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Paul Vohland is D
Charles Vohland is father

Book called Tombstones (out of print) about takeovers from PoV of lawyer. 

Part of corporate law is knowing what’s at stake – it’s hard to understand w/o knowing what they’re fighting about. 

Also, read financial press for each class.

A little about the course: 

Law of corporations allocates powers to different parties. On the other side, it gives rights. What rights do the shareholders have?

Law resides in various places:
1. Every corp. has a corporate charter. Who runs it, how they are elected, how many there are, powers they have, etc.
2. This is bounded by state law. 

Self-dealing (officer taking off w/ assets of corp.) is violation of state law.

State law will largely be that of Delaware. 
Otherwise, will look at the Model Corporations Act (adopted in some form in ~1/2 states)

Vohland v. Sweet
This is a Partnership case, not a Corps case. 

Sweet worked for father. Father retired, continued to work for Vohland, who offered to pay him 20% of net profits. 

A partnership doesn’t pay taxes, but income of partnership is paid proportionally by partners.

Sweet						Vohland
20% of profits					commissions
Contributed to investment			trees=legit cost of goods sold
Not lawyers					No partnership tax forms

9/8/08 – NOTES FROM ARIEL SOIFFER

Professor Marks
· Fannie Mae and Freddie Mac are special federally chartered corporations.
· WaMu CEO is ousted, what does CEO do?
· CEO runs the company, makes all decisions either directly or through delegation
· Board of directors – shareholders elect them to represent them, shareholders are the owners.
· Separation between management and ownership.  People who run the company and people who own the company.  Don’t have same rights as the owners of a smaller enterprise.
· CEO is likely to be a shareholder as well, but doesn’t have to be.
· Board – to set vision but not operate it.  Have to approve certain big transactions (not day to day).  Ability to hire and fire CEO.  Generally, meet 4x per year, and special circumstances (buying or selling).
· View of corporation that is long-term and not very detailed.
· CEO is also often a member of the board
· COO, general counsel, CFO, might also be on board
· Inside directors – board members that are officers of corporation that run it
· Outside directors – those who only come to quarterly meetings
· Thought to be good corporate governance to have majority of outside directors.  What’s good for officers may not equal what’s good for company (e.g., might worry about loss of jobs if company is sold, or vote selves lots of perks).
· Separation of ownership and control – principal-agent problem – officers are agents of the principal (shareholders)
· A lot of corporate law is designed to overcome this problem


· Tombstones chapter 2 – The Black Box
· What’s involved in business transaction?  IBM and Neotec
· Neotec has a technology that looks at amount of protein in wheat.  IBM was interested in acquiring the technology for $5M.
· Neotec has 1M shares, trading at $1
· Shareholders can vote at shareholders meeting.  Most important thing is to vote for board of directors.  Can either vote for slate or against them.
· Board produces a slate of directors
· Shareholders also get dividends – Board votes on dividends.  Company makes profits, and distributes some of them as dividends.
· Trading – there is a market out there where people buy and sell.  Can see what people are willing to pay.
· Neotec is deeply in debt, $5M >= debt
· Value of the company is based on future earnings too, not just debt.
· If you were to liquidate the company, the shareholders would get nothing.  The proceeds would be worth $0.2-$0.3 on the dollar, if liquidated.  Assets in liquidation would be worth $1-$1.5M in assets.
· Some creditors will get more or less, depending on whether they are secured or not.  Bankers Trust gave money out and secured it with all of the assets.  Bankers Trust is owed $2M – they would get it all ($1-$1.5M) and all shareholders would get $0.
· Shareholders stand at end of line to get paid – first everyone else has to get paid.
· Borrow money to go into business, pay it off, then get to keep the rest as owners.
· Shareholders are residual beneficiaries
· IBM willing to give $5M.  
· IBM wants to give shareholder $2/share - $2M to shareholders
· Leaves $3M for creditors.  
· IBM insisting on that b/c they don’t want to be accused of overreaching – that a disgruntled shareholder would sue them by saying they stole a technology from Neotec.  100% premium over Neotec’s price.
· Creditors might be upset – would get paid off before shareholders get anything.  Why do the shareholders get paid, without first paying off the creditors?  Violates normal order of paying off creditors before owners walk off with anything.
· Liquidation would only give 20-30%, but IBM would give 60%.  So the creditors were convinced – would get 2-3x more than if company were liquidated.
· Bankers Trust will walk away with more – since they were secured.  While the others would get just a little (but would get nothing with liquidation).
· Bankers Trust ended up with $0.70 on the dollar - $1.4M.  The others get $1.6M
· IBM got cold feet – they’re involved in a huge antitrust litigation.  Plus many other suits going on.  Decided they had too much going on.
· Key things to learn
· Relationship of shareholders to creditors (priority)
· Rights of shareholders and creditors
· Creditors governed by contract
· Focus on numbers, what happened in transaction
· Thompson & Green
· Π sold wheel loader to Δ and took promissory note back.  Suing to get money.
· Corporation does not have sufficient assets to pay the note.
· No money there – so trying get the $ from the president for the $18K left.
· RULE: If a corporation goes bankrupt and cannot pay its debts, you can’t sue the shareholders.  Unlike proprietorship, partnership.  Why a business client should incorporate.
· Walker signed promissory note on 27 Jan, but company was not incorporated until 28 Jan.  π’s argument is that it was not really a corporation at that time – instead, it is a proprietorship or partnership – an informal organization.
· Partnerships, proprietorships are informal organizations – you don’t have to do anything except act like one
· Corporations are formal organizations – you have to file papers and then get a certificate
· Partnerships or proprietorships are not entities, just aggregates of individuals – and the individuals are liable.
· Δ argues that both parties understood that it was a corporation, and in event that it failed, they would not get anything.  Let them get at the individual would be a windfall – something that they did not contract for.
· Why should π get windfall?  There is the statute – Tenn.Code Ann. § 48-1-1405 – all persons who assume to act as a corporation w/o authority to do so shall be J&S liable for all debts and liabilities.
· OR was also based on model act
· Can look to other Js to see what they did, if both acted based on model act
· Precedents – common law doctrines that existed prior to the statute.  Do they survive?  Two common law doctrines that served to protect investors who screwed up incorporation:
· De facto incorporation, if satisfy three criteria, you were treated like a corporation:
· (1) corporation law in that J 
· (2) colorable attempt to incorporate, at least a reasonable effort to incorporate
· (3) user – hold yourself out to be a corporation and act like one 
· Corporation by estoppel
· (1) If 3P treats you as a corporation, then 3P and corporation are both estopped from denying it later.
· (2) Also have to have clean hands (b/c an equitable doctrine) – had to believe it yourself.  Not just perpetrating fiction on public.
· These common law doctrines continue to this day in a number of Js, including DE.
· For those that adopted Model Biz Corps Act – what happens?  
· This case would probably come out differently with common law doctrines.
· If law spells out J&S liability, there can’t be de facto incorporation
· Helps to clarify what is needed for a corporation.
· Policy– no need to look into whether the person is indeed a corporation.
· Court felt that de facto incorporation clearly did not exist.
· Model Biz Corps Act – goal was to make it simpler to incorporate, since people could more easily mess it up.  Now, a lot of places you can do it online.
· Comments to Model Act clearly say that de facto incorporation is no longer needed
· Incorporation by estoppel – nothing said in the comments.
· No evidence that Walker didn’t know he wasn’t incorporated
· Case of first impression in this court
· Estoppel can work to adjust equities of the case
· Policy for no incorporation by estoppel
· Burden of determining incorporation – Δ has best access to information
· Policy for incorporation by estoppel
· Discourages entrepreneurs by making them subject to risk of being wiped out
· After taking π’s view, more entrepreneurs would be checking to see if they were incorporated.  Why would it occur to them to do it?
· Court said no exception.  Either you are incorporated or not, based on whether the SecState said you have done so – personal liability.
· Revised Model Biz Corps Act – changes it to require that the person must know that there was no incorporation for liability to attach.
· The old MBCA was acting too harshly against entrepreneurs – people who were acting in good faith.  The incentive effect was bad – didn’t know before or after the cases.  Risk was harmful to entrepreneurism.  
· Rewrote the rule to address this.
· Revised MBCA may not be in effect – Some Js have old MBCA, Some Js have new MBCA, Some Js have their own laws – DE recognized both de facto incorporation and incorporation by estoppel.
· Question: Does corporation by estoppel exist under this new provision?
· Check the comments to see what they have to say
· De facto incorporation looks at incorporators to see if they were a business.  Incorporation by estoppel looks at mental state of 3P.
· Just gives them protection from liability.
· Partnership and Corporation (and some hybrids – Limited Partnerships, LLCs, LLPs).


	
	Partnership
	Corporation

	Liability
	Personal liability
	Limited liability

	Tax
	Personal taxation by attribution
	Double taxation at corporate level and individual level (exception for S-Corp)

	Formality
	Informal
	Formal – requires filing papers

	Duration
	Die when membership changes
	Can live forever

	# of Owners
	One is proprietorship, mx is partnership
	Requires one shareholder

	Management
	Partners manage the operation
	Shareholders do not manage; Centralized management

	Alienability
	Not alienable (unless modified by contract)
	Freely alienable

	Entity Status
	Aggregates
	Entity

	
	
	




9/10/08**

Left us w/ a question: Does corporation by estoppel still exist under Revised Model Corporation Act § 2.04. 

Only people who encourage one to sign in the corporate name knowing that there is no corporation. Then there is corporation by estoppel. 

Corporations are entities. They are legal persons. Partnerships are aggregates. Thus, taxing a partnership or debts of a partnership really is just affecting the partners. The corporation, being treated as a person.

S-Corps are corporations that have partnership-like taxation from the IRS. Limited to domestic corporations w/ no more than 100 shareholders who are all US citizens of residents. (Corporation that gets subchapter S designation by the IRS)

Between these two entities (partnerships and corporations), there are others, all of which require filing of papers. 

· Limited Partnership – has 2 types of partners – general partners (like in any partnership) and limited partners (monetary contributors and nothing else).
· Limited Liability Companies – LLCs – 

Corporation that has 3 of these was taxed as a corporation. 
· Limited liability
· Centralized management
· Freely transferrable business interests
· Continuity of life

Legislators in Wyoming created an entity with limited liability and centralized management that was taxed as a  partnership and the IRS actually bought it. 

Others created an entity with a corporate general partner and everyone else was limited partners. The limited partnership interests are tradable. Corporate partner never got any profit, so didn’t pay any taxes. It’s a corporation in everything by name, so the IRS passed a rule s.t. anything with publically traded interests was taxed as a corporation.

Now, rule is that if you are a corporation or have freely tradable shares, you are taxed as a corporation.

LLC has become the vehicle of choice for small business. Still have to file to be an LLC (can likely do online). 

Most large entities are still corporations because eventually they need access to capital markets, meaning tradable shares. 

There is also a limited liability partnership. Almost historical in that a lot of big partnership wanted to convert to an LLC, but were worried that the IRS would consider a conversion a taxable event. Don’t have the same amount of protection as an LLC. Often designed for professionals (lawyers and doctors). 

Zaist

Matin Olson (D) effectively controls East Haven Homes, Inc. and Martin Olson Inc. He originally had P working directly for him, then had P send bills to East Haven. Olson personally owns land, and took out a mortgage on it to secure a loan for East Haven. EH paid P for work done on the land, but not enough money. Want to break the veil of corporation and collect against D personally. 

While it was a one-shareholder corporation, there has to be something more to collect from that shareholder, otherwise what’s the point of incorporating?

What is different here, where landowner is shareholder of contractor, then in a usual where they are separate people? Conflict of interest. contractor will give its sole shareholder a good deal – not set up to make money, set up as a shield. 

This is a debt owed by the corporation. Want to pierce the veil to make the shareholder liable. There is something defective about the corporation – namely that EH’s interests are D’s interests s.t. it is effectively a sham. It being a mere instrumentality with no independent will or existence. The difference between this and a regular contractor is that here the corporation gets no benefits. The corporation does not accrue any benefits, and its sole purpose is a liability shield, which when found alone, is illegitimate. 

Corporations must be set up to make money to benefit the shareholder through the normal channel – dividends, etc.. As long as the lines are clearly defined, it shouldn’t be an issue. 

Perpetual

ON CALL -> See caroline’s notes.
Can’t look at D and say corporation is just a shield – it was also set up to make money and as P did business w/ another corporation, veil will not be pierced. 

September 15, 2008**

Tombstones 3: Takeover Entrepreneur. 
· Bought a controlling share of MS Portland Cement
· Was going to buy shares at $24/share and raised it to $26/share to ward off competition. 
· Was planning to purchase 48%, and ended up with 54% of shares. 
· There are disclosure requirements over 5%, so will often buy a “toehold” of a few percent of the stock. This saves money as the large portion will be purchased at a premium. This way even if a bidding war ensues, you can sell and still turn a profit.
· The board accused him of misleading the public and the company refused to give him control claiming that he invalidly acquired the controlling share. 
· Reached a compromise with the board s.t. he would get 3 of 12 seats on the board, and on the first meeting he was on he proposed getting rid of the dividend, which would cut the board members pay.
· Board suggested he buy them out, and he can’t as the company purchasing the remainder has no cash. 

