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I. Introduction
A. Key features/benefits of the corporate form (as compared with the default form – general partnership):
1) Limited liability
2) Centralized management

3) Perpetual Life

4) Transferable interests

5) No pass-through taxation

B. Basic ideas
1) Competing theoretical models for the corporation
(a) Contract model: The corporation as a web of contracts between its constituents.
(i) On this model, we have to assume arms-length bargaining, and a reluctance to fill in gaps.

(ii) Under this model, agency relationships are implied only to the extent necessary to fulfill the corporations express goals.
(b) Fiduciary model: Older view, based on the idea that the corporation is like a trust, with strong obligations toward its shareholders.

(i) This model places strong obligations on corporate management toward its shareholders.

(ii) In this model, the default rules put the burden on management to justify its actions.

(c) Government model: Looks at the corporation as something like a government, with an elected leadership.

(i) Leadership decisions are treated like legislative or executive actions, with residuary power remaining in the shareholders.

2) Boards of directors
(i) Typically composes of both inside (employee) and outside (non-employee) directors.
· But not all outside directors are disinterested directors, so we also have the concept of independent directors, who have some special roles.

· The CEO usually chairs the board, but is generally the only, or one of two, inside directors left on boards.

(ii) Three standing board committees are required by statute

· Audit

· Compensation

· Governance

(iii) The board has two roles vis a vis management

· Advisory
· Monitoring, as independent agents of the shareholders
(iv) Boards are crucial to corporate governance because they are the only ones in a position to monitor management.

· For the most part, individual shareholdings are to dispersed to do it, and institutional investors often won’t do it because of the liquidity-trust problem (they can’t get too deeply involved in corporate management because their fiduciary duties require them to be able to get out of underperforming stocks).

3) Many of the corporate governance issues are about trying to prevent agency costs.

(a) In a large corporation, the owner and the manager are not the same person, so their interests are not always the same. In particular, managers might have an incentive to take excessively risky actions. The problem is that there are costs inherent in the owners monitoring the managers.
(i) Given diversification, most shareholders don’t have enough stock in any one corporation in their portfolio to make it worth incurring these costs.

(b) Given this problem, mechanisms that might be employed to prevent managers from taking risks contrary to shareholder interests.
(i) market forces

(ii) stock options

(iii) monitoring controls (outside directors, auditors, counsel)

(iv) bonding devices
(v) capital structure

(vi) legal rules and regulation

C. The Corporate Social Responsibility Question
1) Two sources of the idea that corporations have a social responsibility
(a) Corporations are aggregations of wealth sanctioned by the legislature, and with the economic power created comes political power.

(b) Historic skepticism toward the corporate form.
2) Possible responsibilities?

(a) In some countries, the corporation’s purposes include providing jobs.
(b) Also could be things like environmental protection.
3) The ALI stance

(a) §2.01 → The basic objective of a corporation is “enhancing corporate profit and shareholder gain,” although this is a long term goal, meaning that actions can be taken that are not immediately profit generating.
(b) But even at the expense of profit and shareholder gain, the corporation

(i) must act within the law,
· This is means to stop companies from doing cost-benefit analysis and determining that the financial benefit of breaking the law outweighs the penalties.
(ii) may take ethics into account,

(iii) may make charitable contributions

· Argument against this is that the corporation shouldn’t be spending shareholder money on outside causes, but these donations also can help burnish the corporate brand and indirectly contribute to profits.
D. Statutory underpinnings of the corporation

1) Boards of directors -- §141
(a) Del. §141(a) is the key provision
(i) “The business and affairs of every corporation…shall be managed by or under the direction of a board of directors”
· This is a crucial provision, relied upon frequently by the Delaware courts for the proposition that boards are to be given broad discretion for their decisions (embodied in the business judgment rule) and that most matters do not have to go to a shareholder vote.

(ii) Tells us that technically a board need only have one member, although as a practical matter companies that are somewhat large need a bigger board to comply with various regulatory requirements.
(b) §141(b) → as a default rule (can be altered  in the corporate charter) a board action needs a quorum of a quorum to pass.

(i) §141(i) → exception to quorum requirement for teleconferences and video conferences, so long as everyone can hear one another.
(ii) §141(f) → boards may also act by unanimous written consent.
2) Officers -- §142
(a) Must have the officers with titles and duties stated in the bylaws or in board resolutions, but also enough to comply with other sections. This ends up meaning that you need at least two officers, a CEO and a secretary.
(b) Officers are chosen by the board, and hold their offices subject to board decision. The board fills any vacancies as they come up.
E. Basic law of agency
1) An agent is someone who by mutual consent acts on behalf of another (the principal)
(a) Requirements before an agency relationship will be found
(i) manifestation by the P that the A shall act for him.
(ii) acceptance of A
(iii) control by P

(b) Resulting liability
(i) A is liable to P for faithful performance of duties
· This is what gives rise to the shareholders’ cause of action for breach of fiduciary duty.

(ii) P is liable to A for expenses

(iii) P also indemnifies A for liabilities arising from A’s faithful performance within A’s authority as an agent.
· This is generally what protects executives from personal liability for things they do within the scope of their employment. 

2) Liability turns on the question of the agent’s authority, which can take one of three forms

(a) Actual authority (viewed though A’s eyes)

(i) Can be expressly given, but it also can be implied, if P’s  words or conduct would lead a reasonable person to believe P had authorized A to take the action.
· It does not matter whether the third party (plaintiff) believed or knew that A had the authority. In this case, A had the authority, so the principal is potentially liable.

(ii) Example: An HR manager has implied actual authority to inform employees of benefit packages, regardless of whether the employer has actually told him that he has this authority.
(b) Apparent authority (viewed through the 3rd party’s eyes)
(i) If words or actions of P would lead a third person to believe A had authority, then P is potentially liable.

· This generally requires some conduct on the part of the principal that the third party relied upon.

· Ford v. Unity Hospital (N.Y. 1973) 63 → No liability to company to where treasurer made an unauthorized guarantee of loan to bank on behalf of insolvent third company as a personal favor.

1. “The general rule in New York is that one who deals with an agent does so at his peril, and must make the necessary effort to discover the actual scope of his authority…Apparent authority is invoked when the prinicpal’s own misleading conduct is responsible for the agent’s ability to mislead.”
(ii) Power of Position Rule: In the corporate setting, with certain job titles (president/CEO, treasurer, secretary) it is almost inherently reasonable for a third party to assume authority.

· The corporate officer with the largest power of position is the secretary.

· American Union Financial (Ill.App. 1976) 65 → Secretary’s submission of fraudulently signed documents promising bank security for loan, the company was liable because the bank reasonably relied on the secretary’s apparent authority.

· But, where the action the agent is taking is extraordinary, the power of position may not save the third party.
· Unity Hospital (N.Y. 1973) → Finding of no liability based partly on the extraordinary nature of the transaction (a guarantee by one corporation of the debt of an unrelated corporation.
(c) Inherent authority (viewed through P’s eyes)
(i) Arises where the P should have foreseen that A would deviate from his actual authority.
(ii) This is partly driven by policy concerns


· Not recognizing inherent authority would make parties more risk averse when dealing with agents of a corporation (raising transactions costs) because they would have no one to sue if the agent was acting out of bounds.

· The principal is the one in the position to police his agents, so it makes sense to put the risk of harm on him.
3) The spectrum of fiduciary relationships, from lowest duty to highest

(a) Contract

(b) Agent (employee)

(c) Agent (corporate director)

(d) Agent (lawyer)

(e) Trustee (unlike agents, trustees cannot take actions not for the benefit of the beneficiary, even with informed consent.
F. The Ultra Vires Doctrine

1) Del. §124 → No contract entered into by a corporation can be invalidated by the fact that the corporation was without power to do take the action but ultra vires can be used:
(a) by a shareholder to enjoin such an action, in which case the other party to the contract gets equitable compensation, but not expectation damages,

(b) by the corporation in an action for damages against an officer who took the act without authorization,

