

(B) B’s action (disparate treatment) was reasonable in relation to the advantage sought to be achieved (or to the threat that the bidder treat worse posed)
c. Is Revlon different than Unocal?

i. Under Revlon B’s duties are enhanced

(A) Revlon not about BJR

(B) About B’s duty of loyalty to SH when they are being cashed out of co

ii. Under Unocal B’s duties are altered

(A) Threat and Response Reasonable in relation to get BJR

d. Why does ct apply Revlon sometimes and Unocal sometimes?

i. Ct applies Unocal-like test in determining whether disparate treatment of bidders was a breach of duty of loyalty or not
12. Paramount v. Time (101)
a. Paramount made Revlon argument (that B wasn’t maximizing value for its SH) 

b. Holding: Revlon doesn’t apply

i. Chancery ct said didn’t apply b/c

(A) Prior to merger → market controlled Time (and by default management)

(B) After merger → market controlled Time (and by default management)

(C) No change in control → clever argument, but seems a little shady b/c there was a change in management

ii. SC said Revlon doesn’t apply b/c

(A) No break-up here

(B) Revlon generally triggered only when

(1) Corp initiates auction

(2) In response to HTO, target abandons long-term strategy and acknowledges that break-up inevitable (actual scenario in Revlon)

(C) Troubling rationale b/c

(1) Don’t know what a break-up actually is? (could it be selling 2 divisions?)

· Is Marriott a break-up?

· Gen ct doesn’t have problem w/trans that are strategic non-defensive

(2) Don’t know why we care so much

c. Effect of Revlon → maximize sale price
13. QVC & Paramount Briefs

a. What information does the Wachtell Lipton brief (on behalf of QVC) provide about the events leading up to the original Viacom-Paramount merger agreement? What is Wachtell’s strategic purpose in providing this info? What evidence 

15. Paramount v. QVC

a. Facts: Paramount (maj of stock held publicly) wants to merge. Looks into Viacom (whose 85% controlled by Sumner Redstone), negotiations fell apart in July 2003 after over price (Viacom offered $61). After that Davis, CEO of Paramount found out about QVC’s interest and told Diller, QVC CEO, that Paramount not for sale. Viacom Class B nonvoting stock jumped up in price (what Redstone had been offering). Negotiations b/tw Paramount and Viacom start again, Sept 12, Paramount B unanimously approved original merger agreement (cash/voting/non-voting stock) where Paramount would merge into Viacom. Paramount B amended poison pill to exempt proposed trans with Viacom. Contained no-shop clause, term fee and stock option agreement. Sept 20 QVC sent letter to Davis proposing a TO where SH of Paramount would get $80/share + QVC stock. Finally on Oct 11 B agrees to meet with QVC management. File on Oct 21 and announce TO publicly subject to condition that stock option agreement now worth 200 million be invalidated. Viacom raise its price, QVC goes higher. Paramount B refuses to talk to QVC b/c think no-shop prohibits.
b. Holding

i. Change in control if have Paramount/Viacom merger

(A) Paramount has a majority of public SH

(B) If merger with Viacom goes through, they will receive cash + minority voting position in Viacom

(C) Merger = change in control

(1) SC adopts Chan ct opinion in Time-Warner

(2) No change in control if one public co to another

(3) Here have going from control in market to control in Redstone

(D) B/c of sale of control 
(1)  SH of Paramount should get control premium (B breaching fid duty if don’t get for them)
(2) Revlon applies
· Primary obj of B when have sale of control is to secure best value for SH

· Distinguish from TimeWarner b/c that deal existed prior to Paramount TO; Viacom merger was defensive deal (had rejected same deal month previously

· Even in the face of a valid threat a defensive deal might be subjected to heightened scrutiny
· Could have argued that distinction b/tw Revlon and non-Revlon is whether SH are getting cash or equity → This wasn’t argued

· If getting cash → material change in their investment → shouldn’t subject SH to this w/out heightened level of scrutiny