Walkovszky
· Man injured when run down by NY taxi cab owned by Seon Corp.
· D is stockholder of ten corporations
· Court essentially says that if you run it as one business, they will treat it as one business. Court essentially says that it will combine the corporations, but not to pierce the veil. 

Bartle
· P is trustee in bankruptcy for Westerlea
· Similar to Zaist in that the corp. was essentially not set up to make money. 

Stone
· Delaware corp created a subsidiary in Virginia. Both corps. in bankruptcy, and Delaware corp is suing Virginia corp. making a claim on assets of the VA corp on the basis of money owed. 
· Both have creditors. VA wants to claim that these corporations are not separate entities, so DE collects no monies from VA. This doctrine is known as equitable subordination, whereby parent’s debt is repaid by subordinate after all others. 
· Three possible outcomes:
· Debt subordinated
· Debt not subordinated
· DE and VA corps are consolidated. 
· Problems:
· 

	Parent
	Sub

	Assets
	Liabilities
	Assets
	Liabilities

	14,000
	40,000 to A
	8,000
	10,000 to B, 
30,000 to Parent



Under Corporate Formalities:
-> A gets $20,000, B gets $2,000 as Sub’s $$ is split between Parent and B pro rata.

Under Equitable Subordination
-> B gets $8,000, and A gets $14,000 as parent gets nothing from sub.

Under Consolidation
-> A gets $17,600, B gets $4,400.


September 17, 2008**

What’s New
US bails out AIG with equity participation notes, so they get a stake in the company’s equity. This includes a note (IOU) and a warrant (option at higher than price higher than trading value when issued). Warrants are worth 4x value of existing stock, so if US wants, they can own 80% of the company. 

Stone Con’t.
	He recommends we are sure to understand the numbers. 

	Note that equitable subordination, which is what the lower court first did, the corporations are being kept separate. The reason to subordinate is so that the sub’s creditors are not unfairly affected (e.g. if parent is solvent). Here a loan from the parent would be subordinated to maximize the payout to the sub’s other creditors. 

Tift
We’ve looked at cases where shareholders have been protected as if there was a corporation. We’ve also covered cases where a corporation’s veil was pierced. Here we are looking at the doctrine of successor liability.

Client injured by a chopper box. Manufactured by what was a sole proprietorship owned by Weiberg at time of manufacture. Subsequently it became a partnership, then a corporation, which was eventually acquired by another corporation, which remained in the same location and making essentially the same things.

Generally when a company buys another, there is no transfer of liability unless:
1) they expressly or impliedly agree to take the liabilities
2) the transaction amounts to a consolidation or merger
3) subsequent corporation is just a mere continuation of the seller 
4) transaction was entered into fraudulently

Plaintiff claims this falls under the third exception because:
3) looking at the progression, it is essentially the same business – same location, same employees, same products -> same business

From the transition from partnership to corporation, there is no transfer of tort liability as you still have someone to sue. As things sit, P should be suing Weiberg, who owned the proprietorship at time of manufacture and shareholder of corporation that sold to D. 

If corporation changes it nature – its owners, its business, etc. – it owes you money. The identity test only applies across organizational transformations. 

P argues that despite the shift in corporate structure, predecessor liability carries through because they are all essentially the same organization.

D argues that predecessor liability only carries through if the predecessor was a corporation, as if it is not a corp, the predecessor survives, and then can be sued. As such, conditional liability is lost when Forage King is incorporated, however the prior partners remain liable.

Note that across jurisdictions, there is a split as to whether successor liability follows when there is a chance into corporate form. 

Anderson
Here you have two corporations, one buying the assets of the other. This may be distinguished because it was solely a sale of assets, not of the business as a whole. P argues that the mere continuation exception applies. D argues that the second corporation should not be liable as it is a legitimate.

Two large differences between these are that:
1. Here cash went back, so there was something for the creditors and
2. This company was essentially bankrupt. 

Will come back to this case next time
For Monday:
· RECC
· Dodge
· Shlensky
· Miller
· Tombstones: Window Into Corporate America


September 22, 2008**

What’s new?
· SEC put a ban on short selling – which is when you borrow the shares to sell and purchase back at a lower price.
· This was suspended because it encourages market deterioration 
· Microsoft is buying back shares – maybe they think their stock is depressed (undervalued), maybe to get rid of cash. 

Tombstones:
· Tombstones: Window Into Corporate America
The writer this time is representing a target instead of a raider…
Very soon after bankruptcy closed and a corporation was reopened (before the stocks had arrived). Consolidated oil attempted, and agilely set forth a hostile take over action in which Imperial oil (trading at 8-9 dollars) would be taken over at a price of 17 dollars a share. 
· they did not scoop up any stock in anticipation of this event due to time constraints
· it was clear to those involved that Consolidated was financially stretched based on the fact that they only wanted a majority and did not offer to buy the whole thing 
o       Given only 10 days for the tender, lawyers and bankers quickly went into action to fight the tender
o       The writer was part of a team which attempted (successfully) to have the clock on the tender restarted so that they may have more time to organize an auction.
o       The case goes before a judge who finds his own reasons to force the restart of the bidding (the fact that it was no longer clear if the offer stood) he rejected the reasoning of the lawyers that the shareholders were being deceived.
o       This gave an additional 3 days to lawyers who promptly sent out brochures and solicited bids from aprox 100 companies
o       35 of which were interested enough to attend a meeting back in Denver w/in the week
o       a blind auction ensued, which was marred by suspicion that bids would be reveled to the other bidders.
         But they were not,
o       The highest bid in this process occurred (after the deduction of fees, and in an awkward manner,) of 20.73 however this bid required a asset sale and not necessarily a take over. As such it would take 2 months to complete as opposed to 10 days. Still the tender offer of 17 by consolidated was rejected and that bid was acted on. However upon the request for a 3 day delay in the proceedings (which should have taken a week) a company which formally had bid, submits a new offer of $20 a share which the lawyers tell the trustee he can accept. 
o       The original deal for 20.73 was never finalized and the new offer was tendered and accepted. The perk was that it was a firm offer (irrevocable) and that it would be completed a lot sooner than the asset sale.
o       As such the days of take over by the faint at heart were over and from then on tenders were submitted and if something went wrong new tenders would be submitted immediately instead of long protracted sales processes.


Tift and Anderson – unusual contrast – Tift is more usual. Here a creditor was allowed to follow the assets to a new corporation on the basis that it is the same corporation and liability should not be shed by changing corporate form. 

Anderson stands for the proposition that a company that has gone insolvent should be able to pay off its creditors and the participants should be able to start anew. 

RECC

Real Estate Capital Corporation v Thunder (1972)
 
Facts:
· Thunder Corporation has 2 shareholders 80% Cohen and 20% Berman, the corporation has been this way since its inception. 
· In March of 1967, Thunder issues a 2nd mortgage on its property the mortgage is owned by (RECC and Weissman) in the amount of 105g. The mortgage was paid to Winthrop Homes, Inc. which was never in anyway related to thunder corporation. Except that it was owned 100% by Cohen
· RECC is attempting to foreclose on the mortgage
o       The question is if the mortgage is valid between the parties of RECC and thunder.
         The note was signed by the secretary and president of Winthrop homes (president being Cohen) the note was secured by the personal guarantee of Julius Cohen. And by a mortgage deed from thunder corporation. The rents and leases on some of thunder corporation’s apartments were also ASSIGNED to RECC and Weissman. 
         There was no evidence of any consideration passing to thunder corporation for its mortgage, or the assignments, or was their any evidence that RECC was told there would be any consideration for the payment to Winthrop.
         Ohio law says that in order to secure the obligation of another person or organization requires that the guarantee is made, or the security given, in carrying out the purpose of the corporation.
        Some discussion in court occurred as to where the money went and it was discussed although not proved that the money was used to repay obligations. Court found the evidence merely speculative.
        Without evidence of the purpose of the mortgage it is impossible for the court to determine how it furthered the corporate purpose
         Therefore as the money was found not to have furthered the corporate purpose, it must be considered a gratuitous guarantees or a gift. 
        Under Ohio law I is only binding if all stockholder assent to the gift. However it is also subject to the rights of the creditors prejudiced by the gift.
        A gift of corporate property is not constructively fraudulent as to subsequent creditors.
        It is not constructively fraudulent as to existing creditors if… the corporation is solvent and reserves property clearly beyond a doubt sufficient to pay its existing indebtedness, 
         In conclusion, where as it is legal for a corporation to use it’s property to secure private loans, in this case all stockholders did not consent to the use of the corporation’s property as a gift, therefore the mortgage and the assignments are invalid.

---

Foreclosure by R on property owned by T. C is 80% shareholder of T, but B, 20% shareholder objects. C is president of and signed on behalf of T. 

T’s argument is that taking out the loan didn’t benefit T, and thus is outside the powers of the corporation to enter into this type of arrangement. This is essentially an incapacity argument. Same type of argument had R contracted w/ a minor. 

Under the Model Business Corporation Act, §3.04, RECC could collect. Berman could have sued Cohen, the officer that caused the corporation to enter into a transaction outside the corporation’s powers. 

Dodge v. Ford

Dodge (1919)
 
Issue: A 10% shareholder is objecting to the director (and 50% + owner’s)  decreed that the company would no longer pay special dividends. The P wants the distribution of 75% of the companies cash to its shareholders, and for all future profits to be paid out to the shareholders except those reasonably needed to conduct the business.
 
Facts: ford is a 58% stockholder, currently the company always pays out 1.2 million in annual dividends however it has also paid out 11 special dividends in a 5 year period.  Ranging between 1 and 10 million each time.
 
Discussion:
· a well recognized principle of law is that the directors of corporations, and not the courts, have the power to declare a dividend of the earnings of the corporation, and to determine the amount.
· Courts will ONLY interfere when it is clear that the directors are guilty of fraud or misappropriation of corporation funds. OR when the corporation has a surplus of net profits which it can w/o harming the business divide among its stockholders, and when refusal to do so would amount to ABUSE OF DISCRETION as would constitute fraud, or breach of that good faith they are suppose to exercise for the stockholders.
o       Courts only interfere when they directors are guilty of willful abuse of their discretionary powers, or of bad faith or of a neglect of duty.
o       The reasonable use of the profits to provide additional facilities for the business cannot be objected to or enjoined by the stockholders.
· He company had made a lot of money and could be reasonably anticipated to do so again the following year. Previously in this situation the company would declare a large dividend but this year they have not. 
· Because this is abnormal the directors need to explain why they have refused to act. Or else this will appear to be an arbitrary refusal to do what circumstances required to be done. 
o       Defendant argues that it
         Has a policy of reducing car costs and increasing quality annually
         That their was a general plan for the expansion of the productive capacity (duplication of current plant)
         They are considering erecting a smelter
         Intent to double the productivity of the company
o       The Defendant admits that the plan in place would make the company less profitable in the long run, and less profitable than it could be made to be.
         The immediate effect of which might reduce the value to the share holders
o       Plaintiff claims the plan would make it a semi-eleemosynary institution. And not a business institution, they supported this contention by pointing to the expressions of Mr. Ford.
         Ford dominates the stockholders and wants to leave the bulk of the profits to hire more employees and help them build up their lives
                     The court feels these altruistic policies are in play here
o       Ford claims that because altruism is not the main objective of the ford motor company, which does not mean that it cannot carry on its business with humanitarian motives that are incidental to its purpose.
o       Ford further claims that the motives of the board members are immaterial so long as their acts are within their lawful powers.
         Citing the incidental humanitarian benefits as opposed to an outright humanitarian benefit.
· The court says it will not question fords intention to expand the company as the company clearly has sufficient business experience.  And that there is no showing that those business decisions menace the shareholders
· The court then asks if the intent to expand (and the financing thereof would permit the issuance of a special dividend anyway.)
· It finds that after all expansion projects were preformed that the company would have 30 million in the bank.
o       Ford argues that a considerable cash balance must be carried by the company.
o       However output was quickly turned into continuous stream of cash, furthermore the contemplated expenditures were not expected to be made immediately
· Therefore the court finds that the company should have made a large distribution to its shareholders.
· Thus the lower courts ruling of just how much needed to be distributed… stands.

---

· Henry Ford owns 58% of Ford, Ps own 10%. 
· Previously shareholders were always paid special dividends, and are saying that they will stop doing so. Ps ask court to require the board to pay out dividends. 
· Now it is assumed that unless there is a purposes and powers clause, the corporation may engage in any legal business.
· Essentially there is an argument that:
a) They can do what they want with the company, but if not
b) He can still be furthering the company while seeking good causes.
c) Note that Ford came out and said he was trying to be charitable, thereby deflating the argument.

Schlensky

Shlensky- 1968
Appeal from 12(b)(6) of amended complaint alleging the directors of negligence and mismanagement (by minority stockholder) The complainant wanted damages and the installation of lights at wriggly field along with the scheduling of night games.
 
Facts
· Plaintiff alleges that night games have been played for over 30 years and the cubs is the only major team that does not play night games at its own stadium. They further allege that this has caused the team to be less profitable than they should be and the reason night games have been avoided is the personal predilections of the board of directors that baseball is not a night sport and not practical business concerns.
· Between 61 and 65 the cubs suffered operating losses from its direct baseball operations. These the P attributes to the lack of night games. (aka inadequate attendance during the day).
· The P compares the attendance at cub games to those of the white soxs pointing to the similar weekend numbers but differences in the weekday attendance. Again P attributes this to the time the games are played.
· P alleges that the financing for the lights is easily obtainable and would be easily offset by the increased profits. 
o       P says the directors are avoiding such strategic moves due to personal opinions that baseball is a daytime sport and that the lights will deteriorate the neighborhood.
         However the D asserts that he would play night games if a new stadium was built in Chicago.
o       P alleges that the other directors acquiesced to this policy, and permitted the D to dominate the board on matters involving lights and night games. Despite their knowledge that he was not concerned with the finances of the decision. 
Issue:
· P’s complaint (which the appeals court is trying to determine if it is valid) contends that not merely fraud, illegality, and conflict of interest are reasons for the court to get involved but that they should get involved here!
· D argues that fraud, illegality and conflict of interest are the sole reasons the courts should become involved.
 
Discussion:
· The majority of stockholders in a corporation controls the policy and regulates, and governs the lawful exercise of the business. 
o       When you purchase stock you consent to majority rule.
         The courts of equity will not attempt to control the policy of a corporation.
        Therefore the majority rules when acting w/in the charter and public law, and while not acting corruptly or fraudulently.
· The decision of the directors (chosen to make such business decisions) is final unless found to be tainted.
· The P tried to rely on the logic of Ford, but the court says that here they are not convinced that the directors were acting contrary to the best interests of the corporation and the stockholders.
· For ex the directors might be concerned that patrons would not go to games if they were in poor neighborhoods/ high crime areas
 
Conclusion:
· The court won’t comment as to the judgment of directors, merely that the type of decision involved in this case is best put to the directors and not to the court. As there is no evidence of fraud illegality, or conflict of interest in the making of the decision.
· They point out that not all courts insist that either fraud illegality, or conflict of interest must be present this court feels that unless the act borders on one of the above named circumstances the courts should not interfere.
· The complaint was properly dismissed

Ps are minority shareholders in Wrigley, which operates a baseball team and field. P brings suit for mismanagement against Wrigley’s president and majority shareholder for refusing to install lights and play night games, thereby resulting in an operating loss. 

There is an argument that Wrigley is doing this not for business reasons but for philanthropic purposes as he claims that lights and night games would deteriorate the neighborhoods. 



For next time, discussion on the ongoing debate between:
a. What should managers be doing? What is the role of the corporation in society?
b. What is the role of the corporate lawyer? By that

Read Miller and look at Mass. Code of Prof. Resp., provisions 1.6, 1.2(d), 1.16, and 1.8(b). 

September 24, 2008**

Berkshire Hathaway investing $5billion into Morgan Stanley, largely in the form of preferred stock and warrants.

Preferred stock has no voting rights, but a higher dividend. It is still stock, rather than debt, as inability to pay preferred dividends does not force bankruptcy. 

Miller

Stockholders in AT&T sue claiming failure of AT&T to collect from the DNC (Democratic Party) is breach of fiduciary duty (shareholder’s derivative action*) and illegal contribution violating the campaign contribution law. Claim dismissed at trial court level. 

Looking to force collection of debt, prevent additional services to DNC until debt paid, also penalties for directors. Some jurisdictions define illegal activity as being per se harmful to corporations, thus shareholders can stop the corporation from doing it. In NY, illegal acts are only actionable unless the breach caused independent damage to the corporation. 

*Shareholders suing director(s) of the company on behalf of the company. 

These cases all address the question: What is the purpose of a corporation, and what powers does it have?

RECC: Is taking out a mortgage to benefit another a legitimate corporate action? No.
Ford: Is cutting dividend consistent w/ purposes of corp? No.
Wrigley: Is refusal to put in lights consistent to purposes of corp? Yes.
ATT: Can illegal acts be consistent w/ the purpose of a corporation? Yes, but unlikely. 

Milton Friedman reading – vignietes – are theses scenarios in furtherance of corporate interests?

1. CEO is BC alum, and as result corp. is making large contributions to BC Law. 
· This would have considerable tax benefits, but they only partially offset the cost. 
· Often students from various schools are the most desirable, and fostering the desirable traits through education can result in better hiring channels. 
2. Suppose the corp. has a huge contract to build a fertilizer plant in another country that will actually be used to produce poisonous gas to be turned against bothersome parts of the local population producing large profits. If you cancel the contract, the share price will be cut in half.

Problem:

For next time:
· Mss Rules of Professional Conduct
· Francis
· VanGorkum

September 29, 2008**

What’s New:
ImClone is opening up products to other companies and has publicly rejected Bristol Meyers’ offer. 

Tombstones:
Houdaille moved HQ to Fla, signaling that its execs were planning to retire. This suggests that the takeover will be less resisted, and thus won’t have to be hostile. 

KKR offers $350 million, $25million in equity, the rest leveraged against the assets of the company they are buying. This is a simple, but typical, LBO.

Houdaille has about $400m in assets and $50m in liabilities, with a net worth of about $350m. 

LBO done by:
· KKR sets up another company
· Stick some money in the company ($25m)
· They go out and borrow $325m (both an asset and a liability)
· They take that $$ and buy Houdaille.
· Now the dummy corp owns Houdaille. 
· Next they merge the dummy and Houdaille, resulting in a company w/ $400m in real assets and $50m in old liabilities and $325m in LBO liabilities.
· Then the bank usually sells the debt in the form of (fairly risky, or junk) bonds to institutional investors like pension funds, insurance funds, etc.. 
· Of course, the bonds are placed before the agreement starts, so that the bank isn’t wondering if someone will buy the bonds. Thus the bank loan is a “bridge loan” to get you from A to B.

Follow-up from last time: law is somewhere between value-max and corporate citizenship.  Can make charitable contributions, however must be “reasonable” (read: small). 

Another hypo: As corporate counsel, what do you do if:
i. Company is leaking a heavy metal into the aquifer
ii. Not technically illegal as EPA does not regulate this chemical
iii. Likely to increase incidence of birth defects.
Options:
i. Resign quietly
ii. Go Public (and resign) – likely get disbarred
iii. Stay – give good advice
iv. Go to the phone booth – call the Boston Globe
v. Stay – give bad advice (lie to board).
Note: Rules of professional conduct are there to protect the profession, not you.

Francis 
· Ps suing director of company who neglected duties of director to collect monies that sons, also directors, stole from the company. 
1. Not apparently suing sons – likely spent all their stolen $$.
· Competing Desires:
1. Incentive to become directors
2. Ensure they actually perform their duties.


For next time:
Van Gorkom
Disney (2003, 2006)
Graham
Caremark

October  1**

Van Gorkom

We learned last time that directors have a duty of care, and can be personally liable for damages to their company if they do not meet it. We are, however, left with a question of what standard executives have to meet.

Originally seeking rescission of cash-out merger, and after not getting injunction seek damages from directors of Trans Union. Objects because not happy with structure of the deal – the CEO effectively set a price that he was willing to take rather than finding a reasonable price for the company. 

D argues that they should win under business judgment rule. 

P challenges presumption as decision was not informed. Rebuttable presumption, and evidence shows that management failed to 

Company was not fully utilizing investment tax credits (tax write-offs > income) and so sought merger to allow another company to take advantage of the write-offs. Rough number of $55/share (traded at $38) for a LBO was thrown out for manageable amount in terms of financing. NOT an estimate of reasonable value of shares as a whole. 

Ways to rebut business judgment rule:
1. Claim not a disinterested transaction (director has conflict of interest)
2. Board’s process failed to reasonably investigate or to reasonably inform them.
3. Rational Basis Test: if the directors have no rational basis for the decision.

This case was so bad the Delaware’s legislature was worried about corporations continuing to incorporate there. This resulted in section 102 (b) (7) allowing corporations to exempt their directors from personal liability for breach of fiduciary duty as a director, except:
1. Breach of loyalty to corporation or stockholders
2. Act of omissions involving intentional misconduct
3. Director derived improper personal benefit

Disney - Eisner/Ovitz case.

“Not good faith” is a conscious and intentional disregard of one’s duties (similar to recklessness). 

For next time:
Tombstones: Limits of Vision
Stone v. Ritter
Meinhard v. Salmon 

October 6, 2008 ** 

Tombstones: IU International, big conglomerate, is chaired by Jack Seabrook, and seeks to spin off majority share of Canadian Utilities due to pressure from Canadian government. Found a tax loophole where they could trade over 10% of the stock of the parent for stock of the subsidiary tax free in US. Thus they structure a deal where a Canadian company can trade half of IU’s stock to IU for IU’s stake in the Canadian corporation. 

Canadian gov’t tentatively agrees to exempt taxes. 

IRS claims it is taxable, as you are getting consideration for a capital asset, that the loophole was created for long-term investors owning more than 10% of a sub.

Where things stand: The business judgment rule rebuttable by showing:
	(1) not disinterested, 
	(2) process was unreasonable (gross negligence), 
	(3) actual decision had no rational basis. 

Following Van Gorkom DE legis. acts and removes director liability for duty of care (if put required language into charter), but only applies to duty of care. Cannot remove liability for duty of loyalty (self-interested transactions) or non-good faith actions (e.g. Disney). Court says that for bad faith, must show that director has shown conscious disregard for responsibilities (gross negligence not enough; must be conscious disregard or essentially recklessness). . 


Graham: 
D-corp indicted on antitrust violations as people in organization engaged in price-fixing activities in 1994. In 1930s corporation was notified of other antitrust violations, so board should have been on notice. Faith in employees doesn’t constitute bad faith or recklessness. A company is not required to spy on its employees. If D-directors knew of the activities and failed to stop them they may be accountable.

Caremark:
Directors failed to prevent large fines due to violations of federal law intended to keep pharma from bribing health care providers to use their drugs. 

Why isn’t Graham sufficient? Directors (1) haven’t been tipped to something being wrong and (2) have measures in place to monitor for bad issues.

Court says that it would be mistake to call themselves reasonably informed without having a decent monitoring system in place. Between Graham and Caremark, the sentencing guidelines make it unreasonable for corporations not to have some sort of monitoring guidelines in place. 

Court here decides that reporting systems must be reasonably designed to provide management with timely and accurate information, and here it is. The standard is one of good faith where only a sustained and dramatic failure to set up monitoring system will constitute 

Stone v. Ritter: 
AmSouth hit with large fines due to participation in Ponzi scheme. Case analyzed under the Caremark standard.

Must use duty of good faith if:
· Cannot use duty of care in disinterested transaction in corp. w/ exculpatory clause
· Claim of violation of duty to monitor. (must show failure to act in bad faith as defined by Disney)

Disinterested decision-making covered by:
· Ordinary duty of care
· Good Faith

Now we move into the realm of interested decision-making.

Meinhard v. Salmon:
P and D in joint venture for hotel, and at end of lease D entered into lease for same premises for himself without informing P. D claims that joint venture ended when lease terminated. Further, D’s new lease covered more than just the property leased with P. D’s failure to inform P until after lease suggests that it was illegitimate. The concern is that the managing partner, D, has a duty of loyalty to the partnership which was violated by acting against its interest in leasing himself, thereby putting his interest before the partnership.

MUST PUT CORPORATION BEFORE PERSONAL INTERESTS.

For Next Time:
· Cookies
· Case
· Irving Trust
· Rapistan
· Burg

October 8, 2008** (10)

Duty of loyalty cases.

Cookies: 
Corporation C gave L a discount to improve C’s sales numbers. L’s owner, H, became majority shareholder in C, and replaced part of the board. H does a lot of work for C, gets a consultancy fee, etc.. Ps argue that fees paid to H are above market, and thus H is self-dealing. 

First way to rebut business judgment rule is self-interest. In this case he owned all or part of the entities on both sides of the transaction, and therefore it was self-dealing. May have been good for both corporations, but that doesn’t matter. Business judgment rule is rebutted. 

Once the business judgment rule is rebutted, burden falls to D to show that actions were in tune with 

Case discusses Kansas law stating that no self-interested transaction is void if any of:
a. Self-interested directory doesn’t vote. Of course, the directors that he put in place are interested as he can just replace them with someone who will do what he wants. Generally these statutes consider interest as being interested in the transaction at hand.
b. Relationship authorized by vote or consent of shareholders. 
c. K is fair and reasonable. 

Court essentially concludes that D showed that transaction was fair and reasonable. Note that they have essentially skipped a and b above. Fairness is a high standard, which is in fact higher than reasonableness. Essentially the test is that what is fair is what was the best possible decision at the time it was made.

Case

M owned tracks used by C, for which C paid M a percentage of profits. C lost money every year and M had profit. C proposed to and then did buy the additional 6% or so it needed to have a 80% stake of M to take advantage of a tax break allowing them to file concurrently. Adding C’s losses and M’s profit, M effectively gets a large tax rebate, and pays 95% back to C. Minority shareholders of C sue claiming they should have had more of the $$.

Court concludes there are a number of reasons that things could have turned out the same way:
a) Central could use the deductions to offset future income, therefore had more bargaining power.
b) Central could have gone out of business w/o the deal, and so in that regard whatever benefits Central benefits Mahoning.
c) Etc.

This illustrates the difficulty that defendants face in trying to implement the fairness standard. 

Irving Trust

Going to buy 200k shares in Deforest Radio that has assets that Acoustic thinks it needs. Offered a 1/3 participation in Deforest in exchange for access to technology and places on board. Question if Accoustic could pony up the money, and contingent agreement that directors would step in if need be. Contingency happened, Accoustic didn’t have the $$, so directors bought, a lvely market developed and ultimately they sold those shares for lots of cash. 

Argument is that they aren’t disinterested because by having the corporation turn down the purchase of shares they had the opportunity to buy them personally. Thus it is a self-dealing transaction called a corporate opportunity transaction. 

Ds argue no harm to corporation as a competitor could have bought it, and maybe a benefit. P asks court to make a rule that if the directors take an opportunity instead of the corporation, they cannot use the inability of the corporation to take it as a defense. It gives proper incentives and it easy to apply. 

Corporate Opportunity Doctrine – 

This case stands for the proposition that incapacity is no defense (Irving Trust Rule). This is a rule in a minority of jurisdictions.

For next time:
· Rapistan
· Burg
· Fliegler
· Wheelabrator
· Tombstones: Foothold in the Bronx

October 14, 2008
Notes from Ariel Soiffer
· News
· Banco Santander buying the rest of Sovereign.  
· Sovereign shareholders will receive ADRs – shares of foreign companies that trade in the US financial markets.
· ADR = American Depository Receipt
· United Technologies withdrew its bid to buy Diebold
· Seeing more and more withdrawals
· Google and Yahoo are trying to avoid antitrust lawsuit
· Fallout from attempted takeover by MSFT
· Tombstones – A foothold in the Bronx
· Phoenix House Foundation buys buildings to use as addiction treatment.
· Set up foundation to buy the buildings, and then get funds from city.  
· Wanted to takeover a failing treatment center.  But treatment facility had a lot of debt.  Lawyer urged to wait until it collapses, but priest guaranteed the debt.  If he saves the priest, the liability is too great ($50K, of which priest was liable for $30K).
· Bank ends up releasing priest on good will grounds
· Story is pretty simple
· Nonprofits were competing for this acquisition.
· Points
· There is pro bono work for corporate lawyers
· Things aren’t always the way they look in terms of formalities – the contract didn’t end up meaning much in terms of the loan, instead pragmatic considerations
· Corporate opportunities, a subset of duty of loyalty cases.
· Burg v. Horn
· Corporation formed with Burgs and Horns to purchase low-rent property in Brooklyn.
· Πs: Horns took an opportunity for themselves that the company could have had, two buildings.
· Δs: πs knew Δs were in that business even before.  Δs were not seeking competitive properties.
· Πs: suspect that Δs were depriving the corporation of the choicest properties.  If the property was a bit lower, they’d have the corporation purchase it.
· Δs: Have no agreement to give the corporation all of the low-rent properties.
· Πs: Mere fact of being a director means you put the corporation’s interests ahead of your own, at least in matters that fall under what the agency does.
· If it’s low-rent property, then the Ds should put the corporation’s interests ahead of their own.
· A lot of the money they used was from the corporation.
· Does this opportunity belong to the corporation?  That’s the threshold question.
· If you’re a director of a SW company, and you get a pizza opportunity, then it’s probably safe.
· What determines if it’s a corporate opportunity?
· Πs: Any opportunity that are in the corporation’s line of business.
· Δs: Not if they had previously been working on that opportunity.
· Δs: If the corporation had an interest or expectancy, then → opportunity.
· Δ won the case
· Court did not apply line of business test, instead based on the relationship not creating an expectancy.
· Dissent – Hire someone to run the corporation, expect them to do what’s best for the corporation.
· Rapistan
· Πs allege that 3 Ds usurped a corporate opportunity.  There was a corporation that was a potential acquisition.  Instead of buying, 3 Ds resigned and made the acquisition on their own.
· Πs – it was clearly in the same line of business
· Product lines overlapped – not all the same, but somewhat.
· Δs – The Ds did not know.
· Πs – Using the company’s time to research this – paying them to compete with us.  These guys were the corporation – they were the directors, representative of the corporation – they would know that this would be interesting to the corporation.
· Δs – weren’t part of the corporation when they bought it.
· Πs – but then the rule would be that it would be ok as long as you resign and then take the opportunity.
· Δs – this wasn’t a corporate opportunity in the first place.
· Δs: In DE, the Guth Rule – there was no interest or expectancy.
· Interest or expectancy – a legal interest or expectancy
· Πs: spent corporate assets on it
· Line of business test – π wins.  Interest or expectancy test: harder for π to win.  Which test applies?  Was that test satisfied?
· Did the opportunity come to the D in his individual or corporate capacity?  If in individual, then interest or expectancy test.  If in corporate capacity, then line of business test.
· Individual – Something completely through personal channels
· Corporate – Director researches opportunity and comes back with a report for the corporation.  Or calls the Director at his chair.
· Sometimes, it’s hard to tell which one is which.  Line drawing problems can occur here.
· Is it possible to be in line of business but not interest or expectancy?  Sure – might not have a corporate connection.
· Is it possible to be interest or expectancy, w/o being in line of business?  Sure – if the corporation was deciding to branch out to other lines of business.
	Individual Capacity
	Interest / Expectancy Test

	Corporate Capacity
	Line of business or interest / expectancy test

	
	


· Guth Rule and Corollary – 
· Rule: Corporate capacity → line of business or interest / expectancy.  If either test, it belongs to corporation.
· Corollary: Individual capacity → interest / expectancy test only.  If not in interest or expectancy, the D can take it.
· Πs would say it came in corporate capacity, and line of business test should apply.  But even if in individual capacity, there is an interest or expectancy.  
· Δs would argue it came in individual capacity – the amount of corporate assets used were minimal, and there was no interest or expectancy.  
· A lot of courts would say that expending corporate assets, it is part of interest or expectancy.  This court instead said it was a matter of estoppel based on the expense of corporate assets.  Either way, the end result is the same.
· Δ won.  Don’t know what it was that led it to be in individual capacity.  
· Corporate opportunity 
· Muddled doctrine
· Significant variation among the states
· Some have adopted something similar to DE
· Some look more at expectations
· Small mom and pop corporations might be interest / expectancy
· Professionally managed corporation might be line of business
· We’ll know it when we see it (e.g., MA) – try to tell if it’s fair or not
· If it looks unfair for Ds to take it, it’s a violation of duty of loyalty.
· Most states separate this from duty of loyalty
· After it is determined to be a corporate opportunity, duty of loyalty standards are applied to it.  Becomes a regular duty of loyalty case.
· Some have Irving Trust thrown in, so incapacity is not a defense
· Fliegler v. Lawrence
· Πs making shareholder derivative suit, saying usurped corporate opportunity.  Mining of antimony.  Ds capitalized on that opportunity.
· Options were given to buy back USAC.
· Had to give 800K shares of Agau for USAC shares
· Δ: Here, there was a shareholder vote as well.
· Π: Cannot guarantee that majority of disinterested shareholders voted.
· Δ: The wording of the statute does not require disinterested shareholders, just a vote by the shareholders.
· Π: Inconsistent with the legislative intent.  To best achieve purpose.
· Δ: The “disinterested” was in the first prong (directors) but not second (shareholders).
· Court really rewrote the statute to include that the shareholders are disinterested.  Treat ratifications by disinterested differently – give it actual effect on the scrutiny – vs. ratification by all shareholders – has no effect.
· If it satisfies one of the first two prongs, self-interested transactions are not voided automatically – still look at common standard of scrutiny.
· Interested shareholders = doing nothing
· This is a common move by courts faced with this statute
· No weight to interested ratifications
· Point of the case: can’t just use statute.  Also have to know the case law.
· This is very common move in many Js.
· Wheelabrator
· Majority of disinterested shares voted in favor of merger
· Πs: the terms were unfair
· Δs: Approved by majority of fully informed disinterested shareholders.  
· Πs: Ds control the information flows, and Waste owns such a large stake.
· Δs: There’s not a controlling shareholder.
· Court made rules:
· Controlling shareholder, deal with the controlling shareholder
· Self-dealing with a D
· What is the effect of shareholder ratification on these two cases?
· Self-dealing: BJR applies, only review if there is gift or waste
· Waste – another word for rational basis – giving away corporate money where there is no rational basis for doing so.  Very low level of scrutiny.  Court is not going to get very involved.
· Controlling shareholder: shareholder ratification means that the burden shifts to the π, but the standard is still fairness.
· Easier to show that it’s not fair than that there’s no rational basis.
· If there is a duty of care, shareholder ratification completely extinguishes it.
· Court decides controlling will be treated differently.
· Court says it was not controlling with 22%
· Often, a 22% stake is enough to control in a public company.  In some cases, it will be considered control, but that is a question of fact.
· Here, the court said 22% was not control.
· Corporation is on both sides of the transaction.
· Δ won the case.
· Didn’t constitute waste – low level of scrutiny – as long as it was ratified by informed shareholders.

October 15, 2008

In derivative suits shareholder sues on behalf of the corporation, and if they win against the directors, the damages go into the corporate coffers. The incentive to bring the suit, then, is attorney’s fees, much like class action. 

Aronson
Suing various directors as stockholder, claiming that transactions between company and one of the directors was only approved because he was a director. Fink’s compensation (who owned 47% of the company) appears to be excessive, and uneven as he appears to be paid for very little actual work, is able to quit at any time and maintain high salary through consultancy agreement for a few years, and employer must give 6mo. notice. 

Normally the board must approve a suit, but P sidestepped here claiming that because Directors would be defendants they wouldn’t approve the suit. Also, claims directors are puppets to Fink.

Unlikely for board to approve because: (question of demand futility)
1) Directors are being sued (challenged for their actions)
2) Majority shareholder, who controls election of directors, is being sued.

Why can’t they write a letter to the corporation? 

The court says that to get into court P needs to have sufficient evidence to raise a reasonable doubt as to the disinterestedness of the directors. 

Must create reasonable doubt that:
1. Directors are disinterested; or
2. transaction was product of valid business judgment. 

To show demand futility, must show:
1. Duty of loyalty case – directors were interested (must show that it is a duty of loyalty case); or
2. Transaction likely to fail business judgment rule analysis (must show probability of winning)

Note here that Ps are focusing on decision to sue, not on the first decision. Courts don’t look at the decision to sue as it would effectively eliminate the demand requirement. 

In this case the court says that the Directors are merely appointed, but that does not make them disinterested (doesn’t want to let in every case w/ a controlling shareholder). 

Levine
Challenging purchase by GM of Ross Perot’s GM shares, as he was largest shareholder. He started lambasting GM and its management, and GM decided to buy him out. Shareholders objected to the agreement because the price paid to him was notably higher than that available to the general public, arguing that this isn’t fair to the corporation. 

P wrote letter to board, then sued. Corporation claims that letter to board indicates board is disinterested, and therefore rejection of notion is governed by business judgment rule and thus final. Court agrees, and thus discourages demand of directors and people to go directly to court with concerns. 

Making demand of the board effectively concedes the case.

As a result, demand is essentially never made. 

Zapata
Statute allows board to delegate authority to committees thereof. Normally demand is not about the absence of power of the board, and therefore formation of a disinterested committee to handle demand for this suit should not subject the board to demand futility. 

While this transaction was self-dealing, the court argues that it was not wrong in that it was still good for the corporation. Disinterested investigation committee looked at the suit, and found that it was not in the best interests of the corporation. 

Of course, we might not want to apply the business judgment rule here as it seems to allow for the board to circumvent the courts by directing all demands to disinterested groups thereof. Also, this is a decision about litigation, not business, and so the courts are comfortable addressing it. 

1. There is a strong question of the committee’s independence.
2. Court will apply its own litigation judgment. 

Oracle
D has a special litigation committee, and terminates suit based on allegations of insider trading. The committee members are all close friends with the CEO, and while they are professors at Stanford, D had large donations to Stanford. 

This is a case of new law, as prior to this case “disinterestedness” was financial disinterest in the underlying transaction. This is an expansion in that the court here found that interest is triggered when you have strong reasons to see spillage between activities/interests. Note that the is new law, and not all courts will entertain these theories.

In Delaware, the procedure is defined by three major cases, Aronson (demand excused), Levine (demand refused), and Zapata (Special case of interest).

October 20, 2008**

Tombstones: 
· SEC Big-wig named Stanley Sporkin who, as a true cynic, made a habit of probing questionable business deals. 
· Crouse Hinds agreed to acquire Belden in an all-stock deal. When the deal was announced, Crouse’s stock rose (rather than the usual fall).
· The rise continued for a while, and upon investigation Crouse found that Internorth, who had been planning to acquire Crouse, was buying up stock. 
· Internorth gave a cash tender offer for Crouse shares if Crouse dropped the deal with Belden.
· Crouse (Failed disclosure in the tender offer) and Belden (contract interference) sued Internorth trying to stop its acquisition of Crouse, and Internorth was enjoined from continuing the hostile takeover attempt (and immediately appealed)
· Crouse could trade 20% of its stock for Belden w/o shareholder approval, but Internorth obtained an injunction against that.
· Note this law may be best explained in that management knows better than the shareholders. 
· Could argue that this is an effort by Crouse’s management to keep their jobs.
· Both appellate courts reversed.
· Internorth, however, continued the bid, and at a lower price. 
· Crouse sought a white knight, and found Cooper, who was willing to do a (slower) stock purchase if Crouse could commit 1/3 of its shares to them. 
· In a planning session whose message was TAKE NO NOTES, they Crouse and Cooper outlined a plan to have a number of arbitrageurs commit to the Cooper transaction if Cooper’s stock price stayed above a threshold.
· They got 30% of stock committed through arbitrageurs, and the deal went forward.
· They agree to do this because they want the deal to go through. 
· Also, their potential loss is very small.
· This serves as a publicity stunt to convince the market that this is a good deal. 
· The SEC, however, refused to clear the transaction unless Cooper released the arbitrageurs, which it did, along with all attorney privilege.
· The SEC then investigated the attorneys, and somehow got a copy of all of the notes from the clandestine meeting.
· After a considerable haranguing the SEC told the lawyers never to do it again, and the lawyers, I’m sure, found a better way to stress TAKE NO NOTES.
Summary of Derivative Suits (Delaware):
· If you see some sort of abuse or violation of fiduciary duty of exec. Officer, you must make many decisions:
· Do you make demand upon the board? If you do, the board must decide whether to address the demand, and if they decline to do so, your suit will fail because your demand is a concession that the board is disinterested and thus suit uses business judgment rule. (Levine)
· If you do not make demand, the board decides whether to use a special litigation committee (“SLC”) to achieve disinterest. If they don’t use an SLC, litigate whether demand is excused (according to Aronson).
· If they use an SLC, it will recommend dismissal or not.
· If it recommends dismissal, court must decide if it should dismiss (Zapata). If court excuses demand, it is either a duty of loyalty or a duty of care case. 
· Some jurisdictions judge the recommendation of the SLC by the business judgment rule, however the trend is away from this.
· Some jurisdictions always require demand, but use a tougher standard than the business judgment rule.


Federal Law

A brief history:
	There was a stock market crash  in 1929. In response to the depression, there were two acts, specifically the 1933 Act, designed to look at primary markets s.a. issuance of shares and debt instruments to the public. The Securities & Exchange Act of1934 is designed to deal in secondary markets, e.g. the trading of securities among people. Looking at §10(b), requiring oodles of disclosure s.t. the investor can determine if a company is sound. 

1934 act: Illegal to use manipulative or deceptive devices to circumvent SEC rules. Main SEC rule is that it is illegal to defraud, misrepresent or omit a material fact. 


-----

Financial
· P-mutual fund bought shares of D, which substantially declined.
· On May 27 Pres. of D advised that may not make numbers
· Investigate
· On June 1, press release that earnings adversely affected.
· On June 4, give specifics of earnings.
· P claims should have released info quicker.
· D claims doing so would have been unwise as they had to ensure accuracy
· Timing controlled by Business Judgment Rule.
· Duty to disclose when information is “Available and ripe for publication.”
Consider a situation where a company is prospecting, finds gold in a lot, and starts to buy up surrounding lots. Do they have to disclose that they found gold? Well, the business judgment rule applies, so if there is a legitimate business interest to not disclosing, there is no duty to disclose.
Thus, there is no affirmative duty to disclose found in 10(b) or 10(b)(5) themselves. Disclosure is in the discretion of management, even if the facts are highly material. Thus, to sue for silence, must show a duty to disclose.
-----

For next time, Affiliated Ute & Basic II



October 22, 2008**

Continue examination of 10b and 10b-5. Both have sparse language preventing fraud and misleading statements, and the Court basically have to fill in between the lines. Note that it does not follow that the violation of a statute means a private right of action. 

Early on, the courts said that violation s of this rule/statute that harms a private citizen gives rise to a private right of action. 

Blue Chip
· P represents class seeking damages for:
· Lost opportunity
· Right to purchase at previous price
· 25min in exemplary damages
· Old Blue Chip had to do a reorganization due to antitrust suit. 
· This required it to reduce its holdings in holdings, and transfer remainder to new corporation.
· Holdings to be sold were to go to previous non-shareholder customers.
· Prospectus was overly cautionary (note that future prospectus for resale was not), causing many customers not to buy.
· H: Dist dismissed.
· H: App. Held that claim is limited to actual purchasers. (Birnbaum)
· P argues that Congress meant to include non-purchasers in §10(B)
· D notes longstanding rejection of this idea by courts, as well as Congress’ and the SEC’s failure to include such a provision, despite ample opportunity.
· Bright-Line: Rule allows us to weed out a large group of likely comparatively frivolous plaintiffs.
· P: Tort allows misrepresentation claim for refusal to buy as well as to buy.
· D: Tort is not the same as business transactions.

Claim by P is that had option to buy stock, but prospectus was overly pessimistic, and discouraged P from buying shares. 

D argues that unless P bought/sold shares, P has no standing. Argument is that of those non-buyers there is no meaningful way to distinguish btw frivolous and meritorious claims of non-buyers and as the people w/ real claims are so few we needn’t let them into court. Also, 10b-5 says it is unlawful to defraud etc. in connection with the purchase of a security. SEC tried to change to “attempt to buy” but didn’t. 

This is the Standing, Blue Chip or Birnbaum doctrine – you have to be purchaser or seller of a security to have standing to sue.

It seems that you can only get into trouble by having a misleadingly optimistic prospectus.  Thus people will err on the side of pessimism in prospectuses. Thus, they are as pessimistic as possible. 

10b-5 prohibits deception, which can come in one of two forms:
1. Misstatement (statement that is false)
2. Omission (duty to disclose + failure to disclose)

Elements:
1. Standing (purchaser/seller)
2. Materiality.

-----

 Basic I
· Combustion expressed interest in acquiring Basic, and discussions began in Sept. 1976.
· During ’77 and ’78 Basic made statements denying merger negotiations.
· In Dec. ’78 Basic halted trades of its stick and endorsed Combustion’s tender offer.
· H: Dist. Found for D holding that the negotiations were not destined w/ reasonable certainty to become a merger agreement. (immateriality)
· H: App. Held that statements were misleading and that denial of negotiations made the negotiations material.
· Omitted fact is material of likely shareholder would consider it important in deciding how to vote/whether to buy/sell.
· 3d Cir: Negotiations immaterial until “agreement in principle” reached.
· 6th Cir: Negotiations material by virtue of statements being false.
· Held:  Materiality depends on significance a reasonable investor would place on withheld/misleading information.
D argues that information was immaterial, and therefore no duty to disclose. Court holds that when information would be important to the average investor, information is material. Thus information can be material before merger is finalized, and an outright lie is not necessarily material. 
What usually happens: Company enters negotiations, and when asked comes back with “No Comment.” In short, YOU CANNOT LIE TO YOUR SHAREHOLDERS. 
-----

Trump
· P released prospectus saying they expected to meet interest and principal payments for project
· Prospectus contained many cautionary statements.
· Risk evidenced by yield of 14% where norm was 9%.
· P claims statement of expectation to pay was misleading.
· Well known that casino was not completed, had no track record, and depended on external factors for profitability.
· Bespeaks Caution Doctrine:
· Fraud claims can be negated by cautionary statements in prospectuses as long as allegedly fraudulent statements did not affect the “total mix” of information.
Forward looking statements, when couched in enough cautionary language, become immaterial. 

Section 21E(c) (see handout) says that any forward looking statement, identified as such, accompanying cautionary statements, or is immaterial, or P cannot prove case.

-----

Affiliated Ute
· Ute Distribution Corp. set up to manage Ute tribal matters
· Shares issued to full and mixed blood members.
· Tribe had right of first refusal for stock sold by mixed-bloods prior to August 27, 1964.
· Stock entrusted to bank to manage for tribe members
· Two bank employees facilitated mixed-blood selling of some of the stock to themselves and others before and after that date.
· $$ for buyers left in that bank for quick access
· Market formed
· Bought from mixed-bloods for $300-500, sold among whites for $500-700.
· Collected transaction/finders fees.
· D argues that only liable where employee purchases shares for himself.
· P argues as D encouraged a market and received other benefits to the sales, they were more than just transfer agents, and therefore violated 10b-5 by failing to disclose conflict of interest and misrepresenting themselves as trustworthy.
· Facts withheld (pricing in market and existence thereof) were material to decision to sell.
· Bank employees were transfer agents, and so worked for the company, and had duties to the company and its shareholders. 
· Bank agreed contractually to have this duty.
· Argument for D might be reliance. How does the court know that the omission of the information caused the plaintiffs to sell?
· Normally fraud requires reliance, however here there is a duty to disclose, and thus reliance is not a pre-requisite to recovery.

In cases of omission, proof of reliance is unnecessary. Presumption goes to P.


-----

For Next Time:
· Tombstones: Family Business
· West
· Stoneridge
· Ernst


October 27, 2008

Basic II
· Combustion expressed interest in acquiring Basic, and discussions began in Sept. 1976
· During ’77 and ’78 Basic made statements denying merger negotiations.
· In Dec. ’78 Basic halted trades of its stick and endorsed Combustion’s tender offer.
· H: Dist. Found for P on issue of class action holding that public statements create a presumption of reliance as the market price is presumed to reflect all available information (and lack thereof).
· People buy and sell because they think the market price is wrong.
· H: App Ct affirmed adopting “fraud-on-the-market” theory.
· If P had to prove that they would have sold/held given unreleased info, impossible to prove for singe P, let alone a class.
· D argues that theory eliminates requirement that P prove reliance. 
· P argues that reliance is a showing of causal connection. Market is between buyer and seller, and so (mis)information in market is a factor in any decision to buy or sell.
· Presumptions assist courts in managing issues of difficult proof.
· Presumption is rebuttable – show that information was in hands of “market movers,” or same disbelieved statements.
· 


October 27, 2008

Ben Narodick’s Notes:

Tombstone's Chapter 9
o   Talked a bit about the management-based buyout of a stock and what can go wrong
  Issues with insider information and the chances of a tender offer ruining the deal
  Management seeking a bargain will often get trumped by a higher offer
o   Interesting story with the numbers of this leveraged buyout
  2.7 million shares outstanding, Stokely had 565,000 (about 20%) worth $22.6 million at $40/share
  With the leveraged buyout, Stokely sets up an acquisition company, leverages 135,000 of his shares into the company and buys 135,000 shares from the public (via a bank loan), and ends up having 270,000 shares (10%) in the holding company
  This leaves Stokely with 15% of the shares and the holding company with 10% of the shares… the holding company then tries to buyout the remaining two sides
  Price of the share during this stage of the deal is roughly $50 but expected to go up to $55, meaning that the value of the transaction is $148,500,000 + 6,500,000 in expenses.  
  If the deal goes through, the holding company will have $140mil in the bank but $140mil in debt plus interest… then the bank money is used to purchase all other shares (2.43 million) at the $55/share price, and the company has only shares of the target company and debt for the purchase
  Once all the shares are acquired, the companies would merge and bonds would be issued to pay off the bank loan…
  Stokely would get $23.65 mil cash – more than he would have gotten for selling his holdings at $40/share
  Ultimately, Stokely's bid is trumped by Pillsbury and then Quaker… Stokely ultimately got $43.5 million 
o   Uproar about insider trading allegations raised at Stokely for not giving the public a fair deal… wasn't solicitous of the shareholders' interest
Basic II
o   So, company denies three times that there is a merger, share price drops, shareholders sell
o   Later, Basic agrees to a merger at a much higher price
o   What's the issue here?  Ps have sued D for damages under § 10(b)
  They "alleged that they were injured by selling Basic shares at artificially depressed prices in a market affected by petitioners' misleading statements and in reliance thereon."
  Class of Ps is certified using the "fraud-on-the-market" theory
         Ps aren't relying on the information, but the market is relying on the information and the 
         What would happen if this theory was rejected?  Then directors may be able to act with impunity… class actions have to be allowed or there is no recourse for the majority of injured investors
o   Misrepresentations to the market indicate an expectation for a particular reaction from the market
o   Differentiation from common law fraud, where you have to directly rely on the fraud… beginning of a common theme
  The class cannot demonstrate it even saw the merger denial statements, let alone relied on them
o   Three forms for incorporation of information into market prices (efficient market hypothesis)
  Weak – by the time patterns are noticed, they have been incorporated into the market price (critique of tech
  Semi-strong – any fundamental knowledge that you can possibly get by researching the company has already been quickly spread and the stock price has already been driven to the proper level
         Seems to be the most empirically supported
  Strong – Even non-public information, by the time you receive it, has already been acted upon and spread and the stock price has already been driven to the proper level
o   Basically, because of the efficient market hypothesis, the fraud-on-the-market presumes reliance for a class action
  Essentially eliminates the reliance requirement in this situation
  It's a rebuttable presumption, though – the burden is just shifted
Moving on to West…
o   D's argument here – stock price went up in conjunction with general market trends and trends for similarly situated Midwestern banks in general
o   Court basically rejects strong efficient market hypothesis in terms of fraud-on-the-market
o   Reviewed this case for like two seconds… 
Ernst
o   Court rejects idea that fraud-on-the-market charges can be leveled when there is negligence and no scienter
o   What about recklessness?  It's sort of imbetween, but again, using the logic of the case there would be no standing.  However, the courts have found that conscious disregard of duties is ground for a 10(b) action
 
Stoneridge
o   Court (divided) rejects idea that a company acting in concert with another company committing fraud but not breaking 10(b) or inciting reliance by stockholders of that company can be sued for a 10(b) violation
o    Accusation of aiding and abetting has been rejected in the past and is reaffirmed here as not a basis for liability under 10(b)
  Main case is Central Bank… it could be distinguished though because there is no action in Central Bank (delay) and here there is conscious action.  It is not just aiding and abetting, it's acting in concert.  Here, they are principals – primary actors.
o   Stockholders relied on Charter, not on D
o   Any other reason why this shouldn't go through?  What about Congress?  Congress halts private liability but allows the SEC to go after aiders and abettors.  
o   Dissent – what about Main Street?  How are they supposed to get redress?
  Likewise… what if they get nailed for liability by accident?
-
Assignment for Wednesday:      Mitchell, Santa Fe, Goldberg, Cady Roberts


Caroline’s Notes:

BASIC 2
The issues are RELIANCE and the FRAUD ON THE MARKET THEORY:

· Fraud on the market means that when you manipulate the market you defraud everyone who relied on your statements (and the market price)
· There is a debate as to how show reliance. (and if it is even necessary)
· Is there a presumption or
·  must it be show by the petitioner
· if P must show then no way to make class action
· this court finds that RELIANCE MUST BE SHOWN IN 10b-5 ACTIONS
· Because it satisfies the casual connection between D’s action and P’s injury.
· The market is much more informal than the meetings of the past and therefore the court feels new rules apply.
· The market acts as an intermediary between the business and the investor 
· TELLING THE INVESTOR WHAT THE FAIR PRICE IS, and that you are in fact paying a fair price
· But market manipulations make the price untrue occasionally.
· The court finds that a presumption of reliance exists, because it would cause an unrealistic evidentiary burden to the P to require them to show reliance.
· This is supported by Congress’s policy in the 1934 act. (there they relied on the premise that the securities marker are affected by information, and that the market represents as near as possible the true value of those stocks)
· BECAUSE MOST PUBLICALLY AVAIALBLE INFORMATION IS REFLECTED IN THE MARKET PRICE, AN INVESTOR’S RELIANCE ON ANY PUBLIC MATERIAL MISREPRESENTATIONS, THEREFORE, MAY BE PRESUMED FOR PURPOSES OF A RULE 10B-5 ACTION.
· Thus class actions are ok.

The presumption can be defeated by severing nay link between the misrepresentation and the price received or paid by the P, or his decision to trade at a fair market price. E.g.
· market makers knew the truth (thus market was not effected)
· media leaked the info (it was reliable and believed)
· or P suspected the truth but sold for some unrelated reason.

Concuring/dissenting in part
· congress should decide
· the assumptions are wrong (we do not know for sure that people rely on the price of a stock to know it’s value)
· in fact people by and sell stock because they believe it is over or under valued.
· They assume that stocks have some true value.. as opposed to merely their market price
· There is no proof that basic intended to manipulate the stock price, or to engage in other underhanded trading.
· Finally, the people who will end up paying for this are innocent investors, the lawyers and greedy speculators will get paid.

P’s claims that they sold their shares based on the 3 denials.
· this is a class action, if the reliance requirement was that they must show that everyone involved in the case relied directly on the statement of the company then the burden of proof may have been unsustainable.
· Because you would have to put everyone on the stand to argue about how their behavior would have changed if they knew the truth
· But in a typical fraud action you have to prove reliance.
· This would kill the class action.
· This is the typical case of security actions
· Because the damage is large but it is spread out amongst a large number of people who would not bring the case on their own, because the individual damages are small.
· But why do you want court cases?
· DETERRENT EFFECT	
· The companies will run amuck and will not be held accountable.
· According to the P something must be done to allow class actions.
· the fraud on the market theory is that the misrepresentation of the D effects the market price of the securities which a stockholder (the clients of P) rely on the market price as being an accurate reflection of the information.
· The D would disagree with the premise that the market price is reflective of the true value of the stock… 
· A lot of information is out there some is correct some is incorrect.. 
· They would only give recovery to the people who heard the statements and bought stock. Otherwise this will give recovery to 1000’s of people who never heard the sentences
· P argues that the individuals who lost the money are more motivated then the SEC who has not lost the money because the SEC has limited resources…

Efficent market theory: 3 forms
Weak form: technical analysis does not work… any info from the pattern of the stock doesn’t help because by the time you get the pattern, it is incorporated into the stock therefore you cannot get the benefit… therefore it favors fundamental analysis
SEMI- STRONG form: says fundamental analysis doesn’t help because any info you can possibly get, it will be too late the price will already be effected therefore you will not make money based on that information, technical analysts doesn’t work either. Empirically proven that this is not effective… you cannot make money based on public information.
Strong form: any public info you get will not help, but getting inside info will make you money.

The legal theory is based on the Semi-strong threoy because it is supported by research…. Because if this price is distorted by public misinformation then people are changing there behavior because they would not have bought the stocks at that price if the information had been correct. (this is a stretch by the court so that they can certify class actions)
· individualized proof of reliance would kill the class action… the court is trying to save the class action.
· Once they kill the need for reliance they will eliminate the need for specific issues to be brought into the case and then only common issues will be argues (thus class action OK)
· THE FRAUD ON THE MARKET THREORY IS REBUTTABLE:
· If market makers knew the correct info
· if the investor’s bought and sold the shares for other reasons,
· they had to sell no matter what… their decision to sell did not depend on the price
· It is hard to rebut the presumption.

Different types of analysis’s:
TECHNICAL ANALYSISTS: look at the movement of stocks but not at the company, they ascertain patterns in the stock price and invest based on those predictions
FUNDMENTAL ANALYSTS: look at all the details of the company. 


Tombstone Family business:
There is a multi generational family business the only problem is the family members are down to 20% stock. They want to do a leveraged buy out
· the deal is 
· all stock will be bought out at 50-55 dollars a share (40 dollars a share current price)
· If it went though 50% of the stock would be owned by the family man, the rest by the public. Plus, he’d make 22.6 million in cash. (which is more than the value of his current stock on the market)(he’d also go from 20% of the stock to 50% of the stock)
· $155 million is needed @ 55
· the banks would lend 125 mill
· the insurance will lead 15 mil
· totaling 140 million they will have 
The key is that price must be high enough to discourage others but not so high the company can’t grow.
· they think about how much the money can be stretched, reducing overhead.
· Because if somebody was buying the company they would be prepared to make radical changes and cost cuts…
· Because he already owns stock he would have an advantage over anyone on the outside trying to buy the company from its own assets… 

If the 55 dollar price was taken then all cash flow of the company would need to service the debt. Thus most  (thus a big company who would be ok with this company eating into it’s profits would be the only type that could take over. ) 
	The question was if there was enough honor left in this Midwest business community in order to avoid a bid contest…
The owner wanted to keep the business in the family, but there is a chance that the company will be bought out
· they announce the buyout
· the board must decided the fairness of the 50 dollar price
· the price is upped to 55 dollars after another company politely phone’s in an offer. 
· The board comes back saying the deal is fair.
· Then another company starts snapping up shares, they are up to 6% (Esmark), they call up an play soft ball, they want to be 25% partners.
· They want him to invest instead of the 15 million in subordinated debt 
· They want him to promise not to sell his shares… but he says he has to be free to offer them if there is a tender offer.
· BUT ESMARK
· After clearing it with the SEC could not get the bank to go along with there ability to sell there shares at any point… they backed out.
· Pillsbury made an offer to acquire the company.
· It would pay $62
·  A man on the litigation team was on the board at Pillsbury.
· He was allowed to speak first but not to participate in the decision.
· He said he would be against it (even if not for his conflict) because it was a family business.
· The board wants to make a go at it.
· The issue now is that the company could not be leveraged at that price.
· The family owner (bill Stokely) decided it would be best to sell the company (in fact the only way… 
· They solicit bids ending up at $77 a share from Quaker Oats.

The is case stands for how insider deals hurt stockholders and made the public believe that when insiders buy companies they are stealing from the investors.   

CLASS NOTES:
STOCKLEY’S SHARES:
2.7 million shares
565 X $40 = 22.6 m

	Target Co
	Value of shares of the company not being reinvested in the leveraged buyout (holding co.)

	270,000 shares
140,150,000 (in debt) (borrowed from banks but will become bonds.)
(will purchase the shares at 55
	140,150,000



2.7 million shares
565,000 shares (HIS)		 |		2,135,000 shares outstanding
	135,000 shares (to holding co)	 |	135,000 shares (to holding co)  |   (2 million  shares)
bought out 
             by the bank.

The holding co is purchasing the 430,000 shares he has left over, and the 2 million shares from others.

They are buying 2.7m shares at $55 =’s 148,500,000
				     +    6,500,000 (expenses, lawyers, brokers, financing fees)
					155,000,000

They have to borrow enough to purchase the 2,430,000 shares out standing at $55 +6.5 million turns out to be the 140 million and change.

Then Esmark, which falls though, then Pillsbury, then Quaker at 77
This makes it look to the public that the management was trying to steal the company. 

Stokely walked away with 43,505,000. 
Esmark walked away with  1,244,000 (for it’s 168,000 shares) 
Pillsbury bought Esmark’s shares at 62 and sold at 77 made over 2.5 million (may be more)



WEST (2002)
A stock broker working for prudential securities tells 11 customers that Jefferson Saving’s Bancop was “certain” to be take over soon. (at a big premium)
· it as a lie
· the question is if the court would allow a suit on behalf of everyone who brought Jefferson stock while the broker was making the statements.
· They are trying to use the fraud on the market doctrine (from basic)
THIS IS A SUBSTANTIAL EXTENSION ON THE FRAUD ON THE MARKET APPROACH
· In basic we saw the fraud on the market doctrine applies when the entire public is deceived. As to the price because of PUBLIC information.
· Here the information is not public, and it’s supposed value has to do with the fact nobody else knew the information
· In Basic we looked at the mechanism by which public information affects stock prices (through professional investors who monitor that information. And the false public info would reach the an incorrect level.
· But in Cases of private information, this mechanism would not be inferred. But perhaps the market makers could infer something was going on by the increased volume or by the purchasing/selling of insiders. 
· But nothing in this case would have indicated to a market maker that something was going on that they could have inferred from the transactions.
· Thus there does not appear to be anyway for these non-public statements to have caused the changes in the price of Jefferson Savings Stock..
· The lower court did not identify any casual link btw the nonpublic treatments and the price, (let alone show that the link was strong)
· But the stock still rose about 20% in this time… 
· Perhaps the volume effected the price? Since not only was there increased demand by these 
· But the court says according to the theory it is INFORMATION and not VOLUME that affects stock prices
· If the p can show that the prices are effected by volume then the court would have to evaluate evidence of that claim.
· But it would also have to consider other issues
· It rose in relation to other similar stocks
· Other similar banks were being taken over.
· But the P never sought to exclude other solutions for the price increase thus the inference is unsupported
· The court asks how can one person’s lie cause a long term price rise.
· Investors would discover the inexplicable rise in prices, and sell short making prices go back down.
· In this case the lie would have self-destructed long before 8 months had passed…. Since he did indicate that acquisition was imminent.
· They should have realized after a month or 2
· Thus it does not seem possible that the prices didn’t go back down after a month or 2 therefore something else must have raised them or kept them raised.

THE SETTLEMENTS IN THE SECURITIES REFLECT CATASTROPHIC LOSS WHICH MAY LEAD TO DEFENDANTS PAYING SUBSTANTIAL SUMS EVEN WHEN THE P’S HAVE A WEAK POSITION.


P wants to certify a class and collect money for all those people who bought stock during the period of the deception…. 
· the information was non public.
· The misstatement is not reflected in the stock price because the the market makers would correct for seemingly high prices
· THIS CASE STANDS FOR THE SEMI-STRONG EFFICENT MARKET THEORY (THAT PUBLIC INFO IS QUICKLY INCORPORATED INTO STOCK PRICE) there is some info that private info is incorporated into stock price.
· The fraud on the market theory stands for the fact that public info is incorporated but if it is private info then the P has to come to the court and PROVE that there was an effect on the market.


Stoneridege:
· a company engages in 2 transactions including backdated documents) in order to help another company defraud it’s investors. 
· Company 1 (Charter) a cable operator and company 2 (Scientific Atlanta and Motarola)

Facts:
The deal was that motarola would pay more ($20) for a certain number of cable boxes for the rest of the year *w/ a liquidation clause intended to pay the difference) and then in return they would pay an above market rate for advertisements.
· the transactions had not economic substance
· they were used so that Charter could record the advertising purchases as revenue and the boxes as capitalization. (thereby hiding there multimillion dollar deficit)

the defendants here played no role in the preparation of the false financial records., nor did they spread them and everything on their books was honest. And complied with all federal reporting regulations… (They reported the deal as a wash and were allowed to do so)
· P claims that the D knew (or recklessly disregarded the risk) that Charter intended to use the translation to inflate its revenues 

In a prior case central bank it was decided that aiders and abettors would not have liability to the public but the SEC could go after them with civil and criminal penalties… (the defense wants to follow this case.)

The court of appeals in this case: found that plaintiff had alleged any facts that would allow the use of 10(b) private righ of action in this case. BECAUSE ONLY MISTATEMENTS, OMISSIONS BY ONE WHO HAS A DUTY TO DICLOSE, AND MANIPULATIVE TRADING PRACTICES ARE DECEPTIVE WITHIN THE MEANING OF THE RULE.
· the appeals court also found that the defendants actions were not relied on by investors of charter.
· RELIANCE on the defendant’s deceptive acts is absolutely necessary in order to make a private claim of action under 10(b)
· There must be a connection between the injury and the misrepresentation.
· There are two rebuttable presumptions in this area
· 1.) omissions of material facts by one with a duty to disclose or 
· 2.) the fraud on the market theory (reliance presumed because the information is public)
· these do not apply here
· therefore P cannot show reliance except by an indirect chain that the court finds is TOO remote to apply liability.
· SCHEME LIABILITY: 
· The claim is that liability is appropriate because respondent engaged in conduct with the purpose and effect of creating a false appearance of material fact to further a scheme to misrepresent Charter’s revenue (P’s argument)
· Therefore the financial statement was a natural and expected consequence of D’s deceptive act.
· Because w/o the help of the D’s Charter’s financial statement would have been more accurate.
· This would be the same as claiming that in an efficient market investors rely on both public statements about a security and on the transactions those statements reflect.
· The problem with this is that it would touch all transactions in the entire marketplace with which Charter does business
· THERE IS NO AUTHORITY FOR THAT RULE.
· The court finds these deceptive acts TOO REMOTE for liability. The D’s did not mislead it was CHARTER.

Analysis of 10b
· It does not apply to all transactions that affect the price of a security in some attenuated way.
· P will argue Common law fraud causes reliance
· D argue (court agrees) that common law fraud does not apply to federal law.
· 10b would be strained if it was to allow an actiona against the world at large for common law fraud. Because it would allow a cause of action against the entire market place.
· Also congress did not intend to place a private cause of action against abettors.
· But some aiders and abettors committed no dishonest acts
· Thus to permit a suit against them would go against congress scheme
· Note in blue chip it is pointed out that there will be 
· Extensive discovery
· Potential for uncertainty w/ lawsuits
· To extended 10b to these new parties would expose more people to these risks.
· Congress did allow for criminal penalties, fines and restitution.

Conclusion
· the deal took place in the market and no in the investment sphere
· Charter was free to prepare it’s books as it choose, talk with their auditors, and issue it’s financial statements.
· Thus the investors cannot be said to have relied on the deceptive acts of the defendants in their decision to purchase or dell securities, THEREFORE RELIANCE CANNOT BE SHOWN.

DISSENT:
The arguments is roughly: they helped, this could not have been accomplished w/o the help of the D’s therefore they are responsible.  
· They claim the investors relied on the fraud in the statements therefore it was a deceptive device. And prohibited by 10b
· That is enough to satisfy the requirements

This case is different from Central Bank. Bacause:
· in central bank they did nothing deceptive whatsoever
· here they helped engage in the fraud by backdating documents 
· they were part of the causation of the unreliable information reaching the market.
· The view is NOT that  THE FRAUD ON THE MARKET PRESUMPTION IS ENOUGH STANDING ALONE, BUT THAT A CORRECT VIEW OF CAUSTION COUPLED WITH THE PRESUMPTION WOULD ALLOW PETIIONERS TO PLEAD RELIANCE.
· Even if BUT-FOR is too weak then this is PROXIMATE CAUSE
· Thus the foreseeable effect of causing petitioner to engage in the relevant securities market.
· Thus the sham transactions had the same effect on the profit and loss statement as a false entry directly on the books.
· And the D’s should have known that the outcome of these transactions would be fraud upon the investors.
· The court points out that although congress undid central bank the conduct the court is dealing with in this case is very different than what congress prohibited.

The dissent also points out that this will make the American securities markets safer and not less safe as suggested by the majority.


 (
Charter
Scientific 
Atlanta
Motarola
$$
$$
The 2 transactions are a wash
)
The P wants to hold the aiders and abettors liable because of reliance on the statements of the statement liable (P is charter’s stockholders)
D claims they weren’t responsible, and that 10b5 as per central bank says no aiding and abetting liability.

P claims that this case is different than central bank and the congressional amendments which followed. In central bank however they didn’t aid an abet because they didn’t just help, they were principles…. They were defrauding the clients. They were a main part…
D, Also claims that their statements were never conveyed to the public… thus there was no statement made, not public actions. 


D’s wins… the court says that they never put out a statatement or did naything the public  saw directly… true that CHARTER used their transactions to put out a false statements, but the Majority says they didn’t have to… the court was afraid that anyone who delt as merchants with this company would somehow be subject to suit if the deal looked a little fishy or wasn’t reportred correctly… the difference is main street or wall street… we don’t want everyone to be worried (after innocent transactions) to be brought into a suit… 

Ernst v Ernst. (1976)
· a auditing firm never discovered a a mailbox rule set out by a president of a small brokerage… basically he was the only one allowed to open his mail… if they discovered that someone may have suspected something… instead they did not discover the frauds he was committing, taking money directly form the investors and instead of investing it immediately converting it to his own use.
· The claim is that they failed to conduct proper audits therefore the investors were defrauded.

Trial court: dismissed
Ct of appeals: found for P
· claimed if D didn’t breach duty no harm would have came to P

this court grants certiorari to determine if there can be responsibility under 10-5 w/o SCIENTER, intent to deceive, manipulate, or defraud.
· 10b does no create an expressed civil remedy for its violation, there is no indication that Congress or the commission contemplated

Ernst is an accounting firm that does periodic audits, but the president of a bank  had a mailbox rule which is intended to hide his frauds.

P claims the fact they didn’t discover this caused them to lose money:
D claims they shouldn’t be held liable in this case because negligence was not the standard provided by congress to impose private liability under 10-5

The court is trying to figure out where the parameters of 10-5 are…
D claims it shouldn’t include negligence (even though their negligence caused harm) based on the words used by Congress (manipulative, contrivance etc) the words rang of intentional act, not accidental, or careless.

The court is concerned with the breath of 10b-5 and if it will render some parts of the securities act (some parts are negligence, some are strict liability, some require intent) even the ones only providing a cause of action for intent. They don’t; want to give everyone a cause of action FOR Everything for any reason or even for strict liability.
	
NOTE courts have found that reckless behavior is sufficient for a 10b-5 action…. But not carelessness. 
 
CASES TO DO: Mitchell, santa fe, Goldberg, and Cady roberts






October 29, 2008**

Mitchell
· Ps were stockholders who sold shares between misleadingly pessimistic press release on Apr. 12 and optimistic one on Apr. 16.
· D found a drilling site with very good ore
· Rumors circulated re: the discovery
· On Apr. 11 major papers carried stories of the rumors.
· On Apr. 12 D released a misleading press release (see n. 5, p. 2)
· First, there was no scheme to defraud here. They didn’t release all information, however there was no mal-intent.
· This was the biggest thing the company had in years, and so this was not something to be brushed under the rug.
· On Apr. 12 D released accurate info.
· H: Trial court found press release was misleading, as on the 12th D was in a position to release meaningful information.
· Some of P’s claims fail, however, because sales on the 22d and 23d should have been privy to information, they are non-recoverable.
· DAMAGES:
· Assume P sold for $30, and the market corrected to an avg. of $54, and at time of judgment it traded at $90.
· P would argue for $90/share. This is some semblance of expectation. 
· However, this is highly speculative, so arguably expectation should be unavailable as we have no idea what P would have done w/ the good info.
· Restitution would be stripping the wrongdoer (D) of any benefits. All gains went to others in the market, thus no ill-gotten gains.
· Reliance is putting P back in position P would have been in had there been no contract. In the context of securities reliance is when you sell something for X when it is worth more. Arguably this is reflected by the correction, so in this case $54-30 = $24/share.
· Rescission – This would give damages at judgment (as to undo the sale), thus $90-30 = $60/share.
· Of course there is a strong argument for cover damages s.t. P should have bought back in had P wanted to, and so cannot collect on run-up during trial. 

10b-5 summary:
· Substantive offense
· Misrepresentation/misstatement = false statement
· Omission = failed duty to disclose
· Elements
· Material
· Reliance
· Scienter (Mental State; Ernst)
· Negligence is not enough. 
· Damages
· No aiding and abetting liability for private rights of action.

Santa Fe:
· Issue is whether complaint should be dismissed.
· D was majority shareholder (increased from 60% to 95%) of Kirby and exercised state law allowing it to buy out minority shareholders w/o consent.
· Morgan Stanley valued company at $125 per share, and D offered $150 to Ps.
· D notified that Ps could sue in state court, and they did not.
· D fully complied w/ state law.
· Ds objected to terms of the merger, arguing that shares were worth $772, a pro-rata of the company’s assets.
· H: Dist. Ct. dismissed, arguing that b/c D made full disclosure, matters of this sort are outside of the scope of 10(b)-5.
· H: App. Reversed, finding that 10(b)-5 encompasses alleged breaches of fiduciary duty by a majority shareholder against minority shareholders w/o charge of misrepresentation.
· SCOTUS returns to the text, stating that the language does not indicate that Congress intended it to be broader that cases of misrepresentation or deception, thus there the case should be dismissed.
· Further, the cause of action is “one traditionally relegated to state law” and therefore should be state not federal in adjudication.
· As Corporations are state entities, this matter should be handled by the state.
· This is not a federal fiduciary duty statute, it is a federal disclosure statute. To invoke it, you need some sort of deception.

Goldberg
· Issue is whether complaint should be dismissed.
· P was minority shareholder of Universal Gas & Oil (UGO), D was majority shareholder.
· D entered into a transaction w/ UGO where UGO acquired all of D’s assets (except for UGO stock), transferred D additional stock, and took on D’s liabilities.
· P sues claiming transaction was grossly unfair to UGO.
· D argues that a 10b-5 action requires deception and non-disclosure.
· BIG QUESTION OF STANDING
· Shareholders are suing as derivative, so how can they sue Maritimecor? So effectively UGO is suing Maritimecor. 
· UGO is a seller, so they are treated as the plaintiff.
· Claim is that UGO is being deceived. Directors are in on the deal, so deception is of the minority shareholders.
· Normally would look to see if the board was deceived.
· Here, the court says that’s not the proper place to look. For the purposes of deception, the board is interested, and thus the minority shareholders must have all the information.
· DECEPTION:
· Court says that in this case minority shareholders represent the corporation
· If they were deceived, how so? Press releases gave misleading impression that this was in fact good for UGO. At least, there wasn’t enough information given s.t. they could figure out that it wasn’t good for UGO.
· Mere violations of duty of loyalty don’t trigger 10b-5 – SOMEONE HAS TO BE DECEIVED. 
· Reliance – in this transaction, the shareholders had no right to vote, so how could this possibly have affected the action? If shareholders had known about it, they could have gone to court. 
· Called the Sue-Facts theory: If you gave them the facts, they could have sued. Thus ability to sue on behalf of the corporation is enough of a reliance.
· P counters that the fraudulent aspects of the transactions haven’t been disclosed to him.
· Court finds that there is deception of the corporation when a majority shareholder influences it to engage in a transaction counter to the corporations’ interests.
· Court finds that 10b-5 must be read flexibly s.t. anyone who suffers from deceptive practices relating to securities transactions is covered.
· The complaint alleged deceit, and should be allowed, as the court finds that a reasonable director of UGO, given all the facts, would likely have rejected the transaction.

For next time:
Cady Roberts,
Chiarella
Dirks
Tombstones: Inside Trader

November 3, 2008**


Cady Roberts
· Curtiss-Wright directors decided to decrease dividend.
· Released information to WSJ (new ticker) and NYSE @11am, but not made public until about 11:50/12:30 respectively.
· Director called broker and told him that dividend had been cut. Broker began dumping shares.
· When news went public, NYSE halted trading, and resumed it a couple hours later.
· Rapidity w/ which broker acted shows understanding of sensitivity of information. As it was not yet disclosed, it was a fraud on the market due to information imbalance, and thus broker should have refrained from executing transaction.
· Insider information relates to buying from directors just as it does selling to them.
· Where did duty to disclose derive from? 
· SEC promotes liability for trading on non-public insider information.
· Why would you want to have insider trading laws?
FOR:
· Don’t want market to be just insiders.
· Encourages investment by small investors.
· Insider trading is unfair.

AGAINST:
· Laws produce façade of level playing field.
· Insider trading causes markets to correct prices more quickly.
· Ineffective
· Stock better-reflects true price.
· Form of compensation for management (could, however, just give options).

For Next Time:
Tombstones: Inside Trader
Cady Roberts
Chiarella
Dirks
Heard on the Streets



November 5, 2008** (15)

Tombstones: Inside Trader
· In 1981 Carlo Florentino, a young partner at Watchell was forced to resign after found to have been making inside trades.
· Account in his own name.
· Account had firm’s address.
· Most trades were small, but in ’81 told broker to invest over $1mil in a company.
· Broker investigated, finding he never lost money. 
· Went to the firm, who found that each trade correlated to a transaction Carlo was working on.
· Carlo did not handle exposure well.
· Account was taken, suspended from practice for 5 years.
· 1986 - Ilan Reich was a young partner at Watchell Lipton
· Dennis Levine was a friend of Ilan who worked at a number of prominent investment banks.
· Levine was found to have accumulated over $12million through trading on inside information, and Reich was implicated as supplying it. 
· Reich was subpoenaed, and when the dust settled admitted to supplying information to Levine.
· Ilan eventually tried to distance himself from Levine, and cut off information when making partner.
· Ilan worked hard never to meet anyone else in the ring, or to have anything in writing, feeling that deniability was paramount.
· The firm put four big-stakes litigators on him, and eventually wore down his confidence of not being found.
· Reich never received any profits, but as the only lawyer in the ring of inside traders, received a 1year and 1day sentence (meaning automatic disbarment) and a fine of about $450,000.
· His wife was pregnant, and so the judge delayed the sentence until 2mo after the kids birth. 

Chiarella
· D was a printer who was given confidential documents regarding an acquisition target.
· The document did not include the names of the companies, but D was able to deduce them.
· D bought stock in the target company and sold it later, netting $30k.
· H: Dist. asked jury to convict if D failed to inform sellers of impending bid.
· H: App. Confirmed.
· D: Fraud only when (1) failure to disclose and (2) duty to disclose.
· D: Duty only when information that other party is entitled to know due to fiduciary or similar duty.
· P: D owes duty to market, which derives from any information obtained illegally or is misappropriated.
· P: App. May not use inside information to trade w/o incurring affirmative duty to disclose.
· D: (1) not every instance of financial unfairness is fraud under 10(b), and (2) there is no duty to disclose here.
· D: SEC acknowledges no duty in prohibition of warehousing (corp. giving advance notice of intended bid to preferred investors)
· P: Duty arises from misappropriation of nonpublic information used in trade.

· D wins, and court finds:
· Possession of non-public material information does not automatically give rise to a duty to disclose.
· Illegally obtaining or misappropriating information does not automatically give rise to a duty to disclose.
· Court hangs insider trading on pre-existing duties. Thus duty arises is transferred from outside of 10b-5 – it is between the trader and the shareholders – and does not exist here.
· Printers were contractually bound to acquiring company, so D’s purchase of selling company shares has no duty. D could not, however, have bought the acquiring company’s shareholders, and thus there is no preexisting duty. 

10b-5 has violations for (a) misstatement or (b) violation of duty to disclose. 
This becomes a duty to abstain or disclose, and by trading w/o disclosure you have violated your duty to disclose.

SEC was decidedly unhappy with Chiarella, so they wrote a regulation under a different part of the securities act that regulates tender offers.

Dirks:
· D was broker who only disclosed – no trading.
· Secrist (S), former officer of Equity Funding, alleged to D that assets were overstated.
· S claimed regulatory agencies had failed to act on claims.
· D openly discussed information w/ a number of clients
· During time D investigated, Equity stock went from $26 to $15.
· P: Where tipee had information they know is confidential, they must disclose or refrain from trading.
· D: (1) only disclosed. (2) never traded.
· D: Requires manipulation or deception, and there wasn’t on D’s part.
· P: D inherits duty to shareholders in insider
· D: If no intent to trade, only to discover truth, no duty inherited.
· D: 10(b) only prohibits dissemination to enable informed investing – no improper purpose.
· D: Test is whether insider will personally benefit from disclosure.
· P: S intended for D to disseminate to clients, thereby triggering divestment, market volatility, and, ultimately, investigation by authorities.
· Court seems to be protecting information given out for the purposes of dissemination to the public, saying it is not subject to tipee liability. 
· Question becomes: Does the insider violate a fiduciary duty by disclosing? This fiduciary duty is effectively one of loyalty: Does the insider pocket something by disclosing or otherwise benefit themself?

For Next Time:
Tombstones: Keeping Peace
Heard on the Street
O’Hagan
Section 16
Merril Lynch (particularly prob. 6)
Weinberger


November 10, 2008

Tombstones: 
· Company is Multimedia
· Owned primarily by four families, which own a total of 42%.
· Considered a leveraged buyout of itself, which instigated a bidding war. 
· Once outbid, they instigate a plan to do a large dividend for each share, thwarting the bidders.
· Bidder sues on fiduciary duty, and it turns on whether or not we are really selling the company. 
· If the directors decide to sell, they have a duty to get the best price they could.
· If they don’t then there is no clear issue of fiduciary duty. 
· Use a technique called greenmail to get rid of the bidder – offering to buy out the raider’s stake at a good price in an effort to make them go away. 

Insider trading is almost always under 10b and 10b-5, and therefore must satisfy all elements of 10b-5. For private rights of actions this means standing, purchaser/seller, scienter, reliance. 

Duty to disclose predicated on insider having fiduciary duty (which can be passed on to tipees if for improper purpose), as this creates a safe harbor for informational channels. 

Also expanded to temporary insider liability (e.g. applying to law firm, accountants, etc.) who have access to inside information.

Heard on the Street
· Ds wrote a column for WSJ that was a market mover. Ds, despite WSJ policy to keep information secret pre-publication, conspired with a brokerage to give them info early s.t. the brokerage could trade on that information. 
· Information was not material nor non-public.
· No duty to shareholders
· 14e-3 only applicable in case of tender offer, so not at issue here.
· Prosecutors advancing “Fraud on the Source” theory, where D liable if owes duty to their informational source, even if that source is a stranger to the seller/buyer of the securities.
· Theory is that if you fail to disclose intent to use the information to the people giving it to you, you are deceiving someone in connection with the purchase/sale of a security.
· SCOTUS split 4-4 on this issue
· What developed was a split of the circuits. 
· Fraud on the source theory is NOT actionable for a private right of action.
· 1934 Act:
· Private right of action if:
· D violates securities law, trading in material nonpublic information, and P buys/sells (opposite D) contemporaneously.
· NOTE: No duty requirement.

O’Hagan:
· Attty bought shares in companies involved in pre-announcement mergers. 
· His firm was involved in the transactions
· As for the 14e issue, D argues SEC has extended the rule further than the underlying statute allows.
· SCOTUS finds that misappropriation of information is actionable under 10b-5, and that 14e-3 is not overbroad.
· There is an abstain or disclose duty to the source, and by trading you have violated a duty to your source, and thus have engaged in deception in connection with purchase/sale of a security. 
· Thus, under the current state of the law, Chiarella would be liable, as would the WSJ people. 

Merrill Lynch
· Suit based on 16b, where security issuer (Merrill) can sue to recover an employee’s profits from trading on inside information.
· Under 16b, any profit made by any director, officer, or beneficial owner made within 6 months belongs to the corporation. 
· MUST hold shares for over 6 months.
· No Scienter requirement
· No information requirement
· D argues that he does not fit under the statute. Title of VP was merely honorary, was not on executive committee nor did he have executive duties. 
· Damages – Problem 6 – Various court approaches:
· P can decide which transactions to match with which transactions.
· Can only use shares once. If used in one matched transactions, cannot be used in another.

For Next Time:
· Weinberger
· Unocal
· Moran
· Revlon


November 12, 2008**

Entering our final section on M&A. On the Monday of the last week, we will watch a video of the oral arguments in the Paramount v. QBC case. 

16(b) Damages:
1. P gets to match up the transactions, but the plaintiff can only use a transaction one time.

Compare and contrast 16(b) and 10b-5
10b-5
· Private right of action for shareholders who bought/sold corresponding to alleged misfeasance.
· Requirement of material non-public information
· Scienter required
· Damages = variety of things.
· Only one transaction required.
· Can sue almost anyone in the wrong position (including tipees)
· Technically there is a reliance requirement, although often get a presumption.
· Can be criminal as well as civil
· Subject to standing doctrine (purchaser/sellers only)

16b
· Private right of action for Corporations (directly or derivatively)
· Strict liability (no requirement of material non-public information)
· Strict Liability (no need for scienter)
· Damages = profits
· Buy/Sell within 6 months.
· Only allows suit against directors, officers, and 10% owners.
· Civil action only.

Voting:
· Important to M&A because this is how acquirers exercise control. 
· In a large corporation, this doesn’t confer a lot of power on shareholders.
· They put up a slate of board members, which are generally unopposed.
· Allows a corporation w/ a significant amount of power to buy the shares of another corp.
· Votes are required, but not regulated, by state law.
· Also regulated by Fed. law through securities act regulations.
· These involve disclosure.
· Two common types of voting
· Straight voting
· Cumulative voting
· Imagine a corp w/ 5 directors, all up for a vote, and you have 1,000 shares.
· If you have two slates of directors, A,B, C, D, E and V, W, X, Y, Z, in straight voting you vote per candidate and in cumulative voting you get one vote per slot per candidate, so in this case there would be 5,000 votes. You can distribute these however you want, so you could give 4,000 votes to A, and split amongst the rest.
· Thus, cumulative voting gives minority shareholders representation on the board.
· Some jurisdictions allow the Corp. to choose how to vote, and some require cumulative voting.
· Corps are allowed to stagger voting (e.g. if 9 directors, 3 every year are (re-)elected).
· Occasionally they get to vote on shareholder proposals

Primer on Mergers
· Basically a merger occurs when you start with two companies and end up with one.
· You have an acquiring company and a target company, each with shareholders. In a typical statutory merger they get together with their boards, and by operation of law all assets and liabilities of the target are absorbed by the acquiring corporation, which gives consideration (often cash or stock of the acquirer) to the target’s shareholders.
· In a merger, the target disappears.
· Sometimes companies have a consolidation, where two companies set up a third company, and the two merge into a third company. 
· Other possibilities s.a. A setting up a sub, that will merge T into it. This allows A to avoid some of T’s liabilities (e.g. unknown large tort liabilities). This is called a triangular merger.
· People noticed a problem with a triangular merger, and that is that sometimes the assets of the target are hard to transfer. You start off with A and T, set up a sub of A called S, and do a merger of S & T in which T is the survivor and shares of S (owned by A) are converted into shares of T, and T’s share are canceled. This is called a reverse triangular merger.
· Also, A can make a tender offer to the shareholders of T. 
· (i) Statutory merger/triangular merger/reverse-triangular/consolidation (ii) tender offer (iii) purchase all assets.
· The assumption in these is that A and T are completely independent. Statutory mergers are (generally) tax-delayed, as is the takeover by tender offer. Purchase of assets, however, is generally taxable. 
· Consider a case where A is a majority shareholder of T. This operates similarly to a (reverse-)triangular merger, except there are wrinkles as we will discuss moving forward in cases.
· Minority shareholders have various rights s.a. appraisal rights (see Santa Fe)

Weinberger
· P was minority shareholder of UOP, and challenges elimination of the minority by the majority using a cash-out merger.
· P: Burden on majority to show that this is a fair transaction
· D: B/c approved by majority of the minority, burden shifts to P to show unfair.
· 1974: Signal, the former majority shareholder, sold a subsidiary and was looking for something to do with the extra cash.
· Signal acquired a majority stake of UOP at $21/share.
· Signal nominated 6 of the 13 directors, and put in a new CEO when the old one retired.
· 1977: Signal still had $$ and sought to buy UOP.
· Two signal/UOP directors prepared information on UOP for Signal, and failed to tell the other directors or stockholders, finding that Signal should pay up to $24/share for the acquisition.
· They approached UOP’s CEO, Crawford, with an offer of $20-21, and he thought it was fair, but sought protection for key UOP employees.
· End up agreeing on $21/share despite it trading at $14.
· Crawford enlisted Lehman to do a fairness opinion, which was rushed as the deal from open to close took four days.
· March 1978, S’s board adopts resolution authorizing purchase of UOP.
· UOP’s board considered the proposal, along w/ financial data, projections, and Lehman’s fairness opinion.
· Non-Signal directors approved merger.
· Proposal went to minority shareholders, omitting the hurried nature of the fairness opinion and the existence of the Arlege/Chitea report.
· As it was prepared by UOP directors for Signal and was not disclosed, question of breach of fiduciary duty.
· Duty to shareholders is to give them all information they would reasonably want in decided to accept the offer.
· This is an issue of completeness, not accuracy.
· Fairness has two concepts:
· Fair Dealing
· Question of candor
· Possessing superior knowledge (Signal’s willingness to pay up to $24), have duty to disclose (e.g. not mislead).
· Never really talked price with Signal.
· Did not disclose hurried nature of Lehman’s report.
· Fair Price
· P’s evidence is that $26 was a fair price.
· Must look at more than just share price – must look at value of share including underlying assets, liabilities, etc.
· Court must carefully consider upon remand.
· D: Question of business purpose is not proper subject of inquiry for the courts
· Court finds that in light of recent developments, and thus eliminates the business purpose requirement, rendering this moot.
· Notes from Marks:
· Remember standard from Wheelabrator – in self-dealing or controlling company transactions, having a shareholder vote approved by a majority of the minority shifts the burden, but doesn’t change the standard. 
· Court doesn’t shift burden as vote was not informed.
· Court says that from now on this must go to an appraisal hearing, even if there is an allegation of fraud, deception, etc. and Chancery Court in doing such a hearing has power to do any kind of remedy.
· Prior to this, the Courts had used the Delaware Block method in appraisal hearings, looking at assets, earnings, and market price to determine value. Court says that this is insufficient, and must consider present discounted value or any other accepted valuation method. 
· Used to have to give a business reason to bump out the minority. Some jurisdictions still require it, but the Court says that is no longer required. 

For Next Time:
· Unocal
· Moran
· Revlon
· Ivