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I.  THE CORPORATE ENTITY

A.  Corp. vs. Partnership

(i.e. Decision to Form a Corp.)
Factors:



1.  Liability of owners

If important to lim. liab., choose corp., but in practice corp. lim. liability not much of an advantage when start-up because owners will need to personally guarantee most debts anyway.




a.  Corp.- limited liability (limited to amt. of 




 investment)

But lenders often req. personal guarantees if corp. just starting and has limited assets, so adv. of corp. if mainly re trade debts and tort claims.




b.  Part.- unlimited liab.

Also, each partner can bind the other w/o other's consent even if they agree to 1st get consent.



2.  Fed. tax treatment

If losses or big profits, choose part. since losses ded. against non-part. inc. and profits not double taxed and taxed at inds' rate.  But Subch. S corp. taxed like a part. but get lim. liablity of corp., so this the best?  Also, corp. tax treatment in beginning w/ low profits not really worse since can ded. salaries for corp. but not w/ part.




a.  Corp.- taxed as separate entity, double taxation.




b.  Part.- not taxed, partners taxed as inds., no double taxation.  Can ded. losses against non-part. inc.



3.  Complexity/expense of forming/operating bus.

If bus. to be small and run by only a few people, choose part. since easier and less expensive to form/run.




a.  Corp.- need file w/ st.




b.  Part.- not need file w/ st., not even need written K if circs. reflect existence of part.



4.  Management

Not likely to be important since part. can K to be run centrally.




a.  Corp.- centralized

So adv. of corp. form if need entrust management of bus. to non-owners and want to make sure only certain people can bind the bus. in dealings w/ the world.




b.  Part.- not centralized, all partners = voice unless otherwise agree.



5.  Continuity/survival of operations

Not that important since part. can K to make part. continue after death of a partner, and corp. can K to have power of dissolution and part. can K to make power of dissolution only if misconduct.

If  owners want continuity w/ min. hassle, choose corp.; if an owner wants ability to unilaterally dissolve, choose part.




a.  Corp.- perpetual existence




b.  Part.- death of a partner causes part. to dissolve unless agreement otherwise, which is usually the case; also, a partner can unilaterally dissolve the part. unless K otherwise.



6.  Transferability of ownership

If want free transferability because many owners or need to attract capital, choose corp.; if want control over who the owners are, choose part.




a.  Corp.- ownership/stock freely transferable unless K otherwise.




b.  Part.- new partner needs approval of others.



7.  Regulation




a.  Corp.- statutes are directive




b.  Part.- Uniform Part. Act only applies where partners haven't K.


B.  Formation


1.  Name of corp.

NY 301- restrictions on names of corp.

Must pre-clear proposed name w/ Secr. of St. to make sure no one else has it.

NY 303- can reserve name for 60 days while prepare docs for incorp.



2.  Incorporator

NY 401- at least 1 incorporator.

Del 101- "



3.  Certificate of Incorporation

NY 402/Del 102:

-Name of corp.

-Sign. of each incorporator

-Purpose of corp.- can simply state that purp. to engage in any lawful purpose (See "ultra vires" doctrine below; also, practical consideration that outside investor may not invest unless cert. limits purpose of corp.)

-# shs. authorized, incl # in each class, and par value.

(If overissuance, unauthorized shs. aren't valid though holders have suit.)

-Rts. of classes of shs. (can create pref. class and leave specific rts. to board at time of issuance).

-Rts. of diff. series of preferred classes (can leave definition of rts. 'til issued), and rts. of board to create/define new series of preferred.

-Limitations on liability of dirs

-see stat.

NY 403/Del 106:

-corp. begins upon filing cert. incorp. by Secr. of St., assuming Secr. of St. approves the cert.



4.  By-laws

# dirs., #/title of officers, date dirs' and shrs' meetings, provision for how by-laws to be amended (usually by either dirs. or shrs.) (or could put these in cert. incorp.).



5.  Defective incorp./De facto corp. doctrine

De facto corp. doctrine- if defective incorp., but good faith attempt made to incorp. by filing cert., incorporators/promoters not personally liable for bus. debts. incurred in name of the corp.

Timberlane- held that Oregon stat. killed de facto corp. doctrine since stated that no corp. until cert. issued, pers. liab. for active but not passive investors.

-NY? 403- person who K on behalf of corp. liable as agent who made implied warranty that corp. existed, then this person could sue dirs. who hired him who made implied warr. corp. existed.

-Del? 106

Today- doctrine largely irrelevant since so easy to incorp., so few defective incorps.  Important if charter terminated where cert. limited existence of corp. to x yrs. or terminated for failure to provide all info. on taxes. 



6.  Defective incorp./Corp. by Estoppel

If creditor dealt w/ the bus. as if it were a corp., creditor estopped from charging that no corp. existed (maybe req. that D good faith belief that it was a corp.).  Doctrine is based on intention of the parties, i.e. creditor intended to only be able to recover from the corp.

Timberlane- stat. seemingly not rid estoppel defense.

-Del stat.- corp. can't raise corp. by estoppel defense against creditor, but can assert corp. by estoppel against debtor who's defense is that corp. can't sue since didn't exist when deal made.

-NY? 403- person who K on behalf of corp. liable as agent who made implied warranty that corp. existed, then this person could sue dirs. who hired him who made implied warr. corp. existed.

Diff. from de facto doctrine- if stranger tort claimant, no estoppel since P not treat tortfeasor as corp.; corp. wouldn't need estoppel theory unless de facto theory not work, so need to show less under estoppel theory to show corp., e.g. if cert. not filed w/ Secr. of St. yet then no de facto corp. but still could have estoppel if P treated bus. as a corp.



7.  Ultra vires doctrine

"Beyond the power"- if corp. acts beyond its powers under cert. or stat., action used to be held void.

Today- under Del 102(a)(3)/NY 402(a)(2), cert. can st. that corp. power to do any lawful activity, so corp. can rarely act beyond its powers today, though under stats. cert. can limit corp. powers.  If corp. does act beyond its powers, most st. stats. say that only shrs. can sue to enjoin the act, so corp. or 3rd party can't assert ultra vires doctrine (NY 203/Del 124).



8.  Internal affairs doctrine

-law of st. of incorp. governs internal affairs of corp., i.e. matters peculiar to a corp. as opposed to an ind., i.e. relat. amongst shrs., dirs., officers.  (Mandated by conflicts of laws principles, and practical need for corp. to know what law will apply.)

McDermott (Xerox-1)- law of st. of incorp. governs whether subsid. can vote its shares of parent. since issue is re relations between shrs., dirs., officers, i.e. internal affairs.

While subsid. was Del. corp., issue was re parent Pan. corp.'s stock held by Del. subsid., so Pan. law applied.


C.  The Entity Idea/Piercing the Corporate Veil
-done to make shrs. liable.

FACTORS:

1) Fraud/wrongdoing-

e.g. upon creditors by siphoning assets to leave corp. undercapitalized and unable cover debts (Riddle, Walkovsky), or parent rep. to 3rd party that 3rd party K w/ a division of parent, not a subsid. (Penntech).

2) Adequate capitalization-

Maj. view is that this alone not enough to pierce, need more- Walkovsky.

If subsid. undercapitalized, unified bus. w/ parent, and subsid. run to benefit of parent and not subsid., then pierce.

3) Corp. formalities observed 'tween shr./corp. or parent/subsid., e.g. shs. not issued, shr./dir. meetings not held, shr./corp. or parent/subsid. funds commingled w/o proper formalities, sep. books/minutes/etc. not maintained 'tween parent/subsid.

(Riddle, Bartle).

4) K or tort claim-

more likely pierce if tort claim since, w/ K claim, P had chance to examine whether D adequately capitalized and to bargain for personal guarantee of shr./parent.

5) Enterprise liability

(Walkovsky).

Penntech (Xerox-1)- veil not pierced to make parent Penn. bound by Kennebec's (subsid. of TP (subsid. of Penn.)) K to arbitrate w/ union because, while Penn. complete domination of Kenn. and essentially dictated terms of Kenn.'s K w/ union (negotiated 'fore TP bought Kenn.), no fraud by parent re the K since it never represented to union that it would be responsible for the K.  Union knew that Penn. not be bound because it knew Penn. wouldn't have bought Kenn. through TP if union had insisted that Penn. be bound by the K.


Instrumentality Test:

1) Complete domination- subsid. no separate mind.

2) Fraud/wrong- i.e. use of complete domination to commit fraud, e.g. parent represents that it will be responsible for Ks of subsid. and 3rd party relies on this rep.

3) Prox. cause- 1) and 2) prox. cause of injury.

Riddle (Xerox 1)- veil pierced to make mother and son shrs. of Yosemite and Kadota, but not father dir./officer of both, for debts of Yosemite to P.


Test (sim. to Penntech test):

1) Unity of interest and ownership

2) Inequity, fraud if not pierce veil.

Here, held unity of interest/ownership because:  a) shrs. treated their $ and corp. $ as same by making loans to Yosemite w/o expecting repaying; b) no formalities re corp. approval of the loans or shr./dir. meetings; and c) inequity/fraud because transferred assets of Yosemite to Kadota to shield assets from Ps.

-Slain- result ridiculous because:  a) father was in true control, not housewife mother; b) loans from Leuschners were good faith effort to keep Yosemite afloat so it could pay its debts; c) it's standard for close corp. to ignore formalities; d) remedy for transferring assets is to hold Kadota liable for fraud. conveyance.

Walkovsky (p.156 C&E, 28-33 Em.)- veil not pierced to hold shr. of cab co. liable for tort.

1) D shr. here had min. insurance req. by stat., and no fraud, and not the place of cts. to pierce veil to in essence req. more ins. than stat. min.

2) Hint that, if D shr. siphoned off assets to avoid assets being available in a suit thereby leaving corp. undercapitalized, and formalities ignored in sense that shr. and corp. intermingled assets w/o formalities, ct. would pierce veil.

3) Enterprise liability- ct. not decide whether 10 cab corps. run by D shr. could be treated as one corp., but possible if 1 name in ads, 1 garage doing the dispatching and maintenance, same bank accts. and books.

New York cases- almost never pierce.

-Bartle- not pierce even where corp. not even being run w/ intention of make profit.

-Another case- not pierce where subsid. undercapitalized because K creditor P could've found out that subsid. undercapitalized, implying maybe tort P more likely to be able to pierce.


D.  The Stockholder as a Creditor
In re Mader's Store (Xerox 1)- nominal debt not treated like equity (as preferred stock or add. payment for common stock already purchased) and subordinated to claims of debtholders unless:

1) Claim based on nominal "loan" is made by stockholder who "loaned" $ to corp. of which he in position of control, e.g. controlling shr., dir., officer;

2) No reas. expect repayment even if corp. survives (this is same as 3) since can't reas. expect repayment if corp. was initially undercapitalized) ;

3) Inadequate initial capitalization

(RATIONALE:  a) if didn't have this rule, shr. w/ control could create an undercapitalized corp. and contribute start-up $ w/ rt. to participate in profits if corp. does well, i.e. rts. of shr. but part of start-up $ only risk of loss of a creditor, i.e. gets best of both worlds of debt and equity, which is unfair to legit. creditors; b) cap. at time of loan irrelevant since obviously undercap., i.e. A - L less than 0 since corp. needed the loan to pay its debts, and be bad pub. pol. to discourage shr. loans at such time since no one else will loan the corp. $ and so creditors get totally screwed if corp. not get shr. loan to give it chance to get back on its feet, though could argue that the shr. loan merely perpetuates the corp. thereby enabling it to take on new creditors who might get screwed.)