· If getting equity → not material change → less scrutiny?
ii. Duty of B under Revlon (in sale of control context at least)

(A) Inform themselves of all material info in order to decide which option bet for SH

(1) Not limited to considering only cash

(2) Can consider future value of strategic alliance (Macmillan)

(3) If non-cash consideration → B should try to quantify so it can objectively compare

· Paramount didn’t get i-bank opinion of QVC deal → HUGE NO-NO

(4) Practical considerations

· Fairness and feasibility

· Proposed or actual financing

· Questions of illegality

· Risk of non-consummation

· Bidder’s identity and plans

(B) Enhanced judicial scrutiny in order to protect

(1) Diminution of current SH voting power

(2) Fact that an asset (control premium) is being sold

(3) If SH voting rights are impaired

(C) Features of enhanced judicial scrutiny

(1) Judicial determination regarding the adequacy of the decisionmaking process, including the info on which the D’s based their decisions

(2) Judicial determination of reasonableness of the D’s action in light of the circumstances then existing

· D’s have burden of proving they acted reasonably

· B doesn’t have to make best decision, just reasonable one

iii. Duties of Paramount B

(A) To be diligent and vigilant in examining critically the Paramount-Viacom trans and the QVC TO
(1) Was Viacom merger and all the terms in it reasonable and in the best interest of the SH
· Change in control premium

· Stock Option Agreement

· Termination Fee

· Coercive nature
· No-Shop provision

· Can’t limit power of D to seek information

· Not seeking info = violation of fid dut

· Rights Agreement

(2) Did these provisions

· Adversely affect the value provided to the Paramount SH

· Inhibit or encourage alt bids

· Enforceable K obligations in light of D’s fid duties

· In the end would advance or retard the Paramount D’s obligation to secure for Paramount SH the best value reasonably available
(3) B/c had decided to sell control→ had obligation to evaluate QVC offer
(B) To act in good faith

(1) If decided that B not acting in good faith → just a matter of deciding what fid duty they violated (why facts are SOO important in this case)

(2) Always make B look bad

(C) To obtain and act with due care on all material info reasonably available – can’t treat differently w/out obtaining all info
(A) Including info necessary to compare the two offers to determine which trans, or alt, would provide the best value reasonably available to the SH

iv. Holding: Paramount D’s process was not reasonable and the result achieved for SH was not reasonable under circumstances

(A) B gave insufficient consideration to potential consequences of defensive measures demanded by Viacom

(B) Paramount B when re-negotiated Viacom offer had ability to modify improper defensive measures (not reasonable → invalid), but didn’t

(1) Stock option

· Unusual and draconian provisions → worth 200 million by end of auction

· Note Feature + Put option = illegal

(2) Term fee

· Didn’t say it was by itself unreasonable, but with the two other provisions it was

(3) No shop

· Unreasonable b/c inhibited Paramount B’s ability to negotiate with other potential bidders → Cannot K away your fid duties
(C) Value of QVC TO so far exceeded Paramount (by 1 billion) that it wasn’t reasonable to base rejection on vision of future strategy esp b/c change in control would eliminate any control they had on future strategy

(D) Ct looked at whole process

(1) The way the B acted in the end prejudiced ct’s treatment of actions in beginning → if screw up not going to trust you, going to subject whole process to heightened scrutiny

c. Questions

i. What facts does the ct high-light? How does the court’s rendition of the facts compare to the facts as reported in the briefs by QVC and Paramount

(A) Makes the B look a lot less stupid and lazy than QVC Brief

(B) Doesn’t make their behavior seem quite as credulous

ii. Does a change in control trigger Revlon? Why?

(A) It can if deal that causes change in control defensive

(B) Why was Revlon not triggered in Time? 

(1) B/c not a defensive deal, was a pre-existing deal

(2) B didn’t breach their fid duties in Time (factor that ct not going to admit to taking into acct but they do)

(C) Does anything else trigger Revlon?

