SUMMARY OF 02-10-04
1.
Proxy expenses reimbursement rules

· When would Spike bring a contest under Froessel Rule?  Spike should use the expected value approach.  That is: bring contest if the expected gains from winning exceed the expected costs from losing.

· Expected costs: Spike has a 50% chance of losing and if so then Spike bears $2M of own expenses and 20% of management’s expenses (because corporation pays for management).  This is an expected cost of $1.2M (i.e., 50%[$2M + 20%($2M)].

· Expected gains: Spike has a 50% chance of winning and if so then Spike receives 20% of the gain to the corporation (call it G for now) and bears 20% of the corporation’s costs (i.e, $4M as $2M from Buffy and $2M from Spike).  We are trying to find the value of G for which Spike will consider it worthwhile to bring the contest (i.e., the value of G for which expected gains exceed expected costs). Expected gains can be written as: 50%[20%(G - $4M)].  This amount needs to be greater than the expected costs, which are $1.2M.  In other words:

50%[20%(G-$4M)] > $1.2M.




Solving for G we get $16M.

· Note effect of Froessel rule is that challenger will bring contest only if gain is greater than $16M, but society/corporation wants contest when gain is greater than $8M.  Thus, we would apparently have too few contests.  The intuition is that when punish Spike for not winning (i.e., by not reimbursing Spike) then create disincentive to bring proxy contest in the first place.

· This is tempered by the fact that sometimes proxy contests will give challenger private benefits of control if win (these are not gains to society or corporation, but to the controller only).  If corporate value increases by $9M then society wants a contest, but Spike does not absent private benefits of control.  However, if Spike receives some private benefits of control then Spike may still bring the contest on these facts.

· Also, penalty for losing may discourage silly/frivolous proxy contests.
2.
Cumulative Voting:
· Assume controller has 60 shares and minority has 40 shares.  3 directors need to be elected.  Controller wants directors A, B, and C.  Minority wants D, E, and F.

· Straight Voting



Director positions



Votes

1 A (60), D (40) – A wins.

2 B (60), E (40) – B wins.

3 C (60), F (40) – C wins.

So all of controller’s choices get affirmed and none of minority’s.

· Cumulative Voting





Director positions



Votes

1 A (60), D (0) – A wins.

2 B (60), E (120) – Y wins.

3 C (60), F (0) – C wins.

So controller gets 2 of 3 directors and minority gets one director.  This is a minority protection device and helps minority have access to information through the director.

Number of votes is number of shares times number of positions.  You can allocate your votes as you like between the candidates.

3.
Class Voting:

· Sometimes different classes of shareholders will have divergences of interests (a co-owner problem).  One method of addressing this issue is requiring class votes.  Sometimes the charter will require class votes on certain issues and then certain fundamental transactions will sometimes require a class vote too.  Different states may have slightly different requirements.  Requiring class votes means that a normally a majority of each class must approve a transaction before it can be completed.

4.
Shareholder Access to Information:

· At the state level the amount of information required to be provided to shareholders is not great.  At the federal level we have a different story.

· Under state law, shareholders have the right to inspect corporation’s books and records for proper purposes.

· Information regarding the identity of shareholders:

· Usually once a proper purpose is shown courts will not consider whether the shareholder is motivated by other less proper motives. See Talley.

· Getting access to the names of actual shareholders requires going through the NOBOs (non-objecting beneficial owners) list and the “Cede” breakouts.

· More extensive records:

· This is usually access to records and books.

· Usually courts have more careful scrutiny of shareholder motives for this kind of information as it is more costly to produce and can cause more damage to a corporation in the wrong hands.

5.
Separate Control from Cash Flow Rights – Circular Voting Schemes

· Speiser v. Baker – Here Speiser and Baker use funds of HC to set up Medallion and then use those funds to fund HM (95% of HM’s capital from Medallion/HC).  However, Medallion gets only convertible preferred stock with voting power of 9% in HM if unconverted (if converted closer to 95%).  Rest of voting power in HM split between Speiser and Baker.  Speiser is also president of all corporations.  HM uses funds from Medallion/HC to buy 42% shares in HC and with Speiser’s and Baker’s 18% in HC now Speiser and Baker have control of HC.  Speiser and Baker then have a ‘falling out’.  Baker not interested in having meeting of HM as might result in Baker being removed from the boards of the various corporations.

· Note S and B have used the funds from HC’s public shareholders to disenfranchise HC’s public shareholders (i.e., HC sh/h put up majority of funds for HC, but do not have any kind of real voting power or control).  Also, S and B have separated voting power from equity power using this technique.

· This scheme is designed to get around section 160 (c).  However, Chancellor Allen will not let this clever scheme succeed.  He holds that:

· Purpose of 160(c) is to prevent just this kind of abuse (use of shareholders’ funds to disenfranchise shareholders).

· 160 (c) only restricts a certain kind of activity, it does not per se permit the S and B arrangement.  So Allen can determine what to do with it.

· “belonging” in 160(c) can be interpreted to mean when you have equity claim greater than 50% (even if you do not have voting claim greater than 50%).

· For these reasons HM’s stock in HC cannot be voted.  On the issue of whether meeting of HM can be held, court says yes it can.

· Decision appears to reflect concern that those who put up majority of capital should have majority of vote – one share/one vote.  Why is this important?

· Note that cross-shareholdings may raise related issues, but are often methods of trying to enhance monitoring as well. 

6.
Separating Control and Cash Flow Rights – Vote-Buying

· Why prohibit Vote Buying (selling vote separately of selling the right to the cash flow of the share)?

· Assume there is a corporation with 1 Million shares and each shareholder has only one share (each worth $1).  How much might a shareholder be willing to sell vote for? 

· The answer may depend on how much competition there is (or is not) for votes.  If little competition then votes might go at very cheap prices.  For small shareholder the vote itself is worth very little as not likely to change outcomes with your one vote.  So getting something (even small amount) for vote may be enough to sell.

· If there is significant competition then the price for a vote might be bid up to the value of the share.  However, we may have doubts about how likely effective competition is and further even if we do bid up the price to the value of the share then what have we gained by permitting the sale of votes separate from shares?

· Even if votes sell for a small amount (say 1 cent each) why is that bad? This separation of voting from equity creates perverse incentives for self-dealing type of transactions or other ways of extracting non-pro rata value from corporation.