-(Alternative rule ct. rejected:)  So mere fact that $ given by shr. when corp. undercapitalized at time of loan, bank wouldn't make loan, and only moderate rate of int. on the debt, i.e. expectation of repayment only if corp. recovers, not enough to subordinate (ARGUMENT FOR ALTERNATIVE RULE:  a) loan made w/ equity-like risk of total loss, not debt-like expectation of repayment; b) rule chosen encourages such shr. loans, as long as won't be subordinated under rule ct. chose, which will enable corp. to take on more debt and so more creditors may get screwed.)

-Reasons shr. may want to give loan rather than buy stock:  a) because no double tax on int. as opposed to divs.; b) if shr. of close corp. puts in start up $ as stock and later wants sell some of its stock back, taxed as div. so double taxed, whereas taxed as int. if start up $ given as loan; c) if corp. fails, equity is subordinated to debt.

Reasons for issuing subord. debt rather than stock:  a) int. deductible unlike divs.
Demand loans- callable by creditor, furthest from stock and so least likely be subordinated.  If nominally demand loan from shr. but bus. hurting at time of loan, more likely be subord. than if was longer-term loan.

Effect of subordination:  implied assignment of amt. subord. debt was supposed to get to the senior debt, i.e. the debt the subord. debt subordinated to.  Ex.:  if $80 reg. claim, 10 subord. claim, 10 senior claim, and 50 assets, 50 is 50% of remaining claims, so reg. gets 40, subord. 5, senior 5, then subord.'s 5 impliedly assigned to senior (subord. still has claim of 10, not 5, in case new assets come along to distribute!).  (Remember secured/unsecured, recourse/nonrecourse, and wage claims preferred ahead of all except secured claims.)

Types of subordination:

1) Complete subord. (close corps.)- no payment on subord. loan 'til senior debt completely paid off; and, liq., implied assignment subord. claim to senior claim 'til senior paid off.

Ex:  usually when close corp. original investors made loan to corp., then corp. seeks loan from bank, bank demands complete subord. of investors' loan to the bank loan.

2) Inchoate subord. (pub. corps.)- only subord. if "triggering event," e.g. bankruptcy, insolvency, default on senior debt.

Ex.:  corp. issues debentures subord. to all bank creditors, corp. can pay debentures at maturity even if bank creditors not paid as long as no triggering event has occurred.

-Why buy subord. debenture?  Higher int. to compensate for higher risk, and often convertible so can get in on corp. profits if want to but don't buy stock now because seems risky.

II.  GOVERNANCE OF THE CORPORATION

A.  The Directors' Role


1. Board required (Del 141(a)/NY 701)

Corp. to be managed by/under Board unless cert. provides otherwise.



2. # of Dirs. 




a.  Del.

1 or more members (Del 141(b))- # fixed by by-laws unless in cert.




b.  NY  

(NY 702(a))- 3 or more, except if less than 3 shrs. by-laws can provide for than 3 dirs. as long as as many dirs. as shrs.  

(NY 702(b))- if by-laws give Board power to amend by-laws to change # dirs., vote of maj. of Board req. 



3.  Qualification to be a dir.




a.  Del 141(b)

Not need be shr., but cert. or by-laws can so req. or can req. other things.




b.  NY 701

At least 18, cert. or by-laws can have other reqs.



4. Board action/Meetings/Quorum




a.  Quorum (Del 141(b)/NY 707) 

-maj. or dirs. unless cert. req. more.

-by-laws can, unless cert. provides otherwise, req. less than maj., though at least 1/3 of dirs. or 1 if there's only 1 dir.




b.  Vote for board action

-(Del 141(b)/NY 708(d))- maj. of dirs. at meeting unless cert./by-laws req. more.




c.  Meetings req. and notice

-(Del 141(f)/NY 708(b))- meeting req. unless all dirs. consent in writing.


-(NY 711)- reg. scheduled meetings, no notice req.;

 special meeting, notice to dirs. req., notice not need specify topic unless by-laws req., but if topic specified then Board can't act outside that topic unless all dirs. there (protects dirs. who decide based on topic in notice not to come).



5. Election




a. Del (Del 141(d)) 

-Can be staggered under cert. or by-laws as part of providing that diff. classes of stock elect diff. dirs.




b. NY (NY 703/704)

-Annually, unless:

Can be staggered under cert. or by-laws as part of providing that diff. classes of stock elect diff. dirs., 

as long as at least 3 dirs. in each class.



6. Derivative Suits

Continental (Xerox 2)- prereqs. for shrs. to bring derivative suit:

1) Request relief from Board, i.e. that Board bring suit on behalf of the corp., unless this be useless (e.g. if shrs. complaint is re a Board action); and

2) Alert other shrs. of grievance if prob. if w/in immediate control of shrs. w/o need for action of dirs./officers, unless this be useless.

(Ct. rejected arg. that shr. should be required to alert other shrs. to try to get them to pressure Board to bring suit or to simply not re-elect the Board, since this course be inadequate where shrs. no power to act or to force Board to do something and election remedy is inadequate since delay, esp. if staggered election of dirs., and min. of shrs. couldn't accomplish goals by election anyway.

Rationale:  stat. empowers Board to manage/supervise the corp., not the shrs., and Board not subject to control of shrs. re ord. bus. of the corp. unless authorized by stat. and shrs. little power of corp. initiative.



7.  Standard of care of dirs. towards corp./shrs. 

    (personal liability of dirs.)

Francis v. United Jersey Bank (p.495)-

-negl. standard for dirs. 

-cause-in-fact (but-for) and prox. cause also required.

-no exception for dummy/non-active dirs., so affirmative duty for dir. to know the bus. and act as a dir., i.e. not need know day-to-day details but need to read fin. stments and attend meetings, etc. 

-(but see bus. judgment rule, ct. won't 2nd-guess legit. bus. decisions).  

-Once dir. discovers wrongdoing, duty (to avoid being negl.) to object and resign or even to take affirmative steps to stop the wrongdoing if as here corp. fiduciary relat. to clients (reinsurance broker, also if bank, ins. co. investment co.) since held $ in trust for clients.

FACTS OF THE CASE:  dir. could've discovered misappropriation of funds if had merely looked at fin. stments which showed "loans to shrs." dwarfing corp.'s total assets, and prox. cause since could've prevented/stopped to loans by merely asking her shr./dir. sons to stop.

NY 402(b)(1)/Del 102(b)(7)- cert. can have provision lim. pers. liab. for $ dams. of dir. for breach fid. duty to:  a) breach duty of loyalty; b) lack good faith/intent. misconduct or illegal act; c) transaction from which dir. derives pers. benefit.


B.  Stockholder Meetings and Role


1.  When shareholders vote ***




a.  When shr. vote required

1) Election of Board (Del 211/NY 602); Removal of Board (Del 141(k)/NY 706).

2) "Fundamental changes," e.g. amend. cert., merger, sale of all assets, liquidation.

3) Amends. of cert. of incorp./bylaws proposed by Board.

4) Certain transactions 'tween corp. and Board/officers (see NYSE 312.03(a)/(b) in xerox-2).

5) Shr. approval of the following is NYSE prereq. for listing these shares:  Common stock or sec. convertible in to c.s. to be issued in other than a pub. offering for cash, where:  a) such new sec. will have voting power at least 20% of outstanding voting power before the issuance; b) # shs. of c.s. at least 20% of outstanding c.s. shares; or c) issuance will result in change in control of issuer. (NYSE 312.03(c)/(d) in xerox-2).




b.  When shr. vote allowed

1) Precatory resolutions- recommending action to Board (see special meetings below 2.b.).



2.  Meetings (calling of; notice of; req. for action)

Del + NY: 




a.  Annual meeting for election of dirs.

-at time in bylaws, can conduct any bus. (Del 211/NY 602).




b.  Special meetings

-can be called by Board or persons in cert./bylaws (Del 211/NY 602).

Matter of Auer v. Dressel (199)- where bylaws gave Pres. duty to call special meeting when requested to do so by maj. of shrs. who'd be entitled to vote at such meeting (i.e. shrs. have to have rt. to vote on such matter), ct. ordered Pres. to call special meeting where maj. of class A stock made request and class A stock was only stock entiled to vote on the proposed votes:  1) precatory resolution recommending to Board the reinstatement of former Pres. (shrs. no power to directly reinstate Pres., but resolution effectively threatens to not re-elect Board if don't reinstate former Pres.).




c.  Notice of meeting

-Notice req. 10-60 (10-50 in NY) days 'fore meeting, state time, date, and place and purpose if special meeting.  If adjourned, see stat. (Del 222/NY 605).




d.  Shr. action w/o meeting

-Shrs. can act w/o meeting if approve in writing in #s that would be req. at meeting (Del 228; 213(b) re record date)(Helps raiders who acquires over 1/2 of shs. who can then get the corp. to act w/o having to convince Board to call special meeting, assuming only maj. of shr. approval required, and this negates fact that shrs. can't call special meeting).



3.  Voting rts./Proxies




a.  Del 212

-1 vote per share unless cert. provides for more than 1 per sh. or no vote (see D. Cumulative voting).

-Proxy authorized.




b.  NY 

-1 vote per share unless cert. provides for more than 1 per sh. or no vote (NY 612), or unless cert. provides a class has no voting rts. (NY 613) (see D. Cumulative voting).

-Proxy authorized, see stat. re revocability, 11-month limit on validity unless proxy provides otherwise, prohibition on selling your vote (NY 609).



4.  Record date for voting

Del 213/NY 604:

Board fixes record date, see stat. re details.

(Corp. will give notice, then later on record date send notice to all shrs. of corp. records, then later voting date will come.)



5.  Quorum




a.  Del 216

-Fixed by cert./bylaws, but can't be less than 1/3 of shares entitled to vote.

-If cert./bylaws not specify, maj. of shares entitled to vote, same w/in a class if sep. vote of class is req.




b. NY 608

-Same as for Del.



6.  Vote required for shareholder action




a.  Del 216

-Fixed by cert./bylaws.

-If not fixed by cert./bylaws, then maj. of voting shares present, except plurality of shares present for election of dirs., except if sep. vote of class req., maj. of class req.




b.  NY 614

-Fixed by cert.

-If not fixed by cert., then maj. of votes cast, except plurality of votes cast for election of dirs.



7.  Shareholder duties re which way to vote

No duty, except controlling shr. duty to corp.



8.  Inspectors of shr. votes

Del 231/NY 610 + 611

Carey (xerox-2)- ct. reviewed validity of the vote rather than defering to inspectors, Slain disagreed.



9.  Corp. action nullifying, restricting, or reducing 

    more than other classes the per/sh. voting power of 

    a class of common stock.

Corp.'s stock won't be listed on NYSE (NYSE 313.00 in xerox-2).


C.  Stockholder Voting Agreements and other Stockholder 
   
    Agreements (usually in close corps.)


1.  Shr. voting agreements

E.G. re who to vote for for Board.




a. Del 

Del 218(c)/(e)- stockholder voting agreements valid, though not for more than 10 yrs. 

Del 212(e)- irrevocable proxy (one method of voting agreement).




b. NY 

NY 620- shr. voting agreements valid.

NY 609(a)/(f)- irrevocable proxy (one method of voting agreement).



2.  Shr. agreements restricting their discretion as 

    dirs.

NY 620- in close corp., i.e. not on an exchange of otc market, shrs. can unanimously agree:  

a) to amend cert. to have powers of the Board;

b) to amend cert. to restrict the Board from exercising its normal bus. discretion. (So could override McQuade).