(1) Sale

(2) Break-up

iii. To what extent may a target B subject to Revlon duties take into acct the future value of a transaction? 

(A) To the extent that it may be material

iv. Would the outcome of the case have differed if the merger agreement provided that Viacom must obtain approval by a majority of the SH other than Redstone and his affiliates for any future merger?

(A) I don’t think so b/c nature of investment has still changed 

(B) Redstone, not SH, will have control of Paramount

v. What did Paramount’s B do wrong as of Sept 12?

(A) Stock option that is too strong → has features that ct has never allowed before

(B) Have Ked away fid duties with no shop provision b/c prevents from getting info and can’t do that
Part v: Insider Trading and Rule 10b-5

A. Rule 10b-5 and Securities Fraud
1. Intro

a. SH relate to each other, corporation and mangers as trades in the stock of the corp

b. Securities transactions regulated by fed and state securities laws

c. In theory → distinct from trad common law BUT there is overlap esp in anti-fraud provisions

d. Rule 10b-5: Catch all anti-fraud provision

i. Stat authority = §10(b) of SEC Act of 1934 → prohibits

(A) Securities Fraud

(B) Insider Trading

ii. Governs disclosure in all purchases and sales of securities

(A) face-to-face trans in the shares of close corporations

(B) Open market purchases of shares in public corps

iii. Elements of cause of action

(A) Borak: Implied private cause of action

(B) Blue Chip Stamps: Standing to sue → only people who were actual purchasers or sellers of the securities

(C) Materiality

(D) Causation

(E) Reliance

(F) Scienter: Intent to deceive or knew that a statement made was false or according to some cts that D showed reckless disregard for the truth

(1) Negligence NOT enough

(2) Pleading standard: §21(D)(b)(1),(2)

iv. Practical and theoretical concerns

(A) Latitude of companies to deny rumors about important new developments which the co is not expressly required to disclose under reporting provisions

(B) Evidence necessary to established reliance under Rule 10b-5
2.Basic v. Levinson

a. Facts: Basic was in prelim merger discussions with Combustion Engineering (CE) for 2 years prior to the announcement of the merger. At the beginning of the talks Basic makes a public statement denying that they were engaged in merger transactions. P sues on class action for all SH who sold stock from the time of the first public denial until the time of the announcement, the harm they claim is that they sold their stock at a lower statement b/c of misstatements of Basic.
b. Materiality standard

i. TSC Industries: An omitted fact is material if there is a substantial likelihood that a reasonable SH would consider the information in making the decision whether to sell or not  

(A) Whether a reasonable would view the omitted info as having significantly altered the mix of available information

(B) Kahn v. Tremont, VA Bankshare

ii. How does this relate to merger?

(A) Hard to evaluate how reasonable investor going to view this info b/c it is speculative

(B) Agreement-in-principle test: Prelim merger discussions do not become material until agreement in principle as to the price and structure of the trans have been reached
(1) Information concerning any negotiations not at agreement in principle test could be withheld or misrepresented w/out violating Rule 10b-5

(2) Policy → SC ends up rejecting this test
· Don’t want to overwhelm investor with excessively detailed and trivial info esp b/c of substantial risk that prelim merger discussion may collapse and disclosure could mislead investors to false hope

· THIS IS REALLY BAD REASON B/C ASSUMES INVESTORS ARE STUPID

· C chose disclosure as rule when enacted SEC Act

· Helps preserve the confidentiality of merger agreements where earlier disclosure might prejudice the negotiations

· SC says this is inapposite b/c this is about accuracy and completeness of disclosure not timing

· To prevent other bidders from coming in you want a system that encourage the initial bidder

· Bright-line rule for determining when disclosure has to be made

(C) Balancing test: Materiality depends on balancing of

(1) Probability that an event will occur; AND
· Look at indicia of interest → B resolutions, instructions to i-bankers, actual negotiations