(c) by the AG in an action to dissolve the corp.
II. The Board’s Fiduciary Duties
A. The Duty of Care
1) Basics
(a) Generally speaking, actions of directors are entitled to the business judgment presumption.
(b) A plaintiff can overcome the presumption by showing one of the following defects in the decision-making
(i) fraud
(ii) illegality
(iii) conflict of interest
(iv) on substantial enough decisions (e.g. decision to sell the company), the failure to avail itself of all reasonably available, material information.
(c) Where the plaintiff overcomes the presumption, the court will review the substance of the decision under the entire fairness standard, which puts the burden on the directors to prove that the decision was fair to shareholders.
2) The Business Judgment Rule: Where there is no evidence of fraud, illegality or conflict of interest, the judgment of management enjoys a presumption that it was formed in good faith and designed to promote the best interests of the corporation.
(a) Shlensky . Wrigley (Ill.App. 1968) 76 → Shareholder derivative suit against directors of Cubs dismissed because while the decision not to put in lights may have been a stupid one from a business perspective but under the business judgment rule the court does not review decisions for their substance.
(i) Why apply the rule here?
· This kind of decision is within the board’s institutional competence, and reviewing it with the benefit of hindsight and without all of the context the board had to consider is outside the court’s competence.
· This decision is within the scope of the board’s explicitly delegated authority to manage the corporation, and shareholders accept that when they buy stock.
· “The directors are chosen to pass upon such questions, and their judgment unless shown to be tainted with fraud is accepted as final.”
· There’s no allegation of fraud, illegality or conflict of interest
· Unless one of these is present, the court steps aside
(ii) The business judgment rule essentially gives the board a presumption of non-negligence, which raises the plaintiff’s burden above the normal standards.
· The plaintiff now has to prove that the directors were worse than dumb – they were crooked.
(iii) In this case, the court also says the plaintiffs failed to prove damage, because they could not show that the failure to install lights proximately caused the losses (b/c factors other than attendance contribute to a baseball team’s bottom line).
3) The illegality exception: Where the corporate act the plaintiff is challenging is alleged to be illegal in itself, the business judgment presumption does not attach.
(i)  Miller v. AT&T (3rd Cir. 1974) → Decision by AT&T not to enforce contract with Democratic Party for convention was arguably an illegal corporate political donation, so the decision did not get BJ protection and the plaintiff survived a motion to dismiss.
· Even if the corporation benefited from the illegal act, the plaintiff has stated a claim.
· Note though that this just means plaintiff stated a claim. To win they will have to prove not just that the company failed to collect on the debt, but that they were motivated to do this by the illegal purpose (i.e. they were intending to make this a campaign contribution).
· Best way to do this? Look at the minutes of the meetings where the debt was discussed.
(b) Where the decision being challenged is the decision to sell the company, business judgment presumption can be overcome by a showing that the board act without informing themselves of all material information reasonably available to them.
(i) Smith v. Van Gorkom (Del. 1985) 83 → No BJ protection for board’s decision to rubber stamp CEO’s agreement to sell the company in a cash out merger, because it acted without inquiring into the terms of the deal and how it came about.
· Background
· This is a major case that dramatically changed the way lawyers advise their clients.
· Note that as seen in cases like Unocal and Revlon, the board of a target company in a takeover often has its fiduciary duty most implicated because of the strong threat of conflict of interest.
· Facts
· Target company wanted to merge with a company that had income to offset its unused tax credits. CEO Van Gorkom went to Pritzker and said he thought the company would agree to a cash-out merger at $55 a share. Pritzker agreed, but only if he got a stock lockup and no-shop clause.
· When Van Gorkom brought the deal to the board they agreed the deal with out seeing the specific terms.
· Senior management rebelled against this, and Van Gorkom got the no shop removed, but no bids materialized due to the stock lockup.
· What did the board do wrong?
· They didn’t ask Van Gorkum where the price came from (the fact that he proposed it suggests Pritzker might have offered more).
· They didn’t read the agreement before voting on it.
· The dissent argues that the court should defer because of the high level of experience of the directors, which meant that presumably they possessed very good judgment.
· This is irrelevant, though. Because they didn’t bother to learn the facts about this deal, they were not able to exercise that judgment properly.
· Directors have an obligation as directors to get all material information reasonably available to them about the matter they’re deciding on.
· The fact that $55 gave shareholders a premium above market value does not save the board here.
·  Market value reflects only the value of a minority share. When those shares are going to be combined into a bloc capable of controlling the company, the control premium rises, and the price should jump considerably.
(ii) After Smith v. Van Gorkom
· The court is now looking at a board’s decision-making process to see whether its business judgment was and informed one.
· Cases like Wrigley are still good law, however, because where the decision is one dealing with ordinary corporate operation, the court will assume that the board is of necessity already reasonably well informed.
· Van Gorkom only applies to major decisions, but its not obvious how far that goes beyond the sale of control context.
· The court specifically says that it is not requiring a board considering a sale to get a (costly) valuation study, but that is what all boards do now, as a way of insulating themselves from liability.
· Citron v. Fairchild Camera (Del. 1989) 98 → Del. court says the standard for judging whether a board was reasonably informed is to ask whether the decision-making process was grossly negligent.
· Mills shows that the board cannot just rely on management and hired experts. 
· “we look particularly for evidence of a board’s active and direct role in the sale process.”
· But the extent of what the board will need to do depends on context. If the nature of the proposed deal is such that they have to act quickly, then they can get away with a less deliberative process.
4) The Duty to Monitor: A board has a duty to exercise a good faith judgment that it has a system in place to ensure that it gets important information in a timely manner.
(a) In re Caremark (Del. Ch. 1996) 99 → Board liable for losses to company caused by violations of federal anti-kickback law because it did not have in place systems that would allow it to properly monitor operations and employees.
(i) This standard applies to situations where plaintiffs are claiming a duty of care violation in a board’s inaction, rather than in its action (like Wrigley or Van Gorkom). 
(ii) A board is not expected to control employees who do things that expose the company to losses, but the do have to have a real, functioning compliance program that allows the warning signs to come to them.
B. The Duty of Good Faith?
1) The issue: Del. § 102(b)(7) allows companies to include in their charter a provision limiting or eliminating personal liability for directors for breach of fiduciary duty, but this cannot eliminate liability for acts that are breaches of the duty of loyalty (conflict) or for “acts and omissions not in good faith.”
(a) This suggests that there is a duty of good faith that is distinct from the duties of care and loyalty.
(b) This provision was adopted in reaction to Smith v. Van Gorkom, and most corporations have put a §102(b)(7) in their charter.
2) The Delaware Chancery Court addressed the question in the Disney case, involving the hiring and firing of Michael Ovitz.
(a) Disney board gave an enormously lucrative employment contract to Ovitz, and when they later wanted to fire him, they couldn’t find any cause, so they had to pay him a $140 million termination fee for doing almost nothing.
(b) The shareholders suing for breach of FD couldn’t prove a loyalty breach, and an employment contract is entitled to business judgment protection, so the case turned on whether there was a discrete duty of good faith.
(c) Chancellor Chandler held that there is such a duty, but the Disney board did not violate it. They didn’t do anything beyond glance at the terms of the deal, but that was enough for good faith.
(d) Del. Sup. Ct. affirmed, but said the law on good faith needed straightening out. They set out two things that can be bad faith:

(i) Subjective bad faith: Conduct motivated by actual intent to do harm.
(ii) Intentional dereliction or conscious disregard of duties: This is conduct that doesn’t raise a loyalty problem, but which is “qualitatively more culpable than gross negligence.”
· Gross negligence goes only to duty of care. This requires something more.
· This would require something more even than what the board in Smith v. Van Gorkom did. Something in between gross negligence and disloyal acts.
C. The Duty of Loyalty
1) Interested Director Contracts
(a) Statutory provisions
(i) Del. §144 → Self-dealing contracts involving directors are not voidable if one of the following is true:
· Curative vote of the board: The conflict is disclosed to the board, and the board, in good faith, authorizes the contract by a vote of a majority of the disinterested directors (even if disinterested directors are less than a quorum).
· Curative vote of the shareholders: Same as above
· Fairness: The contract is “fair to the corporation as of the time it is authorized approved or ratified.”
(b) Self-dealing contracts invoke a higher standard of fiduciary review under the duty of loyalty, but they will be upheld so long as they were disclosed to independent directors or the deals and conduct were substantively fair.
(c) Cookies Food Products (Iowa 1988) 115 → Self-dealing contracts benefiting majority shareholder upheld on fairness review, largely because the company was successful at the time.
(i) The court states that self-dealing transactions must have the earmarks of arms-length transactions before a court can find them fair or reasonable, but says these were, because the price the corporation paid Herrig was not unreasonable, and the corporation seemed to thrive as a result of the deals.
· Note that plaintiffs had established that the amounts paid to Herrig were above market, but that the court said that’s not enough to show they were unfair. These deals pass review because the prices were not “exorbitant” or “unreasonable.”
(ii) Note also  
(iii) Overall sense is that this is close to edge, but the company’s success saves Herrig.
· “For this court to tinker with such a successful venture, and especially to punish Herrig for this success, would be inequitable.”
(iv) The court here says the board’s curative vote doesn’t end the inquiry, because the vote only cures the conflict. They’re suggesting that there’s a problem here beyond the conflict, but it could be that they’re just reluctant to find this clear conflict cured by the vote of a board that Herrig hand-picked.
(v) In the fairness review, the burden is on the company to show that the dealings were fair, although the dissent points out that the majority seemed so snowed by the evidence of the company’s success, that they ignored his not meeting the burden.
· He didn’t on any evidence of the going rate for the contracts he entered, nor that his taco sauce royalty rate was fair.
· The dissent argues that perhaps the company was thriving, but that doesn’t entitle Herrig to skim off the profits for himself.
(vi) Underlying this case is the problem of minority shareholders in a close corporation – even thought the company was thriving, they had now way to get any money out because the company did not issue dividends, and there was no market for their shares.
2) Parent-Subsidiary Issues
(a) In dealings between a parent and its subsidiary, a court will apply intrinsic fairness review rather than business judgment where there has been self-dealing, which means a) the parent is on both sides of the transaction and b) the parent receives a benefit to the detriment of the subsidiary.
(i) Sinclair Oil (Del. 1971) 135 → Plaintiff minority shareholders in oil exploration subsidiary (Sinven) succeed in getting fairness review for one of three transactions the challenged.
· The transactions challenged
1. Sinven’s payment of large dividends, which plaintiff’s alleged were motivated by Sinclair’s need for cash.
a. This fails the benefit/detriment test, because the dividends were paid out proportionately to all shareholders. The minority plaintiffs got the same dividends per share that Sinclair got.
b. The court says that were there to be two classes of stock in the subsidiary, and only the dividends were paid only to the class owned by the parent company, that would meet the benefit/detriment test and lose business judgment protection.
2. Not allowing Sinven to explore opportunities outside of Venezuela
a. The way the court describes this, the plaintiffs are basically arguing that Sinclair has a fiduciary duty to adopt a business strategy that allows Sinven to grow, which looks like core business judgment.
b. “The decision of which subsidiaries would be used to implement Sinclair’s expansion policy was one of business judgment with which a court will not interfere absent a showing a gross and palpable overreaching.”
c. The court does suggest, though, that this could have been different had Sinven been denied despite a “unique need or ability…to exploit these opportunities.”
3. The contract between Sinven and another Sinclair subsidiary, which plaintiffs said was breached.
a. This was clearly self-dealing, because Sinclair was on both sides of the deal, and it got a benefit (in the form Sinven’s products) at a detriment to the corporation (because of the breach).
· This higher duty, as in Cookies, is triggered by the disproportionate access to corporate assets, and the need to give some protection to minority shareholders.
3) Corporate Opportunities
(a) Whether a corporate officer was able to treat an opportunity as his own comes down largely to whether it came to the officer in his professional or individual capacity.
(i) If in his professional capacity, then the ordinary Guth rule applies, and a conflict will be found if the opportunity
· is one the corporation is financially able to take,
· is of the nature of the business, and
· is reasonably available to it
(ii) If in his individual capacity, the officer can treat the opportunity as his own unless
· it is essential to the corporation, or
· the corporation has an expectancy or interest in it.
(iii) Essential to the corporation is a very high standard, requiring that not taking the opportunity would threaten the company’s viability, which makes a finding that the opportunity came to the officer in an individual capacity tantamount to finding it legitimate.
(iv) Even if the officer’s conduct is acceptable under the above test, the officer will be estopped from denying it was a corporate opportunity if he used corporate assets in pursuing the opportunity.
· Corporate assets include the use of company time. 
· But this is an equitable rule, and a court can ignore this where the assets used are not significant, and where there is not a direct and substantial nexus or causal connection between the assets and the pursuit of the business opportunity.
(v) Rapistan Corp. v. Michaels (Mich.App. 1994) 170 → Former officers of Rapistan who joined rival company to help them buy a third company did not misappropriate a corporate opportunity because they learned that Alvey was for sale in their individual capacities.
· They also were found to have used corporate assets in the form of their salaried time, but the court did not apply estoppel because the assets used were de minimus compared to the size of the transaction.
(b) Where plaintiff shareholders enter a close corporation knowing that the officers have a separate company in the same line of business, plaintiffs have the burden of proving that there was an understanding at the time of formation that defendants would bring all opportunities to the corporation.
(i) Burg v. Horn (2d Cir. 1967) 174 → Real estate company case.
(c) The ALI Approach -- §5.05
(i) A corporate opportunity is one of two things
· Any opportunity that that a director or senior executive becomes aware of either
· in connection with performance of job functions or under circumstances that should reasonably lead them to believe the person offering the opportunity expects it to be offered to the corporation, or
· through the use of corporate information or property if the officer should reasonably believe the opportunity would be of interest to the corporation
· Any opportunity a senior executive knows is closely related to a business in which the corporation is engaged or expects to engage.
(ii) But a corporate opportunity can be cleansed, if it was
· disclosed to the corporation first with all material facts, and
· the corporation is rejected by corporation, and the rejection is either fair to the corporation or made by disinterested directors or superiors.
(iii) If the opportunity is not cleansed, the executive has the burden of proving that his action was fair.
(iv) This is similar to the approach to interested director contracts.
(d) eBay → Chancellor Chandler finds that eBay executives who accepted “spinning” of IPOs misappropriated a corporate opportunity because eBay was in the business of investing in stocks, and it was financially able to take the opportunity.
III. Capital Structure
A. Choosing financial assets usually means a tradeoff among three factors
1) Control
2) Return
3) Priority
B. What to know about clients’ needs and goals in deciding whether to incorporate, and what capital structure to choose.
1) Where do they see the business going? Do they expect big revenues or losses? Do they want to take the company public?
2) How much control do they want, and how much are they willing to give to others?
3) Do they have any special tax needs?
(a) An investor with a lot of outside income might be particularly hard hit by the pass-through taxation in a partnership, because that income would be taxed in his high bracket.
(b) But, if such an investor expects the company to suffer losses, partnership pass-through might be a boon because the losses could offset other income (maybe)
4) How many assets do they own?
(a) More assets make limited liability more valuable.
C. Debt and Equity
1) Characteristics of common stock
(a) voting rights (control device)
(b) can receive dividend (return device)
(c) low liquidation preference (common stock owners get what’s left after everyone else is paid)
(d) high risk (can lose entire investment if the company goes bankrupt)
(e) high reward (have an ownership stake if the business his big)
2) Characteristics of debt
(a) no control (as a default rule)
(b) highest liquidation preference
(c) interest payments
(d) can go into default, forcing repayment of the investment
IV. Forming the Corporation
A. Hierarchy of authority
1) statute
2) charter
3) bylaws
4) minutes of board meetings
B. Required elements of the corporate charter – Del. §102(a)
1) Corporate name
(a) Must include one of the magic words in §102(a)(1)(i)
(b) Must be distinct from others already in existence
2) Location in the state
(a) Street address of the corporation’s registered office in the state and the name of the registered agent (for service of process, mainly)
3) Nature of business and purpose of the corporation
(a) It’s enough to state that you’ll engage in any lawful activities, but you have to state something. You can state something specific, but then anything outside that is ultra vires.
(b) Some states still require a specific purpose
4) Number of shares of each class of stock the corporation is authorized o issue, and their par value (or a statement that there will be no par value).
(a) Filing fees are based on the number of shares, but corporations regularly authorize many more shares than they are initially issuing. This gives financial flexibility in the future, because to issue more stock than authorized would require a shareholder vote to amend the charter.
5) Name and mailing address of the incorporator (generally a lawyer who files the certificate)
6) Charter must be properly signed
C. Accommodating special needs in the charter
1) 102(b)(7) duty of care exculpatory clause
2) Can change quorum or voting requirements (as in a supermajority requirement).
3) Any provision for the management of the business and for the conduct of the affairs of the corporation.
D. §103 Tells you how to file
E. §108 is about the organizational meeting and what comes next.
V. Disregarding the Corporate Form
A. The values behind limited liability
1) Lowers vertical monitoring costs, because without limited liability, every shareholder would have to worry about a stupid decision by management.
2) Allows entities to undertake activities of a risk or size that individual investors would not be willing to take on.
3) Eliminates horizontal monitoring costs, because without limited liability, shareholders with some assets would only want to invest in companies where they don’t have the deepest pockets.
4) Facilitates the securities markets, thus making investments more liquid.
(a) Smaller investors who couldn’t afford monitoring costs now come into the market, and large investors can diversify.
(b) The price of securities is standardized, because the potential loss is fixed. Because of limited liability, companies trade on their risks, rather than on the investors’ risks.
B. Various theories will overcome these values and make a court remove the shield of limited liability w/r/t a closely held corporation.
1) Fraud or misrepresentation
2) Inadequate capitalization
3) Intermingling
C. Inadequate capitalization can be a valid theory for piercing the corporate veil, but it may not be enough on its own without other evidence of fraud or disregarding of corporate formalities.
1) Kinney Shoe v. Polan (4th Cir. 1991) 261 →
(a) W.Va.’s test for whether to pierce the corporate veil
(i) Is unity of interest an ownership such that the separate personalities of the corporation and the individual shareholder no longer exist?
(ii) Would it be inequitable to hold only the corporation liable?
(b) Two things relevant to this inquiry
(i) Lack of corporate formalities
(ii) Inadequate capitalization
(c) In some cases involving contract creditors and undercapitalization, the court may apply a third prong to the test: Did the contract creditor assume the risk of gross undercapitalization by not undertaking an investigation that would have turned it up?
(i) The district court applied this prong, and found that Kinney had assumed the risk.
(ii) The 4th Circuit suggests this prong only applies to institutional lenders, but says even if it goes further than that, this case is not an appropriate one to apply it in.
· This seems mainly to be driven by how egregious Polan’s conduct was. He followed no corporate formalities, and invested nothing in the corporation. The court basically concludes that the corporation is a complete sham.
· “This corporation was no more than a shell – a transparent shell. When nothing is invested in the corporation, the corporation provides no protection to its owner. Nothing in, nothing out, no protection.”
2) Note here casebook FN 64 → “Inadequate capitalization is not itself a badge of fraud…The general rule is that an individual may incorporate his business or the sole purpose of escaping individual liability for the corporate debts.”
(a) This suggests that you really need to show something more, something close to fraud to succeed in an inadequate capitalization claim.
3) Intermingling is another valid theory, but keep in mind that there are two separate kinds of intermingling claim.
4) Horizontal intermingling → where the plaintiff proves that the formal boundaries between separate corporations owned by the same individual are fraudulent, and should be disregarded.
(a) This kind of claim can help a creditor reach the assets of the other corporation, but it will not help reach the individual’s assets.
5) Vertical intermingling → This is something more along the lines of Kinney Shoe, where the boundary between the individual and the corporation should be disregarded.
D. In the parent-subsidiary contexts, courts recognize the alter ego theory, which holds that a parent should be liable for actions of its subsidiary where the two companies operate as a single economic entity and an overall element of injustice or unfairness is present.
1) Fletcher v. Atex → Piercing claim for tort claimant denied because Atex was sufficiently independent from its parent Kodak that it was not an alter ego.
(a) 2d Circuit, applying Delaware law, lays out some factors for determining when a parent and its subsidiary operate as a single economic entity.
(i) whether the sub was adequately capitalized for the corporate undertaking,
(ii) whether the sub was solvent
(iii) whether dividends were paid, corporate records kept, officers and directors functioned properly, and other corporate formalities were observed,
(iv) whether the dominant shareholder siphoned funds,
(v) and whether, in general, the subsidiary functioned as a façade for the dominant shareholder.
(b) Evidence that supported Atex being an independent entity
(i) it observed corporate formalities
(ii) board of directors met regularly
(iii) minutes and financial records were properly kept and maintained
(iv) filed its own tax returns and paid its own taxes
(v) had its own employees and management
(c) Evidence that the District Court properly rejected as insufficient to establish the alter ego theory
(i) Atex participation in Kodak’s cash management system (because plaintiffs had not proven their allegation that this amounted to a complete commingling of funds, or a means for Kodak to siphon Atex revenues).
(ii) Kodak approval was required for major Atex decisions (because this is a normal part of a parent-subsidiary set up.
(iii) Kodak domination of the Atex board (says board overlaps are common, and the two companies barely had any overlapping directors anyway).
(iv) Promotional materials referring to Atex as an “agent” of Kodak and describing a “merger” between the two.
(v) Assignment of former Atex CEO’s mortgage to Kodak to close a sale of assets to a third party (because Kodak paid book value for the note, and entered into a formal repayment agreement with the CEO).
(d) Lastly, even if summary judgment were not appropriate on the first prong of the alter ego test, Fletcher had not proven the injustice or unfairness of respecting the companies’ separateness prong.
(i) “There is no indication that Kodak sought to defraud creditors and consumers or to siphon funds from its subsidiary.”
2) VanVoorhies’ dissent in Bartle v. Homeowners Cooperative argues for piercing the veil on the alter ego theory where the subsidiary is set up in such a way that it could not possibly make a profit.
(a) In this case, the subsidiary was essentially set up to build the houses for the subsidiary with no builders fee, so the company could never do better than break even.
(b) The majority goes the other way, saying that the law permits the incorporation of a business for the very purpose of escaping liability, so this is OK absent fraud, misrepresentation or illegality.
VI. Corporate Disclosure and Securities Fraud
A. Statutory and Regulatory Background
1) Four parts to securities regulation
(a) state corporate law
(b) federal securities law
(i) 1933 Act → Regulates initial offerings of securities, with principal impact on issuers, underwriters and dealers.
· Main requirement is registration
· The principal ’33 Act disclosure mechanism is the prospectus, which is an offering document.
(ii) 1934 Act → Regulates the secondary markets in securities (the trading markets)
·  A company must register when it hits one of three markers:
· Goes public
· Reaches a certain size (500 shareholders, $10 million in gross assets)
· Files a ’33 Act registration
· One key aspect of the law is its reporting requirements which give us the big pieces of information that investors are entitled to. Even if most investors don’t read these, analysts and big investors do, and the assumption is that the information they contain filters into the market price.
· Annual Reports (10K)
· Quarterly Reports (10Q)
· Interim Reports (only when events require)
· Proxy Statements