McQuade (379)- (Shr. K restricting Board's discretion over appt. officers held invalid- maybe be deciding diff. today, see Galler.) Shr. agreement invalid in which 3 shrs. agreed to use best efforts to keep each other as dirs. and officers at specified salaries since Board must be left free to exercise bus. judgment in fulfilling stat. duty of overseeing man. of the bus., i.e. selecting officers and determining salary (so agreement to keep each other as dirs. o.k.).  Here, P shr. was dropped from being dir. and officer by 2 other shrs. who were also dirs. and officers.

Galler (387)- (non-NY, reflects trend toward greater approval of such shr. agreements) Shr. agreement valid in which the only 4 shrs. (2 couples) agreed:  1) as shrs. to vote each other dirs; 2) agreed as shrs. to vote as dir. the surviving spouse's nomination to replace deceased spouse; 3) agreed as dirs. to pay $50,000 div. out of accum. surplus (RE) in excess of $500,000; 4) agreed as dirs. to pay widow the deceased spouse's salary for x yrs.  

RULE:  1) and 2) valid as shr. voting agreements.  3) and 4) valid even though dir.'s bus. judgment restricted since:

a) No objecting min. int. (i.e. party not part of agreement objecting to enforcement of the agreement)(e.g. min. shr. might argue 4) injured the corp.);

b) No injury to creditors or public by enforcing the agreement (here creditors not hurt by div. req. because of restriction that divs. come out of RE over $500,000);

c) No clear stat. prohibition (aside from stat. mandating that Board manage the bus.).

POLICY:  in close corp., can't readily sell your stock if are upset w/ corp.'s dirs. or officers, so need to be able to be assured as to how dirs. and officers will act.


D.  Cumulative Voting
Del 214/NY 614- cert. can call for cum. voting.

Ex.:  If 2 dir. positions open and X owns 60 shares while Y owns 40, X could distribute his 120 votes (2 x 60) and Y his 80 votes any way he wants; thus, if Y puts all 80 on candidate A, X doesn't have enough votes to elect both directors (since he'd have to have 81 votes to beat candidate A and X doesn't have 162 votes).  W/0 cum. voting here, X would have 60 votes for each dir. position and Y 40, so X would elect both dirs.

Policy- prevents sit. where Y owns 1/3 of stock and X owns 2/3 and X's candidates win all 3 open dir. positions.

FORMULAS: 

1) To determine how many dirs. A can elect given X shares:

D = (X-1)(N+1)
       S

where N is the # of dirs. being elected in this particular election, and S is the # of shares actually going to be voted (not # present or # eligible to vote or # votes).  

-Once solve for D, can determine how A will vote by dividing his votes (not his shares) by D.

2) To determine # shares required to elect a given # of dirs. D:

X = S x D  +1/N

    N + 1


E.  Removal of Directors


a.  Del 141(k)

Any dir. or whole Board can be removed w/ or w/o cause by maj. of shrs. (of the class if the dir. elected by a class of stock), except:

a) if cum. voting, must be for cause if votes against removal would be enough to elect the dir. at election of entire Board (or entire class of dirs. if there are classes) at which same # of votes cast (so need to calc. how many shares needed to elect 1 dir. in cum. voting, and if this # of shares vote against removal then need cause and maj. eligible to vote in order to remove);

b) if Board staggered and divided into classes under 141(d), need cause unless cert. provides otherwise.

Significance of shr. removal power:  1) When X takes over corp. by acquiring controlling shs., he/it can remove unfriendly dirs. and replace them w/ friendly ones (So corp. as defense against takeover might provide for removal only for cause, though in reality unfriendly dirs. usually either become friendly or step down anyway, so not need rely on removal power.); 2) In close corp., controlling shr. may want to remove unfriendly dirs.



b.  NY 706

Same as Del above, except: 

a) for shrs. to remove w/o cause cert. or bylaws must so provide;

b) Board can also remove a dir., though only for cause, if cert. or bylaws provide, unless dir. elected by cum. voting or a class of shares;

c) court can remove dir. for cause in action brought by att.-gen. or 10% of shrs.  (This is useful when the dir. to be removed has enough voting power as a shr. to block removal by shrs.)


F.  Federal Regulation of Proxy Solicitations
[SEE section V.C. below!!!]
III.  ISSUING SECURITIES And PAYING DIVIDENDS


A.  Legal Capital and Dividends


1.  Authorized Capital Stock




a.  Del

1) If only 1 class authorized, cert. of incorp. to incl. # shares and par value if any. (Del 102(a)(4).

2) If more than 1 class, cert. to incl. # of shares in each class, par value if any, and rights (unless cert. authorizes Board to determine rts. upon issuance of the shares). (Del 102(a)(4)).  As to these rts.:  

-Redemption:  any class/series of stock may be made subject to redemption by corp. or shr. at their option or upon happening of some event, as long as at least 1 series or class w/ full voting powers isn't redeemable.  Corp. can redeem in exchange for cash, prop., rts., secs. at whatever rate/price is in cert. or resolution authorizing the shares (Del 151(b)).

-Dividends on preferred stock, cumulative/non-cum.:  cert. or Board resolution at time of issuance can set div. rate for preferred stock, and set whether cumulative, and then divs. if paid go 1st to preferred shrs. (Del 151(c)).

-Liquidation:  preferred rts. as stated in cert. or Board resolution. (Del 151(d)).

-Convertible:  into another class as stated in cert. or resolution. (Del 151(e)).

-Notice:  corp. must put rts. of stock on stock cert., or else stment that corp. will provide info. re rights upon request. (Del 151(f)).

-Certificate of designations, when rts. in Board resolution rather than cert.:  (in effect amends cert. of incorp.) to incl. the resolution and # of shares to which the resolution applies.  Board can change that # to which the resolution applies (but not above # of the class authorized by cert. and not below # of the class then outstanding).




b.  NY

Same as Del., except at least 1 class must be entitled to unlim. divs. and at least 1 class to full liquidation rts.

(See 512 + 513 re redemption).



2.  Dividends

-Stated/legal capital:  par value or, if no par, amt. set by Board (if no par and Board not set stated capital, entire consid. rec'd is stated capital under NY 506).

-Capital surplus (paid-in surplus):  amt. paid by shrs. for stock in excess of stated capital amt.

-Earned surplus/retained earnings:  profits.

Purpose of statutes below:  to protect creditors (and pref. shrs.).




a.  Del 170

Board can, subj. to restrictions in cert., pay divs. out of:

1) (Balance sheet test) Surplus (earned and capital-Del 154), can't impair stated capital (Board can increase capital surplus by taking from net assets (Del 154) or decrease capital (see Del 244), though not so can't pay debts; or
2) (Nimble div. provisiont) Net profits (also called current earnings) in yr. div. declared (can be estimate of what net profits will be) and/or preceding yr. (if they weren't distributed?), but can't impair preferred stock's pref. on assets upon liquidation (since pref. are more like creditors than stockholders since usually limited rt. to divs. in exchange for greater security).

So harder to pay divs. in NY.




b.  NY 510/102

Board can, subj. to restrictions in cert., pay divs.:

1) (Balance sheet test) If out of Surplus (earned and capital), can't impair stated capital; and
2) (Insolvency test) Corp. not insolvent or made insolvent by payment of divs. (insolvent in equity sense of not having cash to pay bills as they come due, not bankruptcy sense of market value of assets less than liabilities such that wouldn't be able pay off creditors if liquidated right after paying the div.); and
3) Notice to shr. if divs. coming out of capital surplus (pay 1st out of earned surplus).




c.  Suits  re divs.





(1).  To compel divs.

Board owes fid. duty to shrs., tension this w/ bus. judgment rule.

Suit will probably succeed if:

1) Bad faith of Board towards minority shrs.;

2) Divs. in effect distributed to favored shrs. though salaries, etc. which disfavored shrs. not get; and
3) Copr. has liquid assets in excess of needs of the bus. and thus available for divs.

Smith v. Atlantic Properties (438)- ct. ordered divs. to be paid where minority shr. breached fid. duty to maj. shrs. (usually no shr. fid. duty to corp. or other shrs., but here minority shr. was controlling shr. since had this veto) in close corp. by using his veto power provided in cert. to prevent divs., thereby causing tax penalty for unreas. accumulation of divs., mainly for pers. tax reasons.

(SEE II.C.2. re power under NY 620 to have cert. restriction on Board's normal bus. judgment discretion, and cases if no such stat. existed.)


B.  Issuing Stock


1.  Subscriptions

What are they:  K 'tween corp. (or corp. to be formed, K made on corp.'s behalf by incorporators) and subscriber, subscriber agrees to buy x shares at $y.

When used:  When forming close corp., promoters want to have K guarantee that they'll be able to raise certain amount of capital.  Also, they may want to pay for their shs. in installment.  (Today, corps. generally raise $ by outright sale of stock after incorp.)




a.  Del

-Revocability (by subscriber/shr.):  Subscription before incorporation irrevocable for 6 months unless:  a) otherwise provided by terms of the subscription; or b) all other subscribers consent. (Del 165).

-Enforceability:  subscription not enforceable unless in writing and signed by subscriber or agent. (Del 166).




b.  NY 503

-Revocability:  Subscription before incorporation irrevocable for 3 months unless:  a) otherwise provided by terms of the subscription; or b) all other subscribers consent. 

-Enforceability:  subscription not enforceable unless in writing and signed by subscriber or agent.

-When payment required:  determined by Board unless provided in terms of subscription; if Board calls for payments, must do so uniformly for all shares of same series/class.

-Default/forfeiture:  

If subscriber defaults, corp. can:  

a) try to collect the debt in same manner as any debt; or 

b) declare forfeiture of the subscription if give 30 days notice/chance to pay.


-If forfeiture and 50% or more paid already, corp. keeps the 
amt. already paid and must offer to sell (to anyone) the 
shares for the unpaid balance.


-If forfeiture and less than 50% paid already, corp. keeps 
amt. already paid and cancels subscription so shares become 
authorized but unissued.



2.  Consideration




a.  Del

-Form of consid:  must be money paid, labor done, or pers. prop. or real estate, or leases of real estate (Del Const. Art. IX ( 3).  (For stated capital portion, can't be promise for $ or services in future- see "fully paid" below.)

-Who determines consid.:  Board determines consid., unless cert. provides shrs. determine consid. (in which case maj. of shrs. entitled to vote on consid.) required unless cert. requires more) (Del 154).  Board's (or shrs.?) judgment conclusive as to consid.'s value, unless fraud (must be at least par) (Del 152).

-Stock "fully paid and non-assessable" if (Del 152):

1) Full consideration as determined by Board has been rec'd in form req. by Del Const. above; or

2) Amt. of consid. that's stated capital has been paid in Const.-required form, and corp. has rec'd binding obligations from purchaser to pay the balance (capital surplus), which doesn't need be in Const.-required form unless Board so requires..




b.  NY 504

-Form of consid.:  money, tang. or intang. prop., labor/service done (can't be promise to pay or do services in future).

-Who determines consid.:  1) If stock has par value, Board, but consid. must be at least par value; 2) If stock no par, Board, unless cert. says shrs. decide.

Board's or shrs.' determination of value of consid. conclusive unless fraud.

-Stock "fully paid and non-assessable" if:

Full consid. been paid.




c.  Suits

By creditors, corp., or other shrs. against shr.- can't sue if "fully paid and non-assessable."



3.  Types of Stock

(SEE III.A.1.)




a.  Common




b.  Preferred

(Like a bond more than stock since preferences insulate shr. from risk of unprofitability at cost of not taking as much part if corp. profitable since divs. usually limited.  Also, value of pref. goes down when int. rates up as w/ a bond.)

Types of Preferred:





(1) Divs.

Preferred div. paid before common.






(a) Participating/non-participating 




    (limited as to divs.)

If participating (usually not), shares divs. paid after preferred div. paid.






(b) Cumulative/non-cumulative

If cumulative (usually is), unpaid preferred divs. accumulate and must be paid before common can receive divs.





(2) Liquidation

If preferred re liq. (usually is), preference will be by terms of the stock (usually par value plus accrued preferred divs.).

Rothschild v. Liggett (xerox-3)- where Liggett's cert. provided that pref. shrs. receive par + accum. divs. upon liquidation of Liggett, and pref. receive less than that amount when pref. cashed out in merger GM sub. into Liggett after GM sub. acquired much of Liggett stock in t.o., cert. not violated (by Liggett Board and GM) since this wasn't a "liquidation" (Liggett sells assets for cash, pays liabilities, then corp. buys back shrs.' stock and dissolves, leaving Liggett shrs. w/ cash in place of stock and Liggett no longer exists) but a "merger," even though effect was the same (aside from fact Liggett still existed after merger), because of Del. "independent legal significance" doctrine.  (See IV. re Del. merger stat., which allows such a merger.)






(a) Participating/non-participating

If participating (usually not), participates in liq. distributions after preferred liq. distribution.





(3) Voting






(a) Full voting rts.

Votes as all issues that the common vote on (not necessarily same ratio of votes per share, maybe more votes per sh. than common since 1 sh. of pref. often represents larger investment than 1 sh. of common).






(b) Class voting rts.






(c) Contingent voting rts.

(Most pref. have contingent voting rts.)

Vote if corp. fails to pay divs. (NYSE req. that pref. have at least this much voting power).

Baron v. Allied (xerox-3)- where pref. had rt. as class to elect maj. of dirs. if divs. not paid for 6 quarters, and pref.'s Board did not pay off pref. divs. as soon as corp. had the legal ability to do so, pref.'s Board not required to do so since Board has bus. judgment discretion re divs. (this true even if cert. says pref. voting rt. lasts only until there're funds sufficient to pay the divs.- see rationale 1) below), but pref.'s Board has fid. duty to shrs. and can't indefinately plow profits back into the corp. in order to perpetuate their terms as dirs. 

Rationale:  1) Purpose of contingent voting rt. here wasn't to allow pref. to elect Board merely so Board could pay divs. as soon as could, but also to give a new Board a chance since old Board obviously wasn't doing well if no divs. for 6 quarters; 2) Normal state of things is for common to control Board, and 
**Board fid. duty primarily to common before pref., so pref.'s Board can't perpetuate itself forever.






(d) Limited voting rts.

Vote on specified matters, but not all that common vote on.






(e) Nonvoting





(4) Redemption (callable)

(Usually redeemable) See st. statutes (III.A.1.- pref. can be redeemable as long as at least 1 class of stock having full voting rts. isn't redeemable).





(5) Conversion

Pref. may be convertible into common if so provided, will be for set price above what common worth at time pref. issued (If it's convertible, will almost certainly be redeemable also- since, if common goes up above price pref. shr. could get it for by converting, pref. shr. will have value of the common because could convert yet retain pref. re divs., so he could sell pref. for more than common if converted.  So corp. will force pref. shr. to convert by saying will redeem at par otherwise- if pref. sued corp. for forcing conversion to protect common from dilution at expense of pref., would lose since Board primary fid. duty to common, see Baron (3)(c) above.).

IV.  FUNDAMENTAL CHANGES


A.  Charter Amendments


1.  Del 242




a.  Amendments authorized

-anything that would be lawful to put in orig. cert.

Exs.:

-add corp. rt. to redeem (not listed in stat., but be legit. in orig. cert. under Del 151(b)). 

-change corp. name

-change nature of bus.

-change #/nature of stock (not incl. redemption? Del 151(b)

-change duration of corp.

-*cancel or affect rt. of shrs. to receive accrued (cumulative) but undeclared divs. (Purpose:  to enable corps. to unload the burden of accrued divs. and so get new financing.)
McNulty (xerox-4)- this provision not violation of due process "prop." clause since no prop. rt. to the divs. since undeclared divs. aren't debts, and shr. takes stock subject to st.'s "reserved power" (Dartmouth College case) in st. const. to amend corp. charters, and not violation re divs. accrued before the statute was passed either.  St. couldn't destroy true prop. rts. under reserved power, e.g. declared divs. or K 'tween corp. and 3rd party.

(NY 110- reserved power.)




b.  Procedure to amend





(1). Board must adopt resolution advising to the shrs. that the amend. be passed (so shrs. no power to put an amend. up for shr. approval) and calling a shr. meeting (see II.B.2.); and




(2).






(a). Maj. of shrs. entitled (by cert. or this stat.) to vote on the amend. (maj. of eligible voters incl. classes entitled to vote under (b). below, not maj. of quorum!); and





(b). Maj. of each class (or series w/in the class) entitled to vote as a class/series on the amend- 

(class/series entitled to vote as class, even if not stated by cert., if amend.:  

a) would incr./decr. # of shares in the class/series; 

b) incr./decr. par value of shares in the class/series; or 

c) adversely change the class/series shares' powers/rts./preferences ("adverse" not incl. relative to other classes e.g. creation of new pref. class w/ 1st crack at divs., but means absolute- diff. in NY)), 
except don't need b.(2). if:

1) orig. cert. so provides;

2) amend. to cert. passed before the class created so provides;

3) amend. to cert. which created the class so provides;

4) amend. to cert. passed after the class created so provides,        and maj. of the class authorized such a provision through a        resolution; 

(Rationale for (b)- protect common from taking unfair advantage of pref., e.g. eliminating pref.'s accrued divs.; pref. might approve if Board says it won't pay any divs. unless pref. approves the amend.)

except see (3) below if the amend. seeks to change a supermaj. provision.






(c).  Can't amend. supermaj. requirement (e.g. to approve merger) w/o at least the supermaj.

(This diff. from NY).






2.  NY




a.  Amendments authorized

NY 801 (basically same as Del above IV.A.1.)- 

(801(b)(12) authorizes wiping out accrued divs.)

(801(b)(12) also explicitly authorizes amend. re redemption rts., though see 512/513 re whether such provision be lawful.)




b.  Procedure to amend.

NY 803/804- same as Del. above, except:

1) Maj. of class/series is required if amend. subordinates their rts. by authorizing shares w/ superior rts. (i.e. relative reduction in rts., not just absolute as in Del., so greater protection for pref. than in Del.) (NY 804(3));

2) No provision for exceptions to when class maj. required (including supermaj. provision).




c.  Contents of cert. of amend.

NY 805


B.  Merger/Consolidation


1.  Merger

Applicability of stats. below:

De Facto Merger doctrine (could affect appraisal rts. or voting rts. on the trans.):

Hariton (Delaware) (1126)- no de facto merger doctrine since have 
"independent legal significance" doctrine.

Farris (1129)- (agreement for sale of all assets/liabs. for purchaser's stock, seller to distribute purchaser's stock to its shrs., and seller to then dissolve) Pa. ct. held de facto merger, and so appraisal rts. for Pa. corp.'s shrs. under stat. providing for appraisal rts. when merger, since:

1) end result was same as if it were merger, i.e. only 1 corp. left which had assets and liabs. of disappearing corp., and shrs. of corp. that no longer exists became shrs. of purchasing corp.;

2) sale agreement called for dissolution of selling corp.; and

3) whole purpose of structing the transaction like this was to avoid Pa. stat. providing appraisal rts. when merger but not when purchase all assets of another corp., and to avoid Del. stat. providing appraisal rts. for merger but not for sale of all assets.

New York- unclear, but probably won't find out since NY 910 usually provides for appraisal rts. by seller (unlike Del.).

Other exs.:  

-Cash-out merger:  if had equiv. of cash-out merger, i.e. sale of assets for cash and then seller dissolve, less likely de facto merger.

-Exchange offer then back-end merger:  maybe de facto merger.




a.  Statutory Merger

B (or B and Z) merges into A, B shrs. exchange their B shares for A shares.  Left w/ only A, w/ former B shrs. now shrs. of A. 





(1). Del






(a). Approval by both Boards

Del 251(b)- Required (shrs. can't force Board to vote on a merger proposed by shrs.).

-The agreement of merger/consol. approved by the Boards must state:  

a) terms;

b) any amends. to cert. of surviving corp.;

c) consideration disappearing corp.'s shrs. for their shares- can be shares of surviving corp., other secs. of surviving corp., cash (cash-out merger), prop., etc.






(b). Approval by Shrs. of disappearing 




     corp.

Del 251(c)- Required by maj. of shrs. entitled to vote on merger (not maj. of quorum), except (Del 251(f)) if no shares of the disappearing corp. have been issued prior to Board's approval of the merger,

(So no class voting, so could eliminate pref. accrued divs. if agreement so provides or pref. shrs. will merely get new stock of surviving corp.),

and except see D. below re short-form mergers.






(c). Approval by Shrs. of surviving 




     corp.

Del 251(c)- Required by maj. of shrs. entitled to vote on merger agreement (not maj. of quorum)(but no class voting unless in cert.),

except see D. below re short-form mergers,

and except (Del 251(f)) not if (below exceptions not apply if cert. of surviving corp. requires shr. approval):

1), or 2),3), and 4):

1) if no shares of the surviving corp. have been issued prior to Board's approval of the merger; or
SMALL MERGERS/CASH-OUT MERGERS:

2) merger doesn't amend. surviving corp.'s cert. at all; and
3) every share of surviving corp. immediately prior to effective date of merger is to be identical after merger (though treasury share may become outstanding share or vice versa); and
4) either 


a) no shares of surviving corp.'s common (or other secs. convertible into common) are to be issued under the merger (e.g. to disappearing corp.'s shrs.)(e.g. cash-out merger); or

b) the shares of surviving corp. common (or other secs. convertible into common) which are to be issued under the merger (e.g. to disappearing corp.'s shrs.) don't exceed 20% of outstanding (already issued) shares of surviving corp. common immediately prior to merger.

Rationale for req. approval of surviving corp.'s shrs.- ownership of surviving shrs. is diluted by issuance of surviving corp. shares to former shrs. of disappearing corp.






(d). Filing merger agreement 

Del 251(c).






(e). Terminating merger prior to filing 




     of merger agreement.

Del 251(d)- if merger/consol. agreement so provides, Board of either/any corp. may terminate the merger prior to filing the agreement despite shr. approval.






(f). Amending merger agreement prior to 




     filing it.

Del 251(d)- if merger/consol. agreement so provides, Boards can both agree to amend the agreement,

except can't if:

1) amend. made after shrs. of 1 of the corps. approved the merger; and
2) amend. would change the consideration the shrs. of disappearing corp. are to receive (if same shrs. already approved the merger); or

3) amend. to the agreement would change what the surviving corp.'s cert. would've been under the agreeement; or

4) amend. would adversely affect any class/series of stock in corp. whose shrs. already approved the agreement.






(g). Rts./Liabilities of surviving corp.

Del 259- all those of corps. merged into surviving corp.

Del 261- all pending action against disappearing corps. continue against surviving corp.





(2). NY






(a). Approval by both Boards

NY 902 (same as Del.)- Required (shrs. can't force Board to vote on a merger proposed by shrs.).

-The agreement of merger/consol. approved by the Boards must state:  

a) terms;

b) any amends. to cert. of surviving corp.;

c) consideration disappearing corp.'s shrs. for their shares- can be shares of surviving corp., other secs. of surviving corp., cash (cash-out merger), prop., etc.






(b). Approval by Shrs. of disappearing 




     corp.

NY 903- Required by 2/3 (diff. from Del.) of shrs. entitled to vote on merger (not maj. of quorum), but class vote - maj. (unlike Del.) req. regardless of cert. if merger contains provision that if contained in an amend. to cert. would req. class vote (IV.A.2.b. above-NY 803/4), 

and no exceptions as under Del 251(f) (i.e. no small merger exception),

except see D. below re short-form mergers.






(c). Approval by Shrs. of surviving 




     corp.

NY 903- Required by 2/3 (diff. from Del.) of shrs. entitled to vote on merger (not maj. of quorum), but class vote - maj. (unlike Del.) req. regardless of cert. if merger contains provision that if contained in an amend. to cert. would req. class vote (IV.A.2.b. above-NY 803/4),
and no exceptions as under Del 251(f),

except see D. below re short-form mergers.






(d). Filing merger agreement 

NY 904






(e). Terminating merger prior to filing 




     of merger agreement.

NY 903(b)- if merger/consol. agreement so provides, Board of either/any corp. may terminate the merger prior to filing the agreement despite shr. approval.






(f). Amending merger agreement prior to 




     filing it.

No provision for this (unlike in Del. under Del 251(d)).






(g). Rts./Liabilities of surviving corp.

NY 906(b)- all those of corps. merged into surviving corp.

NY 906(b)(3)- all pending action against disappearing corps. continue against surviving corp.
 




b.  Triangular Merger

A forms a wholly-owned sub. As.  B statutory merger into As (see IV.B.1.a. re reqs. for stat. merger).  B shrs. exchange B shares for A shares.  Left w/ A whole-owner of As, which is comprised of what were assets of B; former B shrs. now shrs. of A.

Purpose- deprive A shrs. of vote since A isn't merging.




c.  Reverse triangular merger

Same as triangular merger, except As merges into B (see IV.B.1.a. re reqs. for stat. merger) instead of vice versa, so A exchanges its As shares for B shares, and left w/ A whole-owner of B instead of As.  As w/ triangular merger, former B shrs. now shrs. of A.

Purpose- can deprive B shrs. of appraisal rts. in most sts. (NY/Del ???) if have B buy assets of As for B stock and then As distribute B stock to A and dissolve (though then not technically a merger), since no appraisal rts. for purchaser of all assets of another corp.



2.  Consolidation

A and B merge into C, which is created by the merger, left w/ only C, A and B shrs. exchange their A and B stock for C stock.

(SEE IV.B.- same reqs. as for statutory merger).


C.  Sale of Assets
Purpose- Often same result as merger, but usually acquiring co. not agree to assume unknown liabs. which are assumed under stat. merger.



1.  Assets for cash or debt secs.

A buys B's assets in exchange for cash or A bonds.  Left w/ two corps., A and B (unlike w/ merger), and A has what were B's assets.



2.  Assets for stock

A buys B's assets in exchange for A stock.  

Then either:  




a. B remains alive as a holding co., 

such that A owns what were B's assets and B is a shr. of A; or 




b. B liquidates, distributes A stock to B shrs. then dissolves, so left w/ only A owning what were B's assets and former B shrs. owning A stock (same econ. result as merger, but usually not assume unknown liabs. ).



3.  Law governing asset sales




a.  Del 271





(1).  Board/shr. approval

-If "all or substantially all" corp. assets sold, Board and shr. approval req. (maj. of stock entitled to vote on such sale).

-If not "all/subs. all" assets sold, neither Board approval nor shr. approval req.





(2).  Cancellation of sale after shr. 




 approval.

Can be done by Board (subj. to K law, etc.).




b.  NY 909

Same as Del. above, except need 2/3 shares entitled to vote on the sale of "all/subs. all" assets.



4.  Law governing purchase of all assets of another co.




a.  Del/NY- No vote by shrs. of purchasing corp. unless in cert. or need to amend cert. to authorize more shares if buy w/ stock.




b.  NYSE 312.03

If purchaser buying all assets for another corp. in exchange for purchaser's stock listed on NYSE, NYSE req. approval by purchaser's shrs.


D.  Short-form Mergers
Purpose- vote by subsid.'s shrs. be futile since parent owns over 90%, and vote by subsid.'s Board also pointless since controlled by parent, and not need vote by parent shrs. when subsid. merged into parent since not fundamental change since parent already controlled subsid.



1.  Del 253




a.  Subsid. merges into parent

Only Board approval of parent req., not Board approval of subsid. or shr. approval of either parent or subsid., if:

1) Parent owns at least 90% of each class of subsid. stock;

2) Either parent or subsid. or both is Del. corp.;

3) If parent doesn't own all subsid.'s stock, Board resolution states what consid. (not have to be parent stock, i.e. can be cash-out merger) is being given to the subsid.'s shrs. other than parent.




b.  Parent merges into subsid. (downstream merger)

Same as a. above, except:

1) Board resolution shall provide for pro rata issuance of subsid.'s stock (can't be anything else) to parent's shrs.; 

2) Maj. of parent shrs. approve; and

3) Notice after the merger to non-parent shrs. of subsid.?

Bove (1269)- RI ct. followed Del. "ind. legal sig." doctrine in holding that downstream merger into shell subsid. for sole purpose of elim. pref. accrued divs. wasn't de facto charter amend. of parent's cert., and so stat. provisions re pref. class vote when charter amend. elim. accrued divs. not apply.  Plus didn't matter that stat. authorizing this downstream merger w/o parent shr. vote passed after pref. was issued since pref. took stock subject to st.'s "reserved power" to amend. cert. through stats.



2.  NY 905




a.  Subsid. merges into parent

Only Board approval of parent req., not Board approval of subsid. or shr. approval of either parent or subsid., if:

1) Parent owns at least 90% of each class of subsid. stock;

2) (Unlike Del.) Both corps. are NY corps.; and

3) If parent doesn't own all subsid.'s stock, Board resolution states what consid. (not have to be parent stock, i.e. can be cash-out merger) is being given to the subsid.'s shrs. other than parent (905(a)(3));

4) Any non-parent shrs. of subsid. shall be given notice- copy or outline of merger plan 905(b).




b.  Parent merges into subsid. (downstream merger)

Same as a. above, except:

1) Board resolution shall provide for:


-pro rata issuance of subsid.'s stock (can't be anything else) to parent's shrs. (905(a)(4)); and


-amends. to surviving corp.'s charter; and

2) (unlike Del.) 2/3 of parent shares entitled to vote approve, and maj. of class if merger contains provisions which if contained in an amend. to parent's cert. would bring class vote (see IV.A.2.b. above- NY 803/4).

Abandonment even after shr. approval- permitted by parent Board w/o shr. approval (905(e).


E.  Appraisal and Valuation


1.  Appraisal

EXCLUSIVITY of appraisal remedy:

Bove (1269)- RI ct. followed Del. "ind. legal sig." doctrine in holding that downstream merger into shell subsid. for sole purpose of elim. pref. accrued divs. wasn't de facto charter amend. of parent's cert., and so stat. provisions re pref. class vote when charter amend. elim. accrued divs. not apply.

Ct. implied that existence of appraisal remedy might be exclusive.

NY 623(k)- appraisal exclusive except for action on grounds that the transaction unlawful/fraudulent as to the P shr. (simple allegation of raw deal not enough to avoid exclusivity).

Del.- no stat. exclusivity, but probably exclusive if claim based on simple unfairness as opposed to illegality/fraud/self-dealing.

Rabkin (Del.)- ct. interpreted exception to exclusivity of appraisal remedy broadly to include case where Olin Corp. bought maj. shrs.'s shares for $25/sh. w/ agreement to buy min. shares for same price if bought them w/in 1 yr., then bought min. shares for $20/sh. in cash-out merger weeks after 1 yr. expired, so P could get injunction or class money-damages if could prove Olin intentionally waited 1 yr. just to screw min. shrs.




a.  Del 262





(1).  When entitled to appraisal






(a).  Mergers

1) Stat. merger/Consol. under 251(stat. merger)/252/257/258/263.

2) Short-form merger (253) for non-parent shrs. of Del. subsid., if any, but not for parent shrs. (262(b)(3)) (rationale- risk non-parent shrs. be treated unfairly in the deal).

3) Shr. of Del. corp. who's neither voted for nor consented to the merger/consol.

4) Shr. holds shares through effective date of merger.

5) Shr. makes demand for appraisal in accord w/ stat.

but no appraisal if:
1) the stock, or class/series thereof, was listed on a nat. sec. exchange or as a nat. market system sec. by NASD as of record date for vote re merger (rationale- could essentially get appraisal by selling, and effic. market hypoth. that market price reflects the fair value so don't need judicial appraisal); or

2) more than 2,000 record shrs as of record date (rationale- could essentially get appraisal by selling, and effic. market hypoth. that market price reflects the fair value so don't need judicial appraisal)); or

3) shr. was of surviving corp. before merger and was 251(f) small merger not requiring shr. approval (rationale- trans. is more like a purchase of assets than a merger, nature of larger corp.'s shrs.' investment hasn't changed much).

except:

above instances where no appraisal rt. do not apply, i.e. shrs. do get appraisal rt., if:  shr. req. by a 251 stat. merger to receive, in exchange for stock described in "but no appraisal if," anything other than:  a) stock of surviving corp.; b) stock of a corp. that on effective date of merger in listed on nat. sec. exchange or as nat. market sys. sec. by NASD, or held by more than 2,000 shrs.; c) cash; d) any combo of a, b, and c.






(b). Charter amends.; mergers w/ no appraisal rts. under by (a); sale of all/subs. all assets.

-*cert. can provide for appraisal rts. in these sits.





(2).  Procedure for shr. to get appraisal

a) -Corp. must give notice 20 days before shr. vote on merger to shrs. that have rt. of appraisal.

-Shr. must demand appraisal before the shr. vote on merger, i.e. vote against the merger doesn't constitute a demand.

-Shr. can't vote for or consent to the merger.

or
b) -If short-form merger under 253, corp. must notify (before effective date of merger or w/in 10 days after) shrs. entitled to appraisal that they're entitled to appraisal.

-Shr. to demand appraisal w/in 20 days after notice mailed by corp.





(3).  Status of shr. after requests appraisal

262(k)- once demand appraisal, not entitled to vote, or receive divs. (unless declared before demand of appraisal).





(4).  Cancellation of appraisal demand

262(k)- shr. can cancel demand w/in 60 days of effective date of merger, or w/ written approval of corp.




b.  NY





(1).  When entitled to appraisal






(a).  Mergers

1) Stat. merger/Consol. (not incl. short-form merger)(NY 910), except no appraisal rt. for shr. of surviving corp. unless merger adversely affects his shares by (806(b)(6)):  a) altering (relative?) or abolishing a pref.; b) creates/alters/abolishes anything re redemption; c) alters/abolishes any preemptive rt. of the shr. to buy certain securities; d) limits/excludes rt. of shr. to vote on any matter, except as result of new issuance of stock w/ voting rts.

2) Short-form merger for non-parent shrs. of Del. subsid. (905(a)(2)), if any, but not for parent shrs. (905(a)(1)(A)(i)) (rationale- risk non-parent shrs. be treated unfairly in the deal).

3) Sale all/subs. all assets where shr. approval req. under 909, except not if sale is wholly for cash and shr. approval is conditioned on the dissolution of the corp. and distribution of net assets to shrs. w/in 1 yr. of the sale.

4) Small merger (unlike Del.)- since NY has no exception to voting rts. for small mergers.

5) Cert. cannot provide for appraisal rt. if stat. doesn't (unlike Del.)

6) Shr.'s stock listed on NYSE (unlike Del.).

7) Shr. of NY corp. entitled to vote (entitlement to vote not req. in Del.???) who's neither voted for nor consented to the merger/consol.

8) Shr. makes demand for appraisal in accord w/ NY 623.






(b). Charter amends.

(NY 806(b)(6))- (no such provision in Del.) Appraisal rts. if amend. adversely affects shr.'s shares by:  

a) altering (relative?) or abolishing a pref.; 

b) creates/alters/abolishes anything re redemption; 

c) alters/abolishes any preemptive rt. of the shr. to buy certain securities; or 

d) limits/excludes rt. of shr. to vote on any matter, except as result of new issuance of stock w/ voting rts.





(2).  Procedure for shr. to get appraisal

NY 623:

-Corp. must give notice of shr. meeting in accord w/ NY stat.

-Shr. must demand appraisal before the shr. vote on merger, i.e. vote against the merger doesn't constitute a demand, unless corp. didn't provide notice of the shr. meeting.

-Shr. can't vote for or consent to the merger.

-Shr. must make written demand on corp. for payment of fair value of shares w/in 20 days after corp. notifies him the transaction was approved.





(3).  Corp. offer to pay fair value

623(g)- (unlike Del.) corp. required offer what it considers fair value for the shares of dissenting shrs.





(4).  Status of shr. after requests appraisal

623(e)- once demand appraisal, not entitled to vote, or receive divs. (unless declared before demand of appraisal).





(5).  Cancellation of appraisal demand

623(e)- shr. can cancel demand w/in 60 days of effective date of merger.



2.  Valuation




a.  Del

262(h)- fair value (based on all relevant factors) exclusive of element arising from the transaction leading to appraisal, + fair rate of int. (rationale- dissenter not entitled to value attributable to the transaction he dissenting from).

Del. block method (Piemonte- 1094)- Ct. decides what % of the valuation shall be attributed to each of the 3 factors:

1) market price just before trans. announced (lesser % if not much of the stock is publicly traded);

2) net asset value (usually see what worth if liq., though could be the usually higher "going concern" value i.e. what buyer'd pay if was going to continue the bus.);

3) earnings value (ave. earnings for some prior period, excluding one-time earnings, times a "multiplier" w/ object of getting pv of future income stream)(problem w/ this is no attempt is made to est. future earnings, which are usually higher than past earnings because of growing econ. and inflation, cts. end up w/ lower # than would stock analysts and w/ lower # than for 1) or 2));

4) not need to consider div. value.

Weinberger (1169)- Del. abandons/changes Del. block method- ct. required to allow proof of stock value by methods used by fin. community (e.g. corp. valuation studies and expert test. re takeover premium i.e. how much price offered to shr. in e.g. merger was premium above its value), though can still look at Del. block factors.




b.  NY

NY 910/623- "fair value"


F.  Dissolution
Remedy for min. shrs. oppressed by maj., e.g. in close corp. w/ 2 shrs. where 1 running it but he not paid salary because all decisions neeeded signature of both shrs.



1.  Del




a.  Board approval

Del 275- Need maj. of whole Board, unless all approval by all shrs. entitled to vote.




b.  Shr. approval

Del 275- 

-Need, after Board approval, maj. of stock entitled to vote; or
-w/o Board approval, need all shrs. entitled to vote.




c.  Abandonment after approval

Del 275(e)- Board can abandon after shr. approval, even if unananimous shr. approval.




d.  Existence after dissolution

Del 278- corp. continues for 3 yrs. or longer if ct. directs for purpose of:  a) lawsuits (past 3 yrs. if necessary); b) pay debts; c) distribute net assets to shrs.




e.  See also...

Del 279- appt. of trustee/receiver after dissolution.

280- notice to claimants.

281- payments and distributions to claimants and shrs.

282- liability of shrs. of dissolved corp. (amt. distributed to shr. under 281).



2.  NY




a.  Board approval

None required.




b.  Shr. approval

2/3 of shares entitled to vote on dissolution, unless cert. provides that diff. #/proportion of shr. votes can dissolve corp.




c.  Existence after approval

NY 1006- sim. to Del. above.




d.  See also...

NY 1007- notice to creditors.

1103- shrs. petition for judicial dissolution.

1104- shrs. petition when inaction because of deadlock amonst dirs. or shrs.



V.  FEDERAL CORPORATION LAW


A.  '33 Act Disclosure Upon Issuance System

(5- illegal for corp./underwriter to use means of interst. commerce to publicly issue (or merely sell, but usually applies to new issues, incl. in mergers) sec. (incl. bonds) unless:

1) registration stment (includes prospectus) filed w/ SEC (disclosures re issuer and the sec. as req. by Reg. S-K); and 

2) prospectus (but not rest of reg. stment) delivered to buyer.


B.  '34 Act Continuous Disclosure System


1.  Applicability to issuers (stocks of issuers)




a.  Stocks listed on nat. sec. exchange

(12(a)- nat. sec. exchange incl. regional exchanges.




b.  OTC (NASDAQ) stock of co. w/ assets over $5 


    mill., and a class of stock w/ 500 or more 


    record shrs.

(12(g)/Rule 12g-1.



2.  Reports by issuers

(13(a)/15(d)- registration w/ SEC.

1) Form 10

2) annual report each yr., Form 10-K;

3) quarterly fin. report every 3 mnths., Form 10-Q;

4) report of major bus. developments (changes in control, acq. or sale of sig. assets, resignations of dirs., etc.), to be reported w/in 15 days of occurrence, Form 8-K;

5) (12(a) 

Unlawful for:  1) member of exchange, broker, or dealer to effect a transaction of a sec. on a nat. exchange unless registered as above; 2) 


C.  Federal Proxy Regulation

[SEE ALSO section II. above re state law re shr. meeting and voting, etc.]
Purpose- full disclosure so shr. decisions fully-informed; reality is that disclosure allows ind. shr. to decide whether or not to sell since most ind. shrs. either will vote w/ management or sell (diff. for inst. investor).

Relation to st. laws:  St. law quorum requirements and reality that shrs. won't show physically to a meeting mean proxies are necessary (unless man. has maj. of stock, but then 14(c) still requires certain info. be given shrs.).



1.  When fed. proxy regs. apply

*-to secs. registered under sec. 12 of '34 Act (SEE section V.B.1. above), w/ 

Rule 14a-2 exceptions:  solicitation not by or on behalf of management of 10 or fewer shrs.; request for instructions on how to vote by broker record holder to beneficial shr.

-to "proxy solicitations," incl. oral solicitation, ads, etc.



2.  14(a) '34 Act

Merely authorizes SEC rules (below), forbids proxy in violation of those rules below.




a.  Rule 14a-3 info. to be furnished shrs.





(1).  14a-3(a) proxy stment

See sched. 14A (p.744), incl. e.g.:

1) conflicts of int.; 2) details of any compensation plan to be voted on; 3) comp. paid to 5 highest-paid officers; 4) details of any major corp. change to be voted on.





(2).  14a-3(b) annual report

-Required when solicitation made by registrant re annual meeting (or written consent in lieu of annual meeting) and dirs. to be elected.

-See rule re what annual report must contain, e.g. audited balance sheets and inc. stments.




b.  Rule 14a-4 reqs. for proxy form

(See ex. p. 767)

(a) Info. proxy form must contain.

(b) Proxy form must provide means to indicate vote, etc.

(c) Proxy can confer discretionary authority (as opposed to e.g. authority to vote for candidate X) in certain situations.




c.  Rule 14a-6 filing reqs.




d.  Rule 14a-7 if shr. proposal, 

corp. req. mail shr. proxy or provide proponent w/ shr. list and pay proponent's mailing costs. (If management also soliciting proxies, shr. proponent should instead use 14a-8 to piggyback.)




e.  Rule 14a-8 proposals by shrs.

(See d. above)

-Registrant corp. shall set forth shr.'s proposal in registrant's proxy stment if:

(SEE 14a-8(a)/(c)) 

-Proponent has had at least 1% or $1,000 market value of secs. entitled to vote on the proposal for at least 1 yr. and holds it 'til meeting ((a)(1)).

-Proponent must provide registrant w/ sufficient notice, see rule re # days. ((a)(2)/(3)).

-Proponent must show at the meeting or have a rep. show. ((a)(2))

-Only 1 proposal. ((a)(4)).

-Supporting stment. ((b)(1)).

-I.d. ((b)(2)).

-Proposal w/in powers of shrs. under st. law (e.g. shrs. under st. law usually can't order dirs. do something, can only request/ recommend). ((c)(1)).

-Propsal not call for anything that'd violate st. or fed. law (e.g. fraud). ((c)(2)).

-Proposal can't be re ord. bus. operations (14a-8(c)(7)-see Wal-Mart case below).

-Proposal can't be re aspect of corp. less than 5% of assets, less than 5% earnings, and not significantly related to the bus. ((c)(5)).

-Proposal can't be counter to a proposal submitted by registrant.

((c)(9)).

-Proposal can't relate to an election for office??!!!((c)(8)).

-Proposal can't call for something beyond registrant's powers. ((c)(6)).

-Proposal can't be re divs. ((c)(13)).

*If management decides omit shr. proposal, must 1st notify SEC, which will either issue non-binding but reliable no-action letter or order includsion of the shr. proposal (14a-8(d)).  If man. excludes proposal and SEC issues no-action letter, proponent can go to ct. to try get ct. order management to incl. the proposal.

Amalgamated v. Wal-Mart (xerox-2)- under 14a-8, ct. enjoined D Wal-Mart from mailing out proxies w/o P-shr.'s proposed resolution, held proposal not re "ord. bus. operations" exception under 14a-8(c)(7).  Proposal here requested Board to prepare and distribute reports re:  a) corp.'s efforts to publicize its eq. employment opp. policies to its supplies; b) corp.'s efforts to to purchase goods from minority/female-owned suppliers; c) stats. re race/sex/etc. of employees; d) description aff. action programs.

STANDARD:  1) Deference to SEC interpretive release, i.e. corp. can exclude "proposals that are mundane in nature and do not involve any substantial policy considerations"; 2) No deference to SEC no-action letters re specific cases, but ct. can look at them (here ct. rejected no-action letter position as conflicting w/ interp. release).

HELD:  Even though proposal related to mundane day-to-day employment matters, it also involved substantial policy considerations (EEO) and so not excludable from Wal-Mart's proxy, though portion that requests details re a) and d) excludable since no substantial policy considerations in P's knowing every single thing corp. has done to implement its policies (So Ps entitled to report re implementation of policies, not just input re adopting policies, but not entitled to minute details re implementation, only general description that not put a huge burden on Board to make.)




f.  Rule 14a-9 Proxy Fraud 

Proxy can't incl. any material false stments or omissions.

Shr. implied rt. of private action- for inj. or damages.





(1).  Materiality of "facts"

Misstment/omission in proxy materials must've been such that would've been important to voting decision of reas. shr., but not need show that probably would've caused a reas. shr. to vote differently.

Virginia Bankshares- if management merely states reasons for recommending the transaction that aren't its real reasons, this isn't misstment of "fact" that's actionable; but if, as in this case, man. states that reason was good price offered, and price shown not really to be good in addition to price not being man.'s real reason, then this is "fact" and actionable if material.

Mills- taken to establish low standard for materiality.





(2).  Causation/reliance

Mills v. Electric- P shr. not need show reliance on misstments/omissions, but rather causation presumed as long as proxy was necessary for the action to be voted on to be taken (i.e. if solicitor could've approved transaction by itself w/o proxy).





(3).  Scienter

Undecided, but probably negl. (argue no scienter req. since 14a-9 not constrained by 14(a) the same way 10b-5 constrained by 10(b)).





(4).  Remedies



3.  14(c) of '34 Act




a.  Applicabiity of 14(c)

-Even if registrant not solicit proxies under 14(a), it must comply w/ sec. 14(c) before annual shr. meeting, special meeting, or corp. action by written shr. authorization.




b.  Rule 14c-2 info. stment

-Registrant must send info. stment to shrs. entitled to vote.

-Info. stment- see Sched. 14C p.782:


-Item 1. Sched. 14A info. (minus exceptions)


-Item 4. Proposals by shrs.




c.  Rule 14c-3 annual report

-Required to be sent to shrs. by registrant if dirs. to be elected.

-Annual report to contain:


-Rule 14a-3 info.



4.  Beneficial vs. Record owner
Generally, corp. will either:  a) send proxy to record owner (usually depository or broker since most stocks registered in "street name"), who'll send them to beneficial owner; or b) request list of NOBO's (non-objecting beneficial owners) from the record owners (rt. to do so under SEC rules), and then send proxies directly to beneficial owners, though under st. law record owner has to actually vote and so signs the proxy.

-NYSE rules , under which member-broker record owner can't vote as it wishes except routine matters where no controversy, so broker will either pre-sign proxy and send it to beneficial owner or request instructions from beneficial owner.


D.  Antifraud/Insider Trading and other provisions (express 
    and implied actions ('33 and '34 Acts)


1.  '33 Act



a.  (12(1) '33 Act- sale of unreg. sec.

If sale of sec. unregistered under (5 (V.A. above), 

(express rt. of action)

seller (and no one else) strictly liable to buyer for out-of-pocket losses, i.e. diff. buyer's buying price and selling price (presumably lower since wouldn't sue otherwise).

((20/24 SEC power to obtain inj. and crim. prosecution by A-G.)

[Mainly used for unregistered public offering.]




b.  (11 '33 Act- truth in reg. stment

When there are false stments of material fact or omission of material facts in the registration stment (which incl. the prospectus) required by (5 (see V.A. above):

1) Who can sue- any buyer of the sec., not just buyer in IPO, can sue (express rt. of action);

2) Who can be sued- corp., all who signed reg. stment (officers/dirs.), dirs. at time of reg. stment, underwriters, and experts named as having prepared the stment;

3) When liable- (scienter not req.) corp. strictly liable, all others due diligence defense, 

and P not need to show reliance (so not even need to show that read the stment.) unless bought sec. after issues made public an earnings stment covering first 12 months after the stment, and can't recover no matter what if knew the stment was false/incomplete;

4) Damages- (presumably P suing because sec. price down since bought it) P's out-of-pocket loss, i.e. diff. 'tween price P paid for the sec. (but not more than the public offering price) and price P sold the sec. for or value of the sec. at time of suit, but damages reduced by amt. the decline in value wasn't due to the reg. stment error (for e.g. if stock market as a whole went down anyway).

((20/24 SEC power to obtain inj. and crim. prosecution by A-G.)

See also Rule 10b-5.




c.  (12(2) '33 Act- truth by seller

When there are false stments of material fact or omission of material facts made by seller of a sec. to buyer where interst. commerce involved:

1) Who can sue- buyer (express rt. of action);

2) Who can be sued- seller;

3) When liable- seller liable for negl., i.e. liable if knew or should've known,

and P not need to show reliance (so not even need to show that read the stment.) and can't recover no matter what if knew the stment was false/incomplete;

4) Damages- (presumably P suing because sec. price down since bought it) P's out-of-pocket loss, i.e. diff. 'tween price P paid for the sec. and price P sold the sec. for or value of the sec. at time of suit, or price paid for sec. plus int. minus any profit (i.e. if P could've made more profit/int. on another investment).

((20/24 SEC power to obtain inj. and crim. prosecution by A-G.)

Differences from (11 (above):

1) *False stments not need be in reg. stment for (12(2) suit, can also be oral;

2) Negl. standard, not s.l. which applies to corp. in (11;

3) Seller liable, not broader # of Ds in (11.

See also Rule 10b-5.




d.  (17 '33 Act- fraud by seller

Anti-fraud provision (like Rule 10b-5) in the use of interst. commerce in offer/sale of any sec.

((20/24 SEC power to obtain inj. and crim. prosecution by A-G.)

Difference from (12(2) (above):

1) (17 is broader in that, while (12(2) applies only to stments or omissions, (17 also applies to devices, schemes, artifices to defraud;

2) (12(2) express rt. of action, probably no implied rt. of action under (17.

Differences from Rule 10b-5:

1) No scienter required, at least for (17(a)(2)/(3), which req. negl. (but in reality scienter req. in SEC action for inj. since Aaron req. SEC to show not merely past violation to get inj. but likely future violation);

2) Maybe no implied private rt. of action;

3) (17 applies only to seller, 10b-5 to seller or buyer.



2.  '34 Act
((21(d)/32- SEC power seek inj. and refer to A-G for crim. proceedings, and penalties.)




a.  Rule 14a-9 proxy fraud ('34 Act)

[SEE above section V.C.2.f.]




b.  (9 '34 Act- manipulation of sec. prices

(Express rt. of private action)

-Can't effect meaningless transations (e.g. "wash sales") to create false appearance of active trading in order to affect market price.

-Can't use false/misleading stments (that knew or should've known were so) to induce purchase/sale.




c.  (18 '34 Act- misleading stments.

No cases since need to show reliance by P on the document filed, and this hard to showl.




d.  Rule 14e-3 '34 Act




e.  RULE 10b-5 ('34 Act)

[See above section V.D.1. for similar '33 Act provisions that might apply, and f. below re (20A.- Herman & McLean v. Huddleston holds that can sue under 10b-5 even if another section provides express rt. of action.]

(10(b) authorizes SEC rules such as 10b-5.





(1).  All corps. covered





(2). Implied private rt. of action

Super. of Insur. v. Banker's Life- interpreted 10b-5 to imply private rt. of action.

Requirements:





(3).  P (but not D) must be purchaser or 



      seller 

of sec. in corp. to which the info. relates, i.e.

can't sue if declined to buy or sell because of false stments of corp. or insider.  Blue Chip Stamps (Xerox-5).

Rationale- fear vexatious lit.; no way to corroborate a P's claim that relied on the misrep. in deciding not to buy.





(4).  D






(a)-inside trader (employees of corp., corp. itself, or those entrusted by corp. w/ confidential info., e.g. inv. banker, acct., lawyers);

"disclose or abstain" (i.e. no affirmative duty to disclose imposed by 10b-5 if don't trade or tip)  Texas Gulf Sulphur.






(b)-"tipper" 

(no longer liable as aider and abetter, except (20A) 

"tipper"- insider who knowingly gives a tip to a "tippee" for pers. gain or as gift in breach of fid. duty (or, see Chestman, breach fid. duty if duty keep info. confidential); 






(c)-"tippee" 

"tippee"- buys/sells (only liable if tipped by insider or tippee who breached fid. duty to corp., which seems to req. giving of info. for pers. gain or gift, and tippee knows/should know that tipper breached fid. duty).

-if merely overhear material non-public info. from insider, and tipper breach no fid. duty since didn't know info. overheard, and have no other contact with the corp. involved, not liable.  
Chiarella (844)- (printer case)- no violation since employee of printer had no fid. duty to the corp. whose stock he traded in.

Today, maybe liable under misappropriation theory since breach fid. duty to employer or fact that docs. entrusted to printer by corp.

Dirks (224-E)- tippee not liable where traded on info. given to him by insider who didn't breach fid. duty to corp. by giving tippee inside info. since didn't do so for pers. gain or gift but to expose corp.'s fraud. 

Chestman (xerox-5)- (relatives/Waldbaum)- broker Chestman not liable as tippee since tipper Loeb had no fid. duty to corp. to breach by disclosing inside info.; wife, considered insider w/ fid. duty to corp. by virtue of being told strongly not to tell anyone other than Loeb, didn't create fid. duty on part of Loeb by telling him the info. then telling him not to tell anyone.  If she'd demanded he promise confidentiality before telling him the info., or had ongoing understanding re confidentiality, then maybe fid. duty.  (So being relative of insider not alone create fid. duty to corp.)






(d)-"misappropriation theory"- Carpenter-(S.C. split, 2nd Cir. adopted it) if D or tipper no fid. duty to corp. whose stock D traded, but misappropriated the info. in breach fid. duty to someone other than that corp., where knew info. intended be confidential, liable in SEC action but not private action (except under (20A).  In Carpenter, D reporter wrote Wall St. Journal column which affected stock prices, and he'd tip broker re column before it come out; column info. was Journal's property, so D misappropriated it in breach of fid. duty to Journal.

Suitor- if suitor insider buys target shares based on inside info. that suitor going to make t.o. for target, thereby making suitor's t.o. more expensive, suitor may be able to sue since insider breached fid. duty to suitor, though not to corp. whose shares he bought.






(e)-made misleading stment 

(by false stment or omission, but not pure silence) of "material" fact, even if not a purchaser/seller of the sec. (i.e. non-insider trading situation).

Texas Gulf Sulfur- a) (options) violation where employees accepted stock options when they had inside info. the options committee didn't have, held to be purchase/sale even though stock given to them; b) corp. liable for misleading press release.

Sante Fe v. Green- (breach fid. duty w/o misrep. or insider trading not violation) where D corp. bought P's shares in short-form cash-out merger (i.e. Ps were min. shrs. of subsid. of D), no 10b-5 violation where there were no omissions or disclosures, i.e. P's complaint merely that D breached fid. duty since the price they rec'd for their shares was too low.





(5).  Materiality

"Material"- defined as info. to which subs. likelihood a reas. man would attach importance in chosing action in the transaction in question, and trading activity of those who had the inside info. is evidence of its materiality.  Texas Gulf Sulphur; Basic v. Levinson (771)- affirmed Texas Gulf Sulphur definition of materiality, and held that insiders not required to disclose their financial or expert analysis or educated guesses/predictions, only info.

Preliminary merger negotiation (Basic)- ct. held that existence of prelim. merger negot. not necessarility material, but balancing test taking acct. of probability of merger and size of potential merger (relevant facts- whether Board has passed resolution authorizing corp. to conduct the negot., whether inv. bankers been brought in, whether the principals have held direct negot.).

If "material," can't falsely deny that negot. underway or say "no comment" if practice had been to deny false rumors (so should adopt consistent no comment policy, since disclosure may incr. price or create bidding war thereby ruining the deal, but this goes against Cong. policy of encouraging more info. rather than silence);





(6).  Non-public info.

(time after info. made public that insiders must wait-)

can't trade rt. after public announcement, must wait until the info. had been widely disseminated, e.g. appeared on the most widely-circulated medium the Dow Jones broad tape.  Texas Gulf Sulphur;





(7).  Scienter - D

Ernst & Ernst (813)- intent to deceive/manipulate/defraud required.  

Intent (post-Ernst):  know stment is false, stment w/o belief as to whether it's true, stment that know something when aren't sure, and maybe recklessness.

(If silent insider trader, scienter req. that D at least reckless as to whether info. was material and non-public.)

Aaron v. SEC- scienter req. for SEC inj. proceeding too.





(8).  Reliance/but-for causation

-direct reliance on misleading stment of D; or

-"fraud on the market" theory- reliance not on anything D did, but on market price, i.e. if D false stment that P not hear, rebuttable presumption P relied on the stment/omission by relying on the market's price reflecting all public info., i.e. assumption P believes in "efficient market hypothesis" (rebutted if either market or P knew D was lying, e.g. if falsely optimistic stment not make market price go up).  Basic v. Levinson (771)- dissent pt. out that most investors buy stock when think it undervalued by the market, so don't believe efficient market hypothesis.

(If D silent inside trader, ct. finds causation if assumes D would've disclosed, no causation if finds D would've abstained since then market price would've been same as that in transaction w/ P).





(9).  Prox. cause

-Generally presumed.

In case of silent insider trading, prox. cause shown by mere fact P bought at market price and price would've been different if D had disclosed before trading (this true even if P's transaction wasn't w/ the insider trader), based on "efficient market hypothesis."

In case of misrep./half-truth, fraud on the market theory supplies the prox. cause.





(10).  Damages





(11).  Stat. of lims.

1 yr. after P learns/should've learned has cause of action, but max. 3 yrs. from purchase/sale at issue.




f.  (20A '34 Act- trade "contemporaneously" w/ an 



insider; express suit v. tipper





(1).  Contemporaneous trade

-if D insider (who's violated another section) buys, P who sells contemporaneously (even if not from D) can sue D; same if D sells and P buys contemporaneously.

-material non-public info.

-"misappropriation" theory definite, unlike 10b-5 where it a maybe, i.e. can sue even if D no fid. duty to corp. whose stock being traded.

-reliance:  not need be shown, assumed under fraud on the market theory.





(2).  Tipper liability

-express rt. of action by P against tipper (see e. above) whose tippee contemporaneous trade (see (1)) on opposite side of P.




g.  (21A controlling person (e.g. law firm)

-Person controlling inside trader liable if "knew or recklessly disregarded" fact that controlled person likely to inside trade.

E.G. law firm for lawyer's inside trade (lawyer probably liable under 10b-5?).


E.  6-month Insider Trading/Short-swing trading profits 


    ('34 Act)
(16(b) '34 Act- 

-When it applies-  if stock reg. under (12 of '34 Act.

-When violation- if officer (at time of sale or purchase), dir. (at time of sale or purchase), or direct/indirect(i.e. family) beneficial owner (at both time of sale and purchase) of 10% of any class of corp.'s stock buys then sells or sells then buys  w/in 6 months, any profit must be returned to the corp. regardless of whether trading on inside info. occurred. (Purpose to prevent inside trading, use bright-line rule.)

-Who can sue- (express rt. of private action) any shr. or the corp., recovery goes to corp. (so shr. will only bring an action when att. looking for att. fees) (but maybe can recover under 10b-5).


F.  Tender Offer Regulation ('34 Act and st. law)
Purpose of t.o.- usually hostile, don't need target board's approval as w/ mergers where shrs. won't vote against management in proxy contest; done if think target's stock undervalued.



1.  Williams Act - 5% disclosure rules

(13(d)- Disclosure once ind. or group acting in concert owns 5% of any class
Beneficial owner- needs to file Schedule 13D w/ SEC w/in 10 days of purchase (so can continue purchasing during this "10-day window" before disclosure pushes price up).
(Need file Schedule 13D if owned 6% and buy more stock, even though already filed Schedule 13D when got 6%.)

Schedule 13D- disclosure of:

1) # shares purchased;

2) source and amt. of funds used to make the purchase;

3) purpose in acq. the shares, incl. plans to make t.o., merger, sell a large part of the target's assets, take target private, etc.

Must amend Schedule 13D if change of plans.

NO Implied private rt. of action, but can sue under 10b-5 if bought/sold when Schedule 13D should've been filed (could use fraud on the market theory, or need reliance?).



2.  Williams Act (14 T.O. disclosue/procedure




a.  Date of commencement of t.o./recanting t.o.

If offeror inadvertently commences t.o. by disclosing target, secs. after, and price w/o publishing long-form stment, has 5 days to recant.




b.  Disclosure





(1). By offeror

If t.o. would result in offeror's owning more than 5%
(if stock reg. under (12 of '34 Act (V.B. above), must:

a) file Schedule 14D w/ SEC;

b) deliver Schedule 14D to target, other bidders, stock exchange target listed on.

c) reas. attempt to notify target shrs. (ad) w/ info. re price, purpose, min./max. # shares to be purchased.

Schedule 14D:  disclose 1) identity; 2) funding for t.o.; 3) purpose; 4) financial condition of offeror.





(2).  By anyone (incl. target and 


                               bidder) advising target shrs. 



      whether to tender

(Exception for inv. advisors, etc.)- must file Schedule 14D-9 disclosure of i.d., reasons for recommendation.




c.  Procedure





(1).  Shr. rt. of w/drawl

-before expiration date of offer.

Important if another bidder makes higher offer; plus allows shr. change his mind upon more thought.





(2).  Pro rata rule

Offeror can't use "first come, first served" rule if not offering to buy 100%.

Purpose- "first come, first served" rule prevented target shrs. from taking time to make informed, reasoned decision.





(3).  Increased offer price 

must be given to all tenderers, not just those who tender after price is increased.

Purpose- all target shrs. treated equally.

Circumvention by offeror- let offer expire, buy up shares tendered, then make new offer at higher price (point would be to save $ by buying shares at lower price from those willing to sell at lower price, only paying higher price to shrs. who won't sell w/o higher price).

[Also, extra 10 days if change price- see (4). below]





(4).  20-day min. offer open

Extra 10 days if change price or # shares seeking.





(5).  60-day max. offer open





(6).  Management must take position w/in 10 days of commencement of t.o.

(No practical effect since shrs. will tender anyway since premium offered.



3.  Willimas Act Rule 14e-3 t.o. fraud




a.  Substantive unfairness- see st. law




b.  Fraud

Implied private rt. of action.





(1).  Standing of P

Unlike 10b-5, not need be purchaser/seller.

So could be target, bidder, tendering shr., shr. who sells buy not to offeror, or non-tendering shr. (who wouldn't have standing under 10b-5), 

but bidder can't get damages- Piper v. Chris-Craft.





(2).  D

Not just tender offeror, but target management or anyone else, merely needs be re the t.o.

(Unlike 10b-5, 14e-3 not req. fid. duty to corp. whose stock traded, only material non-public info.)





(3).  Materiality of non-disclosure of non-



      public info./misstment

Material if would've assumed significance in shr.'s decision whether to tender.

Exs.:  a) bidder's financial condition, since this bears on bidder's ability to pay the cash or secs. that it's offering and the value of secs. that it's offering; b) bidder's plans if offer succeeds, such as back-end merger, change in management; c) target's plans on how seriously to consider recommending the t.o. to shrs.





(4).  Scienter

*Probably yes (i.e. D knows the info. non-public) as w/ 10b-5- recklessness will probably suffice.





(5).  Reliance

-if misrep., need to show reliance.

-if pure omission rather than half-truth, probably not need reliance.





(6).  Remedies

Damages, inj., SEC inj. or crim. proceedings.



4.  Practical concerns

Contingent offer- t.offeror can make offer contingent on tendering of certain % of target shares, can return tendered shares is the % not tendered.

Risk arbitrageurs- take risk that that t.o. will be withdrawn because of undersubscription, or that oversubscription so only pro rata share gets purchased in t.o and, or t.o. will fail (not occur) because withdrawn when paid greenmail, etc.

Back-end merger threat- pressures target shrs. to tender since will get less in back-end merger (but see st. law restrictions below).

Premiums
Poison pill- new class of shs. that entitled to high premium and supervoting if t.o.  In Del., can only be used by Board as bargaining chip, not to prevent takeover, so Board must have string on them.



5.  Delaware law (203- transaction w/ interested shr.

Purpose- discourage takeovers, partly to prevent raider from taking the corp. out-of-st.




a.  Bus. combo. 

(merger, sig. asset sales, etc.) prohibited 'tween corp. chartered by Del. and "interested stockholder" (shr. and affiliates own 15% of more) for 3 yrs. after shr. acquires 15%.

Ex:  Back-end cash-out merger.

Practical effect- offer for at least 85% (see exception (c) below).  Defense to this- target sell over 15% to white knight who promises not to sell/tender.




b.  Exceptions





(a).  Target board approved the combo. before 



       shr. acquired 15%.





(b).  Combo. approved after shr. acquired 15% by board and 2/3 of shrs. other than interested shr.





(c).  Interested shr. owns 85% or more.





(d).  Maj. of shrs. amend charter to take corp. out of the statute, amend. not take effect for 12 mnths.





(e).  Corp. not publicly traded





(f).  *Bus. combo. proposed as competitive alternative to another proposed acquisition.




c.  Constitutionality

Probably under CTS v. Dynamics (1253)- Ind. stat. prevented bidder from voting acquired shares unless pre-existing disint. shrs. approve.

(1).  Williams Act supremacy/pre-emption
No pre-emption since:  


a) no explicit pre-emption in Williams Act; 


b) could comply w/ both stats.; 


c) no interference w/ Williams Act purpose since both purpose of protecting shrs. against bidder w/o favoring management over bidder (and, even if Williams Act neutral towards t.o.s, not mean that a stat. hostile to t.o.s conflicts w/ Williams Act), and probable 50-day delay for offeror to purchase tendered shares since 50 days to get target shr. approval of voting rts. not interfere w/ Williams Act 20-60 day window for purchase tendered shares.  (Ind. stat. not like Ill. stat. struck in Edgar which favored taret management over offeror by allowing management a head-start over bidder in convincing shrs. of its position whereas Williams Act had deleted a notice provision and has purpose balance 'tween man. and offeror, and allowed Ill. Secr. of St. to review fairness of offer, which conflicted w/ Williams Act goal allow target shrs. make the decision w/ all the info.

(2).  Dormant Commerce Clause
Ind. stat. not unreas. burden interst. commerce since:


a) no discrim. 'tween in-st. and out-of-st. bidders, so not interfere w/ interst. commerce even though offerors often will be out-of-st. and part of purpose of stat. to prevent offerors removing corp. from st.


b) stat. only applied to corps. chartered in Ind. (unlike Ill. stat. struck down in Edgar), and deals w/ internal affairs such as voting (unlike Ill. stat. struck down in Edgar which blocked shrs. from selling their stock), so int. affairs doctrine sort-of constitutionalized.





(1).  Williams Act pre-emption

While hostile to t.o., Williams Act is merely neutral to t.o. and Del. stat. doesn't favor target management over bidder.





(2).  Commerce Clause

Doesn't like Edgar stat. stop shrs. from selling their shs., but rather deals w/ internal affairs such as merger.



6.  NY law (912

Even more anti-takeover than Del.




a.  Bus. combo w/ interested shr. (20% of voting stock along w/ affiliates) prohibited for 5 yrs. after person becomes a shr.

Requirements:

NY corp. and either a) principle office in NY and sig. bus. operations; b) (along w/ subsid.) at least 250 employees or 25% employees NY; or c) at least 10% voting stock NY residents.

Exceptions:

-Board approves combo. before shr. becomes a shr. (this exception not apply once shr. acquires 20%).




b.  Fair price provisions

-apply even after 5 yrs.

-in back-end merger, must pay at least highest price paid during the intial acq./t.o. plus int. since that acq.




c.  Constitutionality

Probably under CTS v. Dynamics (see 5.c. above)- 





(1).  Williams Act pre-emption

While hostile to t.o., Williams Act is merely neutral to t.o. and NY stat. doesn't favor target management over bidder.





(2).  Dormant Commerce Clause

Doesn't like Edgar stat. stop shrs. from selling their shs., but rather deals w/ internal affairs such as merger.

VI.  THE DUTIES OF MANAGERS And STOCKHOLDERS
Fid. duty (common law)- relat. such that law will lim. one's usual rt. to prefer one's own interests.

Weinberger !!!