(2) Anticipated magnitude of the event
· Size of 2 corp entities

· Potential premiums over market value

(3) This test applies to insider trading and affirmative misrepresentations

ii. Reliance/causation
(A) Fraud-on-the market theory: Price of co’s stock is determined by the available material info regarding the co...misleading statements will therefore defraud purchases of stock even if the purchasers do not rely on the misstatements 

(1) Presumption that persons who traded Basic shares did so in reliance on the integrity of the price set by the market and the price was fraudulently depressed by misrepresentations

· Rebutable by co b showing

· Misrep didn’t lead to distortion of price

· Indiv P traded or would have traded despite his knowing statement wa false

· If could show that “market makers” were privy to info then causation gone

· B showing that SH thought Basic was lying, but traded anyways

(2) Based on EMH: SH would have acted on all of the public info had they had it
· SH who relies on “integrity of marketplace” acts on the EMH and thinks that the intrinsic value of the stock is reflected in the market price

· SH who don’t rely → have to do a lot of research

(3) Dissent: Disagrees with fraud on market theory

· People buy and sell b/c believe that price is inaccurately affected in market

· Basically are allowing people to recover by showing they sold their shares at a lower price than at some other future point

(4) Silence: Silence absent duty to disclose is not misleading under Rule 10b-5

· If have rule that you can lie whether or not there are negotiations you will say there weren’t any

· If there is a rule that you can’t lie → co going to with no comment either way

· b/c no comment is functional equivalent of silence → no fraud

· Market might falsely believer there are negotiations when there really aren’t → undermines causation 

 (B) Need presumption (even if it does sort of eliminate reliance requirement) b/c if had Mills type of but for causation

(1) SH would have to show they were aware of the statements in order to show they relied

(2) How can you show all the SH were aware → you can’t, so couldn’t do class actions, this creates too much of a burden on legit P, so create presumption
B. Rule 10b-5 and Insider trading

1. Intro

a. Duty on corp insiders to disclose material corporate info or refrain from trading on it

b. Basis of duty is Rule 10b-5: proscribes “any act, practice, or course of business which operates as a fraud or deceit upon any person, in connection with the purchase or sale of any security.”

c. Law has difficulty in defining the duties of “outsiders” who trade on non-public info

d. Deciding when outsiders breach, under what circumstances and with what info has forced cts to re-examine doctrinal bases for treating insider trading as fraudulent conduct → 3 legal categories

i. Equal Access

ii. Fid duty

iii. Misappropriation

e. Tension b/tw intuitive understanding of insider trading as an illicit appropriation of info and its statutory portrayal as a specifies of securities fraud
2. The Equal Access Theory

a. All traders owe a duty to the market to disclose or refrain from trading on non-public corporate info

i. Basis of this duty is said to be the “inherent unfairness” of exploiting an informational advantage

ii Why is insider trading bad → Cady Roberts: Application of Rule 10b-5 rests on
(A) Existence of a relationship giving access, directly or indirectly, to information intended to be available only for a corporate purpose and not for the personal benefit of anyone

(B) Inherent unfairness involved where a party takes advantage of such information knowing it is unavailable to those with whom he is dealing

b. SC rejects in Chiarella
3. SEC. Texas Gulf Sulphur

a. Facts: SEC was mining co and had discovered ore but hadn’t publicly announced findings, one of the reasons it didn’t was b/c it hadn’t acquired all the land and didn’t want to tip seller that major ore was on land → something good for co and good for SH; In period of non-disclosure # of employees (geologists, supervisors, managers, D’s) bought stock or options to buy
b. Holding: Disclose or abstain principle applies b/c are insiders

c. Questions

i. Short-term calls at issue in TGS are call options, which give their holders the right to purchase stock for a fixed period at a fixed exercise price. Why might wayward insiders who learn of good news prefer to purchase calls rather than shares?

(A) TVM?

(B) Put option: Right to sell stock at a fixed price

(1) Insider can profit from advanced knowledge of bad news by purchasing puts or, equivalently, by selling short, i.e. borrowing stock to sell at today’s price in the expectation of repurchasing (and returning) it later at a lower price.

ii. Which traders are harmed by insider trading? → this is running argument
(A) Outsiders b/c have less info?