· Prohibitions on certain deceptive practices, and very broad anti-fraud provisions.
· The key provision is §10(b) where Congress intentionally defined fraud vaguely to about a situation where people take actions that come right up to a bright line but don’t cross it.
(iii) Williams Act → Amendment to the ’34 Act regulating takeovers, and applying to the bidder.
(c) state securities (“blue sky”) laws
(i) These pre-Depression laws still exist, but anything subject to the federal acts is exempt from state regulation.
(d) listing standards
(i) formal rules, like minimum size
(ii) substantive requirements
· independent compensation committee
· voting requirements
B. The Obligation to Disclose under Rule 10b-5.
1) First, there must be some trigger for a duty to disclose to arise
(a) Common triggers
(i) Annual/Quarterly Reports
(ii) When a company is trading in its own shares
(iii) Where a company is aware of insider trading
(b) Once a corporation has made a statement, two duties may arise (Polaroid):
(i) The duty to correct attaches only where the statement was factually inaccurate.
· This means there was an affirmative misrepresentation.
(ii) The duty to update attaches when the statement was correct when originally made, but circumstances have made it false. However, under Polaroid this duty is not triggered unless:
· The statement had a forward intent and connotation upon which parties could be expected to rely,
· The question here is whether the statement is “still alive,” which is to say that it made a future projection that people would continue to rely on, rather than a statement of historical fact.
· Compare Polaroid(1st Cir.) 329 → “earnings continue to reflect substantial expenses” (no forward intent) with Quaker Oats (3rd Cir.) → “For the future, our guideline will be…” (forward intent).
· Note also Time Warner where “the attributed public statements lack the sort of definite positive projections that might require later correction. The statements suggest only the hope of any company…that the talks would go well.
· There is a development which itself may be independently material.
· This means that even a false statement does not give rise to liability unless it is also material under the definition in Basic.
· Note, however, that this does not mean that a company can just lie with impunity about immaterial matters. Lying can negatively impact the perception of management integrity, which means that lying itself can become material.
(iii) Also, a duty to disclose arises where “secret information renders prior public statements materially misleading.”
· In re Time Warner (2d Cir. 1993) 353 → Time Warner did not have a duty to update its not forward-looking statement as to plans to pay its debt with a global partner in light of new information that the search for a partner was not going well, but they did have a duty to disclose that they were considering an alternative fundraising measure (coercive rights offering) that the market would hate.
· In order to trigger a duty to disclose, new information need not completely negate the earlier statement – it is enough that it render the earlier statement materially misleading.
· The court here held that TW did not need to disclose that the negotiations they had publicly promoted had failed, but they did need to disclose the existence of a carefully developed, material alternative plan.
1. Here, “having publicly hyped strategic alliances, Time Warner may have come under a duty to disclose facts that would put the statements concerning strategic alliances in a materially different light.”
· This case also makes clear that a corporation has no duty to correct statements made in the press by third parties or unnamed insiders.
(iv) Note that while in most cases corporations can avoid duty to update liability by not making any projections into the future, the SEC requires some forward-looking statements in company filings.
· MD&A in filings must “identify any known trends or uncertainties…that the registrant reasonably expects will have a material favorable or unfavorable impact” on its operations or liquidity. 
(c) The harder cases are ones where the corporation has not said anything, cases of omission.
(i) Basic v. Levinson tells us that just being in possession of material information does not itself give rise to a duty to disclose it. The materiality and duty inquiries are separate.
· “This case does not concern the timing of a disclosure; it concerns only its accuracy and completeness.”
· In Basic the duty arose because the company, when asked to explain why its stock was going through the roof, said it knew of “no corporate development” that would explain it. This, in itself, was the making of a statement, so that was not an omission case.
· The court says there that Basic would have avoided liability had it said “no comment” instead.
2) There is no liability for non-disclosure of information unless it is material, 
(a) The Court defines materiality in Basic v. Levinson:
(i) The court actually states the test two ways (adopting the test from the proxy solicitation context in TSC Industries):
· Information is material if there is a substantial likelihood that a reasonable investor would consider it important in making an investment decision.
· Also, if there is a substantial likelihood that the disclosure would have been viewed by the reasonable investor to have significantly altered the total mix of information available.
(ii) The Court also puts an additional gloss on the materiality test, saying that in deciding whether a reasonable investor would consider a hypothetical situation like preliminary merger negations important, the court should look at the probability that the event will occur and the magnitude of the event if it were to occur in light of the totality of company activity.
(iii) The court makes clear that materiality is the same in all contexts under the securities laws. And information is material regardless of whether there is a duty to disclose.
· The court rejected the Sixth Circuit’s holding that the information about merger negotiations was immaterial as long as the company stayed silent but became material once they lied about it.
(iv) The Court also rejected two other approaches to materiality of preliminary negotiations out of hand.
· The district court’s rule, which held preliminary merger negotiations immaterial as a matter of law.
· The Third Circuit’s rule, which held that preliminary merger negotiations become material only where an agreement in principle is reached as to “price or structure.”
· This, the court said, assumes that investors are “nitwits” who won’t understand that information like this is inherently speculative and discount it accordingly. This tells us that the “reasonable investor” the court envisions is fairly sophisticated.
· Other rationales for this rule (confidentiality and desire for bright-line rules) are simply irrelevant to the question of materiality.
3) Also, disclosure of even material information is not required until the information is ripe for publication, meaning that there has been sufficient time for management to verify its accuracy.
(a) McDonnell Douglas (10th Cir. 1973) 319 → Rejects allegation that McDonnell Douglas improperly delayed disclosure of losses in its aircraft division because the court said the information was not ripe for disclosure until after plaintiff mutual fund bought its shares.
(i) Two important points about the facts in this case
· Plaintiffs bought their shares on the open market
· They are challenging the timing of the disclosure, not the content.
· Essentially this is an omission case, because at the time the shares were bought, the company hadn’t said anything.
(ii) Also, even if the information is ripe, for plaintiffs to succeed there must have been no valid corporate purpose which dictates the information not be disclosed.
· Example: In Texas Gulf Sulfur, the desire to prevent getting held up land negotiations was probably a valid corporate purpose for non-disclosure of ripe information.
(iii) The corporation gets substantial deference on deciding when the information is ripe for disclosure – something close to the business judgment rule. The two relevant questions:
· Was management correct in its assessment of the significance of the information?
· Did they inquire into the matter with reasonable dispatch?
4) Lastly, a statement can be the subject of a suit only if it is susceptible to verification by garden-variety evidence.
(a) Virginia Bankshares → Statement that board had voted for freeze out merger because it gave “high value” to the shareholders could support a claim because whether offer price was “high” was susceptible to verification.
(i) The directors’ opinion as to value of the offer was material, and it was susceptible to verification through recognized methods of verification (contrast this to Time Warner’s “hope” of finding a strategic partner).
(ii) But their motive for voting could not support a claim (it wasn’t material).
C. Elements of a Rule 10b-5 Claim
1) Standing
(a) A Rule 10b-5 plaintiff must be either a buyer or a seller of the security at issue in order to sue.
(i) Blue Chip Stamps (U.S. 1975) 370 → No standing for class of retailers who were offered stock under an antitrust decree but were given misleadingly negative information about the stock and so did not buy.
· Court follows 2d Circuit’s Birnbaum decision interpreting the §10b requirement that a material misstatement be “in connection with the purchase or sale of any security” and relies on the fact that after Birnbaum the SEC tried and failed to persuade Congress to add “or any attempt to purchase or sell” to the statute.
· Case is notable for Rehnquist’s policy rationales
· Evidentiary problems in proving why someone did not buy or sell
· Potential for abuse of liberal discovery provisions
· Fear of unlimited liability, or forced settlements
1. Without this rule, 10b-5 actions “will be virtually impossivle to dispose of prior to trial other than by settlement.”
· Also notable for its overall hostility to 10b-5 claims, especially in light of the fact that the antitrust decree here already limited the class of potential plaintiffs.
· “There has been widespread recognition that litigation under Rule 10b-5 presents a danger of vexatiousness different in degree and in kind from that which accompanies litigation in general.”
(ii) Exceptions to the buyer/seller rule (generally speaking)
· “Forced sellers” in mergers (i.e. people who sold without making a decision to sell)
· Non-voting beneficial holders, such as trust beneficiaries or owners of stock in a company that was allegedly defrauded by a trading partner.
· Forced retirements an buy-sell agreements
(iii) The plaintiffs claim here was for the difference between the offered price and the actual value of the stock, a difference they claimed they would have earned but for the misleading prospectus.
2) Materiality
(a) Test here is the one from Basic, but some other things to note
(i) Materiality is most commonly found based on the quantitative economic impact of the information. Rule of thumb: If 5% of assets, profits or revenues is affected by the information, it’s material.
(ii) Management integrity is generally material, but only so far as it affects the company.
· Any fraud by top management qualifies, even if not securities related.
· Illness of top management generally must be disclosed, but not divorces.
(iii) Materiality can change with market conditions
· Issues such as trade with South Africa and environmental impact can become material despite a small economic impact, because a substantial enough number of investors care about it to affect market price.
· In the future, an issue like an internet company doing business in countries where they are subject to censorship could be material.
(b) Texas Gulf Sulfur → When the information relates to a speculative possibility, use the probability/magnitude approach.
3) Causation and Reliance
(a) Causation and reliance are required elements in common law tort of fraud, and are imported in the 10b-5 context to some extent.
(i) Loss causation is essentially a proximate cause analysis, and reliance is basically but for cause.
(ii) In this vein, while a plaintiff
(b) Affiliated Ute Citizens (U.S. 1972) 400 → An obligation to disclose, plus the failure to disclose a material fact establishes causation in fact, and creates a presumption of reliance.
(i) Note the unusual facts of this case
· The duty to disclose here arose from a fiduciary duty between the defendant bankers and the plaintiffs, because the bankers were market makers. Without the bank, there was no market for these securities, so as market makers they are held to a fiduciary duty.
(ii) There is still a defense of non-reliance available, and note cases suggest that absent some collateral conduct on the part of the defendants, the plaintiff may have to show some evidence of reliance.
(c) A class of plaintiffs who have proven a material misrepresentation can prove class-wide reliance though the Fraud on the Market theory.
(i) Basic v. Levinson → In an informationally efficient market (which at least includes major public markets) plaintiffs need not prove individual reliance.
· This is crucial, because it makes 10b-5 class actions possible.
· The idea is that the fraud on the market occurs when the bad information affects the stock price, and the injury occurs when the plaintiffs make an investment decision (either buying or selling). The plaintiff does not need to prove that the fraud actually caused the loss.
· This also means that the individual plaintiffs do not need to have been aware of the fraudulent statement. They relied on the idea that the market had good information, and the market was affected by the bad information. This means that Rule 10b-5 applies to any material corporate press release.
(ii) IMPORTANT: Fraud on the Market applies only to affirmative misrepresentations, not to omission cases.
(iii) Sixth Circuit’s five factors for determining whether a market is informationally efficient:
· large weekly trading volume
· significant number of reports by securities analysts
· market makers and arbitrageurs
· eligibility of a company to file registration statement
· history of immediate movement of stock price caused by unexpected corporate events or financial releases
(iv) Notes point out the Fraud on the Market helps plaintiffs to establish only “transaction causation,” i.e. that plaintiff’s investment decision was factually caused by the misrepresentation. It does not necessarily establish “loss causation,” because an intervening event may have actually caused the loss (by causing the stock price to drop).
· Note the rule in some circuits that if the stock price doesn’t move soon after a corrective disclosure, loss causation cannot be established.
· The greater the period of time that elapses between the investment decision and the moment the loss occurred, the harder it is to prove that the misrepresentation, rather than some other factor, caused the loss.
4) Scienter
(a) Rule: Negligence will not suffice to establish a 10b-5 claim
(b) Ernst & Ernst (U.S. 1976) 415 → No liability for accounting firm for aiding and abetting securities fraud when they did not turn up evidence of it in their audits.
(i) §10b’s prohibition on “manipulation and deception” requires scienter for liability, and to the extent Rule 10b-5 allows negligence, it is outside of the SEC’s rulemaking authority.
(ii) The court did not address whether recklessness is enough, but the circuit courts have held that it does. 
5) Damages
(a) Mitchell v. Texas Gulf Sulfur (U.S. 1971) 423 → Class of plaintiffs able to claim damages is limited to those who made an investment decision after the misleading statement, but before the curative statement was effectively disseminated.
(i) Court also rejects restitution damages, opting instead for a measure of damages that is the difference between the plaintiffs paid or received and the price they would have paid or received but for the defect (the post-disclosure price).
D. Scope, or Limitations on Conduct Giving Rise to 10b-5 Liability
1) Early on, expansive reading.
(a) Bankers Life (U.S. 1971) 440 → Company that was duped into selling itself to a buyer who used the company’s own assets to pay for it stated a claim under 10b-5, because this was a deceptive practice in connection with a securities transaction.
2) But, where there is no disclosure problem, there is no deception, and no claim
(a) Santa Fe Industries (U.S. 1977) 443 → Minority shareholders did not have a claim under 10b-5 based on a short-form merger they claimed was designed only to force them out at a low price.
(i) The purpose of the securities acts is to ensure full disclosure, and once that’s achieved, no claim.
(ii) This kind of claim is traditionally under state law, so if it is recognized, you risk federalizing all breach of fiduciary duty claims.
· This is a reflection of the internal affairs doctrine → the internal affairs of a corporation are traditionally a matter of state law.
3) Central Bank of Denver (U.S. 1994) 452 → No cause of action for aiding and abetting a 10b-5 violation, because the statute condemns only those who actually engage in the proscribe activity.
E. Insider Trading
1) What’s the injury from insider trading?
(a) Creates an incentive for insiders to delay disclosing information, which harms the integrity of the markets.
(b) Can make markets less liquid, which discounts stock prices and raises the cost of capital for companies.
(c) Corporate insiders are given material information for the purpose of helping the corporation, and they are “stealing” it to benefit themselves – a disloyal act.
2) The Basic Rule: If you are in possession of material, non-public information and have a relationship-based duty, you must either disclose the information or abstain from trading.
(a) Matter of Cady Roberts (S.E.C. 1961) 457 → SEC found liability for partner in broker-dealer firm who sold short on Curtiss-Wright stock after a Curtis-Wright director tipped him off that the company was about to cut its dividends.
(i) The agency says that the obligation has been places typically on corporate insiders, but that “analytically” it rests on two elements:
· a relationship giving access, directly or indirectly, to information intended to be available only for a corporate purpose,
· inherent unfairness in the person taking advantage of it.
(ii) They say that the facts here saddle the broker-dealer with the status of an “insider,” because he received the information directly from an insider who himself would have been prohibited from trading.
(iii) Cady, Roberts made two arguments that were rejected
· The responsibility is only to stockholders, and since they were selling stock, not buying, they should be OK because their transactions were not with shareholders.
· Court says no, this rule would leave the general public unprotected.
· Because they made no express representations, they had no duty to disclose.
· This would completely defeat the purpose of the rule, because it would leave no protection for buyers and sellers in public markets, were there are never face-to-face representations.
(b) Insider trading law changed dramatically after U.S. v. Chiarella, which began to recognize that merely having the information wasn’t enough for liability – there has to be a duty arising out of a relationship separate from the securities violation.
(i) Chiarella → Employer of financial printer who picked up material, non-public information about a merger not criminally liable for insider trading because he had no duty to disclose or abstain.
· Dissent in Chiarella had argued for something along the lines of what the S.E.C. was saying in Cady, Roberts → insider trading law should require parity of information. 
(ii) The problem that arises from the this case, however, is that it creates an enormous loophole – the person with the duty to the corporation and its shareholders doesn’t trade, he tips off a friend.
3) Three theories on which non-insiders can be held liable for insider trading
(a) The Classical Theory of tippee liability from Dirks holds that an outsider tippee can be liable for insider trading.
(i) Three elements must be met for an outsider tippee to be liable:
· There is a primary breach of fiduciary duty by a corporate insider (the tipper)
· The non-trading insider must have made the tip for a direct or indirect personal benefit (could be pecuniary gain but also reputational benefit, information given as a gift to friend or relative, or where the relationship suggests an intent to benefit the tippee).
· The tippee knows or should know that the insider has breached a fiduciary duty.
· This seems to mean that the tippee must have known that the information was material, non-public and improperly obtained.
(ii) Dirks was not liable, because his tipper did not tip for a personal benefit – he was acting as a whistleblower.
(b) The Constructive Insider theory comes from footnote 14 of  Dirks (pg. 468), which says that certain people who are generally considered outsiders are treated as insiders because they entered a special confidential relationship in the conduct of the business of the enterprisse and are given access solely for corporate purposes.
(i) Two requirements from the footnote before constructive insider status will attach:
· the corporation must expect the outsider to keep the info confidential, and
· the relationship at least must imply such a duty
(ii) The footnote lists examples of the types of people who would have this kind of duty (underwriter, accountant, lawyer, consultant) and says they have a fiduciary duty to shareholders (although they wouldn’t under state law).
(c) Last is the Misappropriation Theory: Liability arises where a person misappropriates confidential information for the purpose of securities dealings in breach of a duty to the source of the information, whether or not the source intends to trade.
(i) U.S. v. O’Hagan (U.S. 1997) 481 → Lawyer for firm representing takeover bidder liable for trading in stock of target company under misappropriation theory.
· O’Hagan could not have been liable under classical theory or as a constructive insider (because any duty he had was to the bidder, and he didn’t trade in the bidder’s stock).
· The duty required under Chiarella here is the duty to his firm and its clients, and he breached by stealing the information.
· A private plaintiff bringing this action probably wouldn’t have standing as a buyer or seller, but this is criminal prosecution, so Blue Chip Stamps does not apply.
· This case then has the effect of reaching defendants the classical theory misses, but it creates almost no new potential plaintiffs.
(ii) Liability for the tippee of a misappropriator is also possible, but it requires that the tipper have breached a fiduciary duty or a similar relationship of trust and confidence to the source of the information, and that the tippee be aware of the breach.
· U.S. v. Chestman (2d Cir. 1991) 499 → No 10b-5 liability for broker who received confidential information of sale of Waldbaum’s from member of the Waldbaum family, because the family relationship did not give rise to a fiduciary duty.
· This case tells us the kind of relationships that will give rise to a duty that will trigger the misappropriation theory:
1. Obviously, traditional fiduciary relationships like atty-client, executor-heir, guardian-ward, principal-agent, trustee-beneficiary, corporate officer-shareholder.
2. But also, “similar relationships of trust and confidence” are treated as the “functional equivalent of a fiduciary relationship”
3. This means a relationship that shares the essential characteristics of fiduciary relationships:

a. discretionary authority on the part of receiver of information, and
b. dependency on the part of the giver of information, and influence by the receiver.
4. Note that this relationship does not follow simply from the sharing of confidential information, nor can be imposed unilaterally on someone.
a. Also, without the pre-existing fiduciary relationship, telling someone who receives information “don’t tell” does not change the result.
5. Family relationships can give rise to a fiduciary-like relationship, but only where there has been repeated disclosure of business secrets among the family members.
a. The repeated disclosure of business secrets between family members may substitute for a factual finding of dependence and influence.
b. This was not proved in Chestman however, because the prosecution was not able to show that the tipper Keith (husband of a Waldbaum) was admitted to the family’s inner circle where confidential business information was discussed.
c. Here, the court finds that “the critical information was gratuitously communicated to him. The disclosure did not serve the interests of Ira Waldbaum, his children, or the Waldbaum company. Nor was there any evidence that the alleged relationship was characterized by influence or reliance of any sort.”
· Dissent would find liability, saying that “when members of a family have benefited from the family’s control of a corporation and are in a position to acquire such information in the ordinary course of family interactions, that position carries with it a duty not to disclose.”
· In response to Chestman, the SEC promulgated Rule 10b5-2 reversing the case on its facts.
· Creates a presumption of a duty of trust and confidence whenever someone obtains material non-public information from a spouse, parent, child or sibling that can be rebutted by showing that there was no such duty, because he neither knew nor should have known that the family member expected the information to be kept secret, because of the parties’ history of sharing information, and because they didn’t have an agreement to keep the information confidential.
1. Doesn’t appear to apply to other potential fiduciary-like relationships, like unmarried couples.
VII. Shareholder Voting

A. Overview
1) Under state law, shareholders are required to vote on three things

(a) election of directors

(b) organic corporate changes (merger, dissolution, consolidation of the company)

(c) amendments to the certificate

2) Problems inherent in shareholder democracy
(a) collective action problems, due to the small holdings of most shareholders, and the high costs of waging a proxy campaign.

(b) costs of acquisition of information, because corporations are reluctant to disclose anything more than they are required to for fear of liability for their affirmative statements.
3) The proxy system governing shareholder voting grows out of state law – proxies developed as a legal relationship in which one party is appointed as fiduciary to vote another’s shares.
(a) State law requirements

(i) Must have annual meeting to elect directors (Del. 211(b) allows 13 months between meetings.
(ii) Shareholders must receive between notice of the meeting between 10 and 60 days of the meeting date.
(iii) Directors must establish a record date between 10 an 60 days before meeting to establish who is entitled to vote (Del. 213).

· This date can be a strategic choice – if the company knows someone is buying up a big chunk of stock, the company can set an early record date to minimize that person’s voting bloc.
· Most stock is held in street name ownership, which is what appears on the record books of the transfer agent.  The brokerage house, however, has an obligation to make sure the beneficial owner receives the proxy.
(iv) As a default rule, the holders of record of voting stock get one vote per share.

(v) Shareholders for the most part vote by proxy, usually in writing, but increasingly by electronic transmission.
(vi) Proxies are revocable, and under Delaware law they expire after 3 years. The latest dated, signed proxy is the on that counts.
(vii) Default rule: A majority of shares entitled to vote is a quorum (this can be varied either generally or issue by issue), and generally passage requires a majority of votes cast.
(b) Federal law overlay
(i) Disclosure requirements of the ’34 Act are central in determining the information shareholders get (mainly the annual report and the proxy statement).
(ii) The federal proxy rules are in §14 
· Many of the required disclosures in the proxy statement overlap with what must be in the annual report, so companies try to file proxy statements shortly after their annual reports (and coupled with state law notice requirements, which mean that annual meetings tend to happen all around the same time).

· SEC has also tried to give shareholders access to proxy mechanism to seek changes in corporate policy via shareholder proposals.
· These proxy campaigns are very expensive, however, and shareholder who do this have to issue their own proxies.
· Proxies have also been used as takeover mechanisms, or a piece of overall takeover strategies in which the bidder tries to go around management and directly to the shareholders.
· This tactic is more common in times of expensive capital.

(c) Hot issues today around proxies

(i) Shareholder access to director nominations
(ii) Majority voting policies

· Delaware law was recently amended to allow the use of these provisions

· Federal law would govern shareholder proposals

· Current stock exchange rules allow brokerages to vote street name shares if the beneficial owners don’t return their proxies, except in certain contested matters. there’s a push to bar this for director elections, which might result in no quorums
B. State law issues

1) Shareholder consents
(a) Del. §228 → Shareholders can act without proxies or a shareholder meeting where the same number of shares that would be required to approve at a meeting where all are present (default 50%+1) agree in writing.
(i) This 50%+1 requirement is the lowest of any state.

(ii) Purpose of this provision was originally to allow easier action by owners in close corporations.

(b) Datapoint v. Plaza Securities (Del. 1985) 603 → Board’s bylaw amendment changing the way the record date for consents was set invalidated because it was an improper defensive mechanism.

(i) Day after learning that major shareholder planned to solicit consents to acquire control of the company, the board adopted a bylaw that fixes the record date 15 days after receipt of intent to solicit consents, and says that no action by shareholder consent can take effect until 45 days after the record date.
(ii) Court holds that while the board has the power to regulate the consent process to make sure the consents are sufficient, it does not have the power to arbitrarily delay the effective date of consent action.

· The delay here also conflicts with the purpose of the statute, which is to allow shareholders to take immediate action where enough of them agree.

· The delay the board was imposing here was designed to give them enough time thwart the consent process by soliciting its own proxies.

(iii) The Rule: Boards have the power to declare a record date to ensure the validity of shareholder consents, but they can’t use that power as a defensive mechanism.
2) Proxy contest expenses

(a) Background

(i) The proxy rules do not require management to put opposition materials in their proxy materials, so opponents have to solicit their own proxies.

(ii) This means that in a proxy fight, two sets of proxies go out, both with required disclosures, and both sides incur considerable expenses.
(b) Rosenfeld v. Fairchild Engine (N.Y. 1955) 607 → Court dismisses shareholder challenge to victorious insurgents’ decision to reimburse both sides’ expenditures after proxy fight.
(i) The rule for management: When directors act in good faith in a contest over policy, they have the right to incur reasonable and proper expenses for solicitation of proxies and in defense of their corporate policies, and are not obliged to sit idly by.
· Here, the lower court found that the proxy fight “went deep into the policies of the corporation,” centering on a disagreement over an employment contract. This is a contest over policy, as opposed to a fight by a board to retain its offices.

· The board essentially gets a business judgment presumption that the expenditures as a whole were reasonable and proper, although the plaintiff might state a claim if he challenges particular expenditures as unreasonable.
(ii) The rule for insurgents: If they win, they can be reimbursed by a majority vote of the shareholders. If they lose, they are basically out of luck.
· Here the shareholders voted 16 to 1 to reimburse.

C. Federal law issues

1) Proxies and proxy solicitation
(a) Four categories of SEC’s proxy rules

(i) Disclosure requirements (14a-3)

(ii) Election contests (14a-7)

(iii) Shareholder proposals (14a-8)

(iv) Anti-fraud (14a-9)
(b) Rule 14a-1 defines “proxy” and “proxy solicitation” very broadly, with means that disclosure requirements apply to any “communication to security holders reasonably calculated to result in the procurement, withholding or revocation of a proxy.”

(i) This would seem to draw in even communication among shareholders to discuss their options, requiring those shareholders to comply with the proxy rules.

(ii) See Studebaker v. Giltin (2d Cir. 1966) 668 → Shareholder who requested a corporation’s shareholder lies in order to consider a proxy fight to replace management was covered under the definition because he was taking a first step that would lead to the solicitation of proxies.

(iii) This also raises some First Amendment issues to the extent it places costly obligations on someone who publicly criticizes a company in a way that might be “reasonably calculated” to affect a proxy vote.

· Rule 14a-2 addresses some of this by exempting people who are not actively seeking proxies.

· There are exceptions to the exemption, however, for certain people including nominees to the board and people who stand to gain special benefits from the voting that are not shared pro rate by all shareholders.
· Also, if you initially speak out when not actively seeking proxies, but later change your mind and begin to seek proxies, the earlier statements lose their exemption.

· The main point of the exemption is to allow shareholders to talk to each other when they are not actively seeking each other’s proxies.

· Courts almost always uphold these regulations against First Amendment attack.

2) Shareholder proposals

(a) Generally

(i) Shareholder proposals are the principal way that shareholders can have proposals considered without themselves having to comply with the proxy rules.
· If a company is required to include a particular shareholder proposal under Rule 14a-8, and it does not, it faces liability under the anti-fraud provision, and the omission is automatically material.

(ii) Why allow them?

· If we value shareholder democracy, then shareholders must have a way of communicating with one another.

· Perhaps having some input on corporate policy is an inherent part of the bundle of rights in stock ownership
· On the flip side, there might be an affirmative informational right – the right to hear from other shareholders.

· Cynics suggest they are a necessary safety valve in that shareholders don’t have any actual control over corporate policy, so the ability to make proposals makes them feel better.
(iii) Limitations on shareholder proposals in Rule 14a-8 

· Eligibility requirements

· Must own either $2,000 of the stock (or 1% of total)

· Must have owned that minimum for at least one year

· Can only submit one proposal

· Proposal and supporting statement are capped at 500 words

· Other key restrictions on otherwise eligible proposals in 14a-8(i):
· The proposal must be precatory in nature (“request that the board should consider”) to avoid violating state law.

· Can’t be something related to the ordinary business of the corporation

·  Must be relevant, which means the proposal is excludable if it relates to less than 5% of company business and is not otherwise significantly related to the company’s business.
· Can’t be related merely to a personal grievance or special interest (this also excludes proposals relating to general political or social questions).

(b) The guiding principle: §14 gives shareholders the right to influence important decisions that affect them as owners.
(i) Medical Committee for Human Rights v. SEC (D.C. Cir. 1970) 684 → Proposal that Dow Chemical stop producing napalm was not excludable because it related to a decision that affected the shareholders as owners.
· Shareholders gave two reasons for the proposal
· humanitarian

· economic, in that the negative publicity from napalm production made it hard to recruit good employees

· Dow’s two proffered grounds for exclusion (the burden is on the corporation to prove that the proposal was excludable):
· It’s a general political/social question, which the court treats as also dealing with relevance.

· To the extent it is about the company, it deals with general business decisions.

· The court says that the overriding purpose of §14 is to assure shareholders the right to control important decisions which affect them as owners of the corporation, and that this qualifies:
· The key fact here: Management had made statement that they were selling napalm in spite of its damage to the company, because they thought it morally important to do so.

· Given this, the question of whether to sell napalm clearly wasn’t and ordinary business decision. It was made in spite of business concerns, which makes it clearly a matter of importance to shareholders.

· Note: this judgment was eventually vacated as moot, because Dow allowed the shareholder proposal, and less than three percent supported it. The proxy rules do allow a company to exclude a repeat proposal for three years.

(c) The ordinary business limitation allows exclusion of matters mundane in nature that do not include significant policy issues, but it does not allow exclusion of matters of fundamental business strategy.

(i) Roosevelt v. DuPont (D.C. Cir. 1992) 693 → Proposal to speed up phase-out of CFC production excludable as ordinary business because the proposal would only speed up a phase-out policy already adopted, rather than fundamentally alter the corporation’s policy.

· If DuPont hadn’t already adopted the policy, whether the proposal was excludable would probably turn on whether the science behind it was accepted, and whether it had become a major social issue.

· Proposals that may start out as ordinary business (e.g. non-smoking policies for airlines) can become matters of economic and social significance.

(ii) Note also Cracker Barrel case, where SEC said that a proposal to rescind a policy to fire all gay employees was per se excludable because it dealt with employment matters. The SEC later reversed this policy and returned to a case-by-case approach, which may turn on the level of social controversy behind the proposal.
3) Antifraud liability

(a) 14a-9 is the key provision

(i) The Supreme court in Borak recognized a private cause of action under the rule, because it is necessary to enforce the proxy rules.

· This doesn’t necessarily compel the availability of damages, but the Court there allowed them.

(b) Elements of a 14a-9 claim
(i) Standing
· Generally, the only requirement is that the plaintiff have been a subject of the proxy solicitation (i.e. a shareholder or beneficial owner as of the record date).
(ii) Materiality
· As in 10b-5, the plaintiff must prove either a misstatement or an omission that was material (the proxy statement itself is the disclosure trigger, so no concern here about duties to disclose).

· The materiality standard is essentially the one from Basic, but the question here is whether a reasonable shareholder would find the statement or omission material to the decision of how to vote.
· We’re usually talking about a vote on particular director candidates, and the courts have added a gloss on the Basic rule for personal information about candidates.

1. Criminal convictions and pending criminal proceedings involving a director are are per se material, but uncharged criminal conduct is likely not material, because the alternative would force executives to incriminate themselves.

2.  Allegations in a civil suit are not material even if what is being alleged would be material if proved.
(iii) Scienter

· While negligence is clearly not enough in the 10b-5 context, it may be enough under 14a-9, although the cases are not clearly in accord.

· Gould v. American-Hawaiian (3rd Cir) → Because 14a-9 disclosures are required, directors can be liable where negligent because they should have checked the accuracy of the statements.

· Adams v. Standard Knitting (6th Cir) → Negligence not enough for outside accountants.

· The cases might be reconcilable in that directors, unlike outside accountants, stand to gain from misrepresentation in a proxy statement, and so should be held to a higher standard.

(iv) Causation

· The Essential Link test
· Mills v. Electric Auto-Lite (U.S. 1970) 707 → Where materiality is established, a shareholder can establish causation by proving that the proxy statement itself, as opposed to the misrepresentation, was an essential link in effecting the transaction.

1. Rejecteded circuit court approach, which found that there had been no loss causation because the terms of the merger were substantively fair.

2. Rationales

a. prevents courts from having to make a judgment on fairness
b. avoids difficult questions of proof into what specific elements of the statements motivated what votes

c. purpose of the federal law is to ensure disclosure (not fairness)

d. no need to worry about unlimited liability because the record date nicely defines the potential class of plaintiffs.

e. the injury being redressed under the rule is an injury to the communication process, not the merger
· And its limits

· Virginia Bankshares → Proxy statement was not an essential link in the merger, because the vote of minority shareholders was not necessary to effect the transaction (they could have merged without the vote).

1. This despite the fact that under state law, the particular transaction at issue (an interested director contract) required shareholder approval to insulate the board from a breach of fiduciary duty claim.

2. Court relies on two things for finding that the need for shareholder approval to gain a state law safe harbor does not meet the essential link test:

a. congressional silence

b. Blue Chip Stamps policy concerns
VIII. Close Corporations
A. Generally
1) Special characteristics of the close corporation

(a) lack of public market for its shares
(b) restrictions on transferability of shares

(c) small number of shareholders

(d) presence of owner/managers

2) State corporate statutes apply equally to all corporations, but Delaware has recently enacted special provisions applicable only to close corporations.

(a) Close corporation defined in §341 as one with 30 or fewer shareholders, with restrictions on stock transfer, and with no public market for shares.

(b) A close corporation must include a heading on its certificate stating that it is a close corporation.
(c) For a existing corporation to become a close corporation, the certificate must be amended to reflect the new status, and a two-thirds vote of the shareholders is required.
B. Restrictions on Transferability
1) Basic Rule:  A restriction on transferability of shares in a close corporation will be upheld so long as it does not amount to a de facto prohibition on transferability.
(a) Allen v. Biltmore Tissue (N.Y. 1957) 743 → First-option buyback at purchase price restriction upheld over executor’s refusal to sell due to the purchase price being well below market price.

(i) A disparity between the option price and the market value is not enough to invalidate the agreement.

(ii) While the price here was clearly bad, given that the stock was worth considerably more than the original purchase price, the court says reasonableness is assessed at the time of transfer.

· As long as there was a reasonable formula set up (here price at purchase, since there was no market) and there was notice, its OK.
(b) Rafe v. Hindin (N.Y.App.Div. 1968) 745 → A consent restriction forbidding one shareholder to sell his shares without the consent of the other was invalid as a de facto prohibition on transfer because it did not include a provision requiring that the withholding of consent be reasonable.
(i) Because there was no limit on when consent could be withheld, it was effectively a veto.
2) Two important policy concerns are in conflict here

(a) Against restraints on alienability
(b) For allowing small business entities to organize their affairs the way that best suits them.

3) Types of restrictions

(a) Consent restrictions

(b) Right of first refusal

(c) Buy-back option (designed to prevent stock from accidentally ending up in outsider hands)

(i) Often triggered by

· death of a shareholder

· disability

· firing

· bankruptcy of shareholder

(d) Tag along/drag along provisions

C. Shareholder Agreements
1) Statutory provisions

(a) Del. § 218

(i) Can be between any two or more shareholders
(ii) No durational limit
(iii) Can include a provision for breaking deadlock

(iv) Can be enforced with a §212(e) irrevocable proxy coupled with an interest (which means anyone other than a disinterested arbitrator.

(b) Revised Model Corporations Act

(i) §7.31 pooling agreement

(ii) §7.32 agreement
2) Basic Rule: Shareholders have complete discretion to enter into agreements on how to vote their shares in order to gain the advantage of concerted action.
(a) Ringling v. Ringling Bros. (Del. 1947) 756 → Contract between two shareholder to vote their shares together to assure a board majority was enforceable against one who breached the agreement, but the remedy was to nullify the breaching votes because the K did not include an enforcement mechanism.
(i) The K named an arbitrator to decide who the votes would go to in the event of a disagreement, but did not include a provision giving the arbitrator an irrevocable proxy to vote the shares.

· Del. §212(e) allows for irrevocable proxies, which can be used as an enforcement mechanism for a §218(c) voting agreement.

3) Using the Delaware statute to assure a tenure for a someone as CEO
(a) Pass a bylaw under §142(b) that the officers of the company shall be chosen by the shareholders (moving the matter to the shareholder level).

(b) Make a §218(c) voting agreement to elect the person CEO, backed up with a §212(e) irrevocable proxy coupled with an interest.
(c) Because the board retains the power to amend the bylaw, under §109 make the bylaw one that can be amended or appealed only by the shareholders.

4) Alternative way to do this under the close corporation provision

(a) Make a §350 agreement moving the appointment of officers to the shareholder level, also backed up with an irrevocable proxy, or eliminate the board entirely by adopting stockholder management under §351.

(i) Note a key difference between the two: A §350 agreement can be adopted with a majority vote, while a §351 agreement requires unanimity.

(ii) The reason for the difference is that under §351, the stockholders take on all of the fiduciary duties of the board, so it would be unfair to sadly a dissenting shareholder with those obligations.
5) Under the RMCA

(a) You can make a shareholders agreement under §7.31, backed up with an irrevocable proxy under §7.22(d).
(i) BUT there is no provision allowing you to move the election of officers to the shareholder level. A shareholders agreement here is useful mostly for director elections.

(b) §7.32 authorizes a different kind of shareholders agreement which does allow for shareholder election of officers, but this agreement must be unanimous.
D. Voting Trusts
1) Generally

(a) Key features of voting trusts

(i) Disclosure requirement

(ii) Clean, but drastic (shareholders give up all control over voting their stock, rather than giving up their vote on a single issue)

(iii) Self-enforcing (no need for irrevocable proxies)

(iv) Outside of Delaware, a durational limit

(b) Where they are mot useful

(i) In separating the vote from someone who may have a conflict (e.g. a politician)

(ii) Family situations

(iii) Creditor/debtor situations

(iv) Antitrust divestitures

(v) Companies subject to statutory alien ownership rules
2) Abercrombie v. Davies (Del. 1957) 765 → The test for determining whether a purported voting agreement is actually a voting trust is whether the voting rights of the stock have been separated from the other attributes of ownership.
(a) Reason this agreement looked like a voting trust
(i) The agents had irrevocable proxies to vote on everything.

(ii) Voting rights were pooled in the agents as a group, which meant no shareholder could instruct his agent to vote a particular way. The decision on how to vote was determined at the agent level.

(iii) The share certificates were endorsed in blank, so if the agents decided to officially convert to a voting trust, the shareholders would have no say.

(b) Requirements for voting trusts to be valid under §218 (not followed here):
(i) Must transfer title of the stock to the trustee
(ii) New stock certificates must be issues making it clear that it is subject to a voting trust, and making the trustee record owner of the stock.

3) While requirements for voting trusts are strict, a company can also ensure certain outcomes by changing its capital structure.
(a) Lehrman v. Cohen → Creation of a separate class of stock designed solely to give tiebreaking vote to an outsider upheld after owner of the new class maneuvered to make himself president with a 15-year employment contract.

(i) This arrangement ends up looking like a separation of ownership from control, so why is it upheld?

· We want corporations to have flexibility in their capital structure in order to tailor it to their own needs. If we start to look at motives, we create a legal uncertainty.

(b) Advantages/disadvantages to changing the capital structure

(i) May be difficult to undo, especially where it is used to give one person control over a majority of the board.
(ii) Self-executing
(iii) Does not require other shareholders to give up their votes

(iv) Happens at the board level
E. Agreements Regarding Directors
1) An agreement that restricts slightly the ability of directors to use their unrestricted judgment is allowable only if all shareholders are in on the agreement.
(a) Clark v. Dodge (N.Y. 1936) 777 → Agreement between sole shareholders in corporation that 75% owner and director would allow 25% owner to remain as director and general manager upheld.
(i) Agreement here upheld for three reasons:

· All of the shareholders were in on it

· The departure from corporate norms didn’t threaten to damage anyone

· The impingement on the board’s discretion was only slight or innocuous.
(ii) How much impingement is allowable?

· Long Park → Agreement among three shareholders that one would have all management authority was void, because it completely sterilized the board.
(b) N.Y. 620(b) – pg. 780 was intended to codify Clark v. Dodge.
F. Additional Fiduciary Duties on Close Corporations
1) The Mass. court has been the most active in imposing heightened fiduciary duties on directors in close corporations.

(a) The idea motivating the early cases is that close corporations are akin to incorporated partnerships, in that while they want limited liability they interact as partners. Parters owe each other the highest fiduciary duty because of their power to bind each other.

(b) Donahue v. Rod Electrotype → Board of close corporation breached a fiduciary duty to minority shareholder when it bought out shares of founder without offering to buy out minority shares on the same terms.

(i) Basic justification for the rule here is that there is no ready market for the shares in the corporation. The minority shareholder is trapped.

2) Where the challenged action is a freeze out, the test is whether there was a legitimate business purpose (burden on defendant), and then whether the purpose could have been achieved by an alternative action less damaging to the minority’s interest 
(a) Wilkes v. Springside Nursing Home (Mass 1976) 782 → Freeze out of minority shareholder (removing him from board and salaried position) breached fiduciary duty.
(i) The court here modifies the Donahue test as too restrictive, saying that “the controlling group in a close corporation must have some room to maneuver in establishing the business policy of the corporation.

· It is allowed a good deal of discretion in

· declaring or withholding dividends

· deciding whether to merge or consolidate

· establishing the salaries of corporate officers

· dismissing directors with or without cause

· hiring and firing corporate employees

· No legitimate purpose was shown here, because there was no evidence of misconduct by Wilkes. By all accounts, he was doing a good job. They just didn’t like him.

· They also offered to buy back his shares at a discount, suggesting that they were really trying to get rid of him and make money on the deal.
3) Absent an agreement that the corporation would by the shares of stockholders who want to sell, a court will not compel the corporation to do so in order to protect the interest of a minority owner concerned about a change in the balance of ownership.
(a) Zidell v. Zidell (Or. 1977) 789 → Upheld purchase of shares of one owner by another owner over objection by minority owner that this upset the balance of ownership and left him without voice or exit.
(i) Court emphasizes that the minority owner could have gotten his desired result by an agreement up front, and didn’t.
4) The board of a close corporation cannot contract away its duty to manage the corporation.

(a) Kennerson v. Burbank Amusement (Cal. 1953) 792 → Contract giving manager complete control over operation of the corporation’s sole asset (a theater) was void.

(i) “The board may grant the authority to act, but it cannot delegate its function to govern.”

IX. Changes in Control
A. Hostile Transactions

1) The early case
(a) Cheff v. Mathes (Del. 1964) 971 → Because of the inherent danger that a board resisting a hostile takeover is acting for the purpose of entrenchment, the board has the burden of proving that they had reasonable grounds to believe a danger to corporate policy and effectiveness existed.

(i) This is assuming that there is a majority of disinterested directors on the board. If there is not, then the court will assume the board acted for personal interest (keeping their jobs) and go right to entire fairness review.

(ii) Essentially, the court is saying that the hostile takeover situation creates a structural conflict, but that the board prove there was no actual conflict by showing that it conducted a “good faith reasonable investigation.”

· Once the board meets this standard, it gets business judgment rule protection, and the actual tactic used is not reviewed.

(iii) Evidence that the board turned up in its investigation that led the court to determine that it had “reasonable grounds to believe a danger to corporate policy and effectiveness existed.”
· Bidder intended to change the way the company did business (note that the way the company was doing business turned out to be illegal)
· He deceived the board

· he demanded a place on the board

· He bought more stock after they turned down his offer

· The stock purchases generated employee unrest

· He had a history of hostile buyouts

· They could afford the buyout

· He had a poor reputation
2) Enhanced Unocal duties
(i) Unocal v. Mesa Petroleum (Del. 1985) 982 → Self-tender in response to two-tier coercive merger upheld because the board reasonably perceived a threat to corporate policy based on a good faith, reasonable investigation, and the defensive tactic used was reasonable in relation to the threat posed.
(ii) This basically takes the Cheff standard and adds as second burden for the board to carry.
(iii) All the plaintiff must do to trigger the enhanced duty is show that there was a hostile bid. Then the board has to meet both steps of the test in order to get business judgment protection.
(iv) The two parts of the test

· Reasonable belief in a threat based on good faith and reasonable investigation.
· This showing is materially enhanced where the decision was approved by a board made up of a majority of outside directors (who are presumed to be less inherently conflicted than insiders are).
· This part of the test just reaffirms Cheff, with the addition of the outside director gloss.

· Unocal’s board met this prong because

1. They brought in Goldman Sachs and got an opinion that the price offered was inadequate, and that that the two-tier structure was coercive, in that shareholders who didn’t tender up front risked getting a bad deal on the back end.

2. They met repeatedly, almost constantly, to deal with the offer.
3. The bid was made by a “corporate raider” with a reputation as a “greenmailer” which could have suggested to the board that the risk of non-consummation was high.
· The defensive tactic was reasonable in relation to the threat posed.
· Examples of factors the board can consider in crafting a defensive tactic:
1. inadequacy of price offered
2. nature and timing of the offer

3. questions of illegality

4. the impact on constituencies other than shareholders

5. the risk of non-consummation

6. quality of the securities being offered

· Unocal’s tactic of an exclusionary buyback of shares was reasonable because:

1. If it did not exclude Mesa, then Mesa could use the proceeds to finance its own bid.
2. It responds to the coercive nature of the bid by assuring that non-tendering shareholders would get full value for their shares.

3. The self-tender was reasonable in that it goes directly to the price threat by giving shareholders a reasonable price.
a. It also drives up the leverage in the company, which drives away a leveraged bidder.

3) The Time’s corporate culture and strategic plan gloss on Unocal
(a) Time (Del. 1989) 991 → Defensive tactics upheld against hostile bid from Paramount, because time reasonably perceived a threat to its corporate culture and strategic plan, and its defensive tactics were reasonable in relation to that threat.
(i) Paramount argued that because it was offering a higher price than Warner, and because its offer was all-cash, all-stock (unlike in Unocal), there was no price or coercion threat, and therefore no threat.
· The court said Time reasonably perceived a threat to the corporate culture that it had worked hard to maintain in its deal with Warner, as well as a threat to the strategic goal it had long been pursuing.

· The list of reasonable threats is not limited to price and coerciveness.

· Time’s journalistic culture, and the way it was insulated from the board, was regarded as a somewhat unique asset that the board could rightly favor over price.
1. The court credited evidence that showed while the Paramount bid offered much more money up front, the planned combination with Warner could over the long term exceed that. 

2. Del. S.Ct. → “Directors are not obliged to abandon a deliberately conceived corporate plan for a short-term shareholder profit unless there is clearly no basis to sustain the corporate policy.”

· The case also suggests that companies concerned about hostile bids can try to create a viable defense by developing a long-term plan early on.

· Restructuring the Warner deal in a way that foreclosed the Paramount bid from being considered was reasonable in relation to the threat to corporate culture and the strategic plan.

(ii) Notably, the courts also slap down Paramount’s arguments that because the price threat was not present, the board should be required to put it to a shareholder vote.

· Del. 141(a) puts this sort of decision squarely in the laps of management. Not only are they not required to pass the decision to shareholders, they have a duty not to do that.

· Note that the Del. Supreme Court emphasizes that the fiduciary duty to manage the corporation includes the selection of a time frame for the achievement of corporate goals.

· Chancellor Allen points out that there is no definable shareholder interest anyway, because share ownership is fluid, and ownership really resides in the market (an important concept in the Revlon context). This being the case, the board really must be the decision-maker.
(iii) Note that the court says Unocal applies, at least, to “all actions taken after a hostile takeover attempt has emerged that are found to be defensive in character.”
· The fact that the Warner transaction preexisted the Paramount deal in a different form does not remove Unocal duties, but it does inform the analysis.

· But had they retained the earlier stock-for-stock merger plan (which they instead changed to a leveraged buyout to avoid an NYSE shareholder vote requirement) they would not have triggered Unocal. Business judgment would have attached.
B. Friendly Transactions

1) Revlon Mode

(a) Revlon (1986) → Once the board has decided that the company is for sale its duty changes. The board can no longer concern itself with threats to corporate policy and effectiveness, as under Unocal, but only with getting the best price for shareholders in the sale.

(i) The board here was initially trying to respond to the threat of breakup posed by the Pantry Pride bid, and that was fine under Unocal. But when the Pantry Pride bid was increased and made all cash, and the board decided to start negotiating with other, friendly bidders, the duty immediately changed.
· “The directors’ role changed from defenders of the corporate bastion to auctioneers charged with getting the best price for the stockholders at a sale of the company.”
2) Once a company is in Revlon mode, it cannot favor one bidder over another reputable and responsible bidder unless the board reasonably believed shareholders were benefited by the favoritism.
(a) Mills (Del. 1989) 1032 → Enjoined crown jewel lockup provision granted to high bid in an auction that the court concluded was rigged due to conflicted managers and an inattentive board.

(i) Del. §141(e) → Gives board members a sort of safe harbor when in attempting to fulfill their fiduciary duties they relied in good faith on the recommendations of committees, managers and outside experts “selected with reasonable care.”
· But where the outside directors allowed the decision-making process to be controlled by self-interested managers, the board no longer gets the safe harbor. So while they may not have known that the auction was skewed, it still gets heightened review.
(ii) The board can still consider the factors from Unocal (risk of non-consummation, quality of the securities offered etc.) in determining whether the bid is reputable, and these can justify some defensive tactics because they give shareholders a benefit.
· Here, by contrast, the stockholders got no benefit from the lockup. It did not boost the price from KKR or entice them to stay in the auction, it only prevented the board from getting a better price from Maxwell.
(b) Mills was a cash out merger, but note that where shareholders aren’t going to be completely cashed out, then even in Revlon mode, the board can consider the effect of the transaction on the merged company because shareholders have a continuing interest in the combined company.
3) A board enters Revlon mode when its favored transaction would effect a change in control of the company.
(a) Time → Time board’s negotiation of a friendly merger with Warner did not trigger Revlon because control of the company would remain in the market.
(i) Chancellor Allen: Were the company Time was merging with a private company (or as we’ll see a public company with a controlling shareholder), a stock for stock merger would reflect a transfer of corporate control. “But where, as here, the shares of both constituent corporations are widely held, corporate control can be expected to remain unaffected by a stock for stock merger.”

(b) Paramount v. QVC → Paramount’s planned merger with Viacom did trigger Revlon, because Viacom’s was controlled by Sumner Redstone. Were the merger to go through, control would go from the market to Redstone, which is enough to trigger Revlon.

(i) Paramount had crafted their defense here along the lines of Time, saying that t favored the Viacom deal because of its strategic consequences.

(ii) The presence of a controlling shareholder in the merging company is important for two reasons:

· It takes away the target shareholders’ only chance at receiving a control premium, because after the merger, the controlling shareholder is the only one who can transfer control of the company.
· The strategic goals rationale becomes irrelevant, because once the deal goes through, the controlling shareholder has complete discretion to abandon those goals.
(iii) The court is essentially saying that the word “sale” that the court used in its test in Time includes a change in control.

(iv) Once in Revlon mode, the court says the board must do certain things;
· Be especially diligent, take an active and direct role in the process

· In whatever manner they choose to look for the higher price (e.g. an auction) they must demonstrate that they are acting neutrally and actively pursuing shareholder interest.

· Where neither bid is all cash (meaning there’s a continuing shareholder interest), the board may consider the Mills/Unocal factors

· The decision need not be perfect, but it must be a reasonable decision based on all the relevant information it can personally acquire.
(v) Interestingly, the court also says that Viacom has no contract claim where Paramount breaches to look for a higher price.

· To the extent that a contract purports to breach its fiduciary duties, it is void and unenforceable as against public policy.

· Question, though, how far this really goes

4) Even where Unocal is the controlling standard for the board’s duty, the board cannot put defensive measures in a friendly bid that completely preclude consideration of competing offers.
(a) Omnicare (Del. 2003) 1069 → Provisions in bid to sell company to get it out of bankruptcy were invalid because they prevented the board from considering another bid
(i) There always must be a way for the board, in exercise of its fiduciary duty, to change or walk away from the deal in order to get a benefit for the shareholders.
· Here, the requirement that the Genesis deal go to a shareholder vote even if the board did not recommend approval (a §251 agreement) coupled with a voting agreement between two board member/shareholders who together control a majority of voting shares made it impossible for the board to walk away in favor of a higher bid.
(ii) Dissent sharply objects to this rule, saying that in a situation like this, where Genesis, who at first was offering the only bid that would pay of the company’s debts and actually give something to shareholders, would only bid if it was absolutely sure of consummation (it had experience with Omnicare swooping in and spoiling deals), the rule essentially dooms the company.

· The dissent would apply the business judgment rule rather than Unocal, because there was no conflict of interest and the board wasn’t acting defensively. They were just taking reasonable steps to secure the only offer on the table that would give value to shareholders.

C. Sale of Control
1) U.S. Rule: Controlling shareholders can sell their control at will, absent fraud, looting or breach of fiduciary duty.
(a) As we saw, close corporation often take steps at formation to prevent this from happening.

(b) Some foreign jurisdictions apply an alternative rule, under which controlling shareholders can’t sell their controlling shares at a premium unless they share the premium with minority shareholders.

2) Harder question is where someone sells control and something else at the same time, but this will generally be OK as long as the shareholder is not also a director, because then fiduciary duties come into play.

(a) Perlman v. Feldman (2d Cir.) 1085 → Chairman and controlling shareholder of steel company misappropriated a corporate opportunity when he sold his shares to a customer at a significant premium.

(i) The court believed the customer was paying not just for the company, but for access to the steel supply during a time of shortage.

(ii) This was a corporate opportunity that the corporation was not able to cash in on because of Korean War price controls, and because their scheme to sell it for “interest free advances” was illegal
(iii) The key to the case seems to be that Feldman was not just a controlling shareholder, but also chairman and president.

· He had received a merger offer that would have benefited all the shareholders, but he rejected it and turned around and sold just his shares at a premium. This is clear self-dealing, apparently with the disclosure curative.
(iv) Most now view this case as an anomaly, but the lesson is that where someone is both controlling shareholder and a director, they are subject to closer scrutiny.

3) Looting Theory: A seller of control faces liability if the circumstances surrounding the transaction would have caused a reasonable person to recognize that the buyer intended to “loot” or injure the company.

(a) This requires that the selling shareholder have received some clue as to the buyer’s bad intentions, but ALI 5.16 no longer allows that clue to be merely the offer of a substantial premium.
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