(1) If insider abstains then person buying still has less info

(2) If insider buying, how exactly is the seller being crippled by less info?

· Argument is that he wouldn’t have sold and info would have come out and his stock would have gone up

· BUT most likely he was going to sell anyway, and if that is the case then the insider buying pushes up the price → so seller would actually be benefited

· Can make argument that insider trading improves or doesn’t improve market having info → EMH

(3) If insiders don’t trade then # of buyers and sellers will be equal → some lucky, some unlucky

(4) If insiders don’t trade then # of buyers will be more than # of sellers → someone (person w/out info) has higher chance of being unlucky

(B) When insiders trade, insiders make $ which comes out of someone’s pocket → what we don’t know is who they are

(C) If really worried about insider trading, what should you do? NOTHING

(1) Insider trading is like a tax on trading

(2) Doesn’t mean you shouldn’t invest in market
4. Easterbrook & Fischel, The Economic Structure of Corporate Law

a. Trading by insiders good b/c

i. May provide firms with a valuable mechanism for communicating info to market participants

ii. May create incentives to maximize the value of the firm to the benefit of inside and outside SH

b. The better a stock price reflects info → the more useful they are as a guide to capital investment

i. Disclosure can 

(A) Reduce wasteful expenditures on search; and reduce investors uncertainty about the firm

(1) Non-disclosure is going to cause discount in price of stock that reflects investors uncertainty

(2) Accurately priced securities give firms info about whether their managers are successful 

· Markets for managerial services and corporate control function more effectively

(B) Disclosure of info by firm may enable the firm’s current investors to sell their shares to outsiders at a higher price

ii. Complete disclosure bad b/c

(A) Costly → at some point costs exceed benefits

(B) Might destroy the information’s value

(1) i.e. scenario in Texas Gulf, info about future products or acquisitions

(C) Investors would like price of stock to reflect this info w/out info itself coming out

(1) Insider trading may help

(2) Outsiders who see insiders put their $ where there mouths are will be more likely to credit the firms’ statements

(3) The greater the ability of market participants to identify inside trading and deduce its cause, the more info such trading conveys

(4) Insiders convey less info in trading than full disclosure would

iii. Why might firms restrict trading on inside info

(A) Preventing theft

(1) Trading on info can be a form of theft → especially if are “temporary fids” like lawyers, accountants, printers

(2) K bans on trading were customary long before fed law entered picture
(B) Perverse incentives
(1) May create moral hazard by separating managers interests from investors

· Opportunity to gain from trading may induce managers to increase volatility of the firm’s stock prices so they will have more opportunities to make profitable trades

(2) Induce insiders to create bad news

· Advance knowledge allows profitable trading

· Bad news easier to create

· At worst managers may be indifferent to working to make firm prosperous and working to make it bankrupt

(3) Induce insiders to disseminate false info

c. Unfairness argument: Information intended for corporate use should not be put to private use

i. What is intended for corporate purpose? People intend things, info doesn’t

(A) If info is more valuable to firm, then managers will be forbidden to trade

(B) If right is more valuable when held by mangers, they will exercise it

ii. If some risk of not receive a gain (b/c insiders buy shares) goes with higher average returns b/c opportunity for trade is useful in inducing managers to create more gains, investors prefer the risk and the higher return

(A) Argument that insider trading is inconsistent w/fid duties requires an explanation why managers are allowed to receive a salary (top managers can set their own salary) but not trad when in possession of valuable info

(B) If are worrying that insiders are going to exploit their position to extract unearned returns, then we must worry about inside trading as a form of exploitation, but then we must equally worry about salaries, bonuses and other forms of compensation being exploited
iii. To disqualify insiders is to pass informational advantage to brokers, i-bankers and other market professionals who can act on info before average investor
5. The Fiduciary Theory

a. Insider trading violates Rule 10b-5 when there is a pre-existing relationship of trust and confidence to support a duty to disclose b/tw the insider and uniformed traders on the market

b. Importing common law fraud

i. Duty to disclose can arise only from fiduciary relationship or an equivalent tie

ii. It is preexisting tie that gives rise to a duty to disclose, NOT the source of the insiders info

6. Chiarella v. US

a. Facts: Printer who discovered target corporation’s identity and bought is stock before merger.

b. Ct rejects equal access theory

i. He did not breach a disclosure duty to other traders 

ii. B/c he didn’t have a relationship-based duty to SH of the target co’s in whose securities he traded

(A) Relationship b/tw Chiarella and target SH = complete strangers → NO DUTY

(B) He was not an indiv in whom sellers had placed trust and confidence

c. Burger dissent 

i. Chiarella breached fid duty to his employer and the bidding co’s that had targeted for his services = misappropriation theory

d. Questions
i. Where does relationship of trust and confidence b/tw corporate insiders and SH come from? 

(A) Not common law

(B) Cady Roberts → Duty arises b/c insiders have confidential info by reason of their employment w/firm → §10(b)? SEC Act
ii. Why did SC feel compelled to discover a relationship of trust and confidence b/tw corporate insiders and SH as opposed to relying on the established fid relationship b/tw corporate insiders and corporation itself as a basis for Rule 10b-5 liability?

(A) So SH can bring action against insider and corporation doesn’t have to do it?

iii. Who is harmed when an insider who has a relationship of trust and confidence to SH trades? Who is hurt when a person with access to non-public info but without a relationship of trust and confidence trades? → Same person
7. Dirks v. SEC

a. Facts: Dirks is an analyst, learns from former employee (Secrist) of Equity Corp that corp has been engaging in fraud. Does his own investigation, concludes its true, tries to tell WSJ and then tells his clients to sell. SEC brings insider trading action

b. Liability of tippees

i. Portrayed trading by a tippee as a derivative violation of Rule 10b-5

(A) Dirks (tippee) relation to SH of Equity = complete stranger

(B) Secrist has duty to SH of Equity and that duty passes through him to Dirks

(1) Dirks would be subject to same abstain/disclose requirement

ii. Tipper must first violate duty by tipping improperly

(A) Whether tipping is improper turns on whether the insider tips to secure a personal benefit from tippee, so in effect trades indirectly on his own tip

(1) Secrist didn’t breach his fid duty b/c didn’t get any benefit from disclosure

· Disclosed to expose fraud

(2) Since Secrist didn’t breach → Dirks didn’t breach

(3) Tippee inherits duty only if the insider has breached a duty by disclosing info

· Insider did something wrong → element of fraud

· Insider breached duty if received gain

· Gov’t has burden of proof of proving that tipper is a fid

(B) Reflects a strong interest in limiting the liability of security analysts whose investigatory efforts are important to efficiency of securities prices

(1) If held Dirks liable there would be no limiting principle → analysts would be useless

(C) Elements

(1) Tipper gets a personal benefit

(2) Tippper knows that he is violating a duty

· Scienter has to be at least reckless or intentional

· Negligence not going to suffice

c. Where does initial duty come from?

d. Who besides people alluded to in Chiarella have it?

i. Temporary fids → accountants, lawyers, consultants

(A) People who have entered into special confidential relationship that gives them access to info for corporate reasons

(1) Duty to not lie

(2) If lawyer and find something out your duty runs to B

(B) If you are a temporary fid and tip then you are tipper

(C) Corp must expect that

(1) Info would be confidential

(2) Relationship implies such a duty

e. What if Dirks paid Secrist? → looks like he is getting benefit
f. What actions constitute fraud?

i. Non-disclosure circumstances where there is a duty to disclose

ii. How do you prove reliance on non-disclosure?

(A) Acted on false info

(B) Non-disclosure → would have done this if had known info

(1) Problematic for evidence

(2) Fraud on market theory presumes reliance

· Gov’t only has to show that info was material and that there was a duty that was breached

8. Note on Dirks

a. Under what circumstances may stock analysts trade on the basis of non-public info obtained from the co?

(A) When analyst has no duty

b. Could a co permit its accountants or lawyers to trade on the basis of non-public info in exchange for lower fees? Could a co permit its CEO to trade on the basis of non-public info in exchange for a lower salary?

(A) NO b/c both owe fid duties

(B) Might create incentives we want and some we don’t → Easterbrook & Fischel

9. Rule 14e-3 and the Misappropriation Theory

a. Rule 14e-3

i. SEC promulgated in response to risk that rules under 10b-5 might not reach trading on foreknowledge of takeover bids

ii. 14e-3 imposes a duty to disclose or abstain from trading on any person who obtains inside info about a TO that originated with either the offeror or the target

(A) SEC reintroduces equal access theory → but only  to domain of corporate takeovers

b. Misappropriation theory

i. Def of insider trading is with cts b/c C can’t get its shit together

ii. Insider trading Act of 1984 → SEC can seek treble damages civil penalty from insider traders
iii. Insider Trading and Securities Fraud Enforcement Act 

(A) Crim penalties for insider trading

(B) “bounty system” for detecting insider trading

(C) Civil penalties for “controlling persons” who knowingly or recklessly fail to establish or enforce procedures for discouraging insider trading

iv. Misappropriation theory

(A) Designed to reach outsider who trade illicitly on confidential info

(B) Deceitful misappropriation of market sensitive info is itself a fraud that may violate Rule 10b-5 when it occurs “in connection with” a securities transaction

(C) Once again rearranges elements of Cady Roberts
(1) Relationship that triggers 10b-5 and the resulting unfairness both refer to the insider’s source of info

(2) Under this theory Chiarella would be guilty b/c defrauded his employer → fact that he was a complete stranger to SH of target co is irrelevant
10. Note on Carpenter

a. Facts: Winans, column writer at WSJ told brokers at Kidder Peabody what would be in his column before it was printed and they traded on it and made $. Charged with securities fraud.

b. Holding on securities fraud 4-4 w/no opinion issues

i. Winans relationship to SH of co he traded on = complete stranger

ii. Who is he defrauding? → WSJ

(A) How is he defrauding WSJ?

(1) Misappropriating WSJ info

(2) Harm = sullying rep

iii. Implication of misappropriation theory on private parties?

(A) They can’t sue b/c they weren’t defrauded and no duty runs to them
11. U.S. v. Chestman

a. Facts: Broker obtained a tip from a customer (Keith) (who was husband of niece of target co’s prez) that there would be a merger.

b. Majority opinion

i. Did Keith have duty to abstain from trading → Need to figure out if there was a fid or similar relationship of trust and confidence

(A) Fid relationship in IT context comes from Chiarella

(1) Fraud of insider trading is not disclosing the info that you have (remaining silent)

(2) Silence is only fraud if you have a duty to disclose

(3) So cts import concept of fid duty or similar relationship in order to find a fraud in IT

(B) Traditional fid duty relationships

(1) Common law → trustee, lawyer, etc.

· Body of law that has nothing to do with IT determining whether or not there is a fiduciary relationship

· Husband and wife not a fid relationship at common law

(2) Similar relationship

· Reliance/dominance

· Look at common law fid relationship and see what they have in common a “similar relationship” will shared the same fundamental aspects of non-IT relationships

(C) Why should Keith be under duty to disclose/abstain?

(1) Member as Walbaum fam

(2) He was told not to tell (element of common law fid is expecting confidentiality)

(3) Ct holds this is not enough

c. Minority opinion

i. Looks at statute and case law thinks it not instructive so goes to policy underlying IT laws 
(A) Concern I that are taking confidential info that belongs to someone else and using it for your own benefit which is bad b/c

(1) Destroys incentives to generate info

(2) Its like stealing

(3) Results in premature disclosure in a way that is harmful to the owner of the info

· Which destroys his incentive to create info in first place

(4) Property right in info

(B) From policy perspective should Keith be permitted to trade? NO b/c should have known
(1) Info was confidential 

(2) Against the interest of the co to disclose prematurely

(C) Test that minority would apply to determine if Keith was subject to duty

(1) Benefits from family control

(2) In position to acquire such info in ordinary course of family interactions

(3) Know that info is confidential

(D) Where does this test come from?

(1) He basically make up → this test has no analog in non-IT law

(2) Majority wanted to stick with importing fid duty from common law into IT law

(E) Assuming that Keith has duty, what relevant facts was Chestman aware of?

(1) Doesn’t know that Keith told not to tell → but could have figured it out

(2) Should have known everything

(F) Tippee liability → every time info passes, personal benefit getting weaker

ii. After Chestman, SEC adopts rule 10b5-(2)(b)(3)

(A) Duty of trust and confidence presumed to exist among spouse and fam members

(B) Problem is that SEC doesn’t have power to decide what fraud is 

(1) Good argument that this rule isn’t valid

(2) Only rules that prohibit fraud are valid under 10(b)

d. Questions

i. Could Ira Waldbaum have traded stock of the co? NO Could Shirley Witkin have traded? Maybe b/c Ira told her b/c wanted to give her a personal benefit, Could Susan Loeb have traded? Maybe

ii. Lawyer works for a high-powered law firm and frequently brings work-related documents home. One day, lawyer’s spouse sees the documents and notes that they relate to an impending merger announcement for ABC. Yesterday’s closing price of ABC was $19.50. May spouse buy shares of ABC? May he buy options on ABC stock?
(A) NO b/c of rule that SEC passed about duty presumed to exist amount spouses

iii. Assume spouse consults you for advice and you conclude he may buy ABC stock. Your bill for legal services is 10K. May you suggest to spouse to waive your legal fees if spouse permits you to buy ABC stock for you own acct?

(A) No b/c spouse had duty and therefore have tippee liability

iv. Can the co sell stock while it has non-public material info?

(A) YES b/c are not defrauding SH are making more $ for them and the info belongs to them
(1) 14-e(3) changes don’t allow owner of info to trade on it → so presumably they couldn’t give permission to anyone to trade on it

· Inherent in misappropriation theory is that if have approval of party that you are appropriating info from then it is no longer misappropriation and no longer fraud

· Could argue that WSJ is defrauding its readers → has duty to its readers?

(B) Can insiders sell stock? NO

v. SC general approach is to appropriate def of fid duty from common law into IT law
12. U.S. v. O’Hagan

a. Facts: O’Hagan was partner at law firm who was representing buyer in TO, he started purchasing call options for target. Charged w/defrauding law firm and client under mail fraud, securities fraud
b. 8th Circuit

i. Says misappropriation not valid under 10b-5 and that Rule 14-e is invalid b/c SEC didn’t have authority to make

ii. People who are defrauded under misappropriation theory are other people not SH → no fraud → is theft

c. SC → overturns 8th Cir.

i. Person being defrauded doesn’t actually have to be purchasing and selling securities

ii. O’Hagan’s fraud = feigned fidelity, pretended to be someone they could trust?

(A) If basis of 10b-5 is fraud, then every violation should be able to convict of something else too?

iii. Rule 14-e(3): What can’t you trade?

(A) If get info from target/bidder

(B) Goes beyond misappropriation

(1) No requirement of tipper benefit

(2) No requirement that tipper benefit breached duty

(3) Reminds us of rule that SEC urged in Dirks

· You inherit your duty as long as it comes from the source of the info

d. Questions: Which of the following would violate Rule 10b-5

i. Trading by an investment advisor who publishes a high-priced investment newsletter, on her information about her future (yet-unpublished) recommendations?
(A) She owns the investments and the only people she could be defrauding would be her customers

ii. LOOK AT OTHER QUESTIONS AT END OF BOOK 2
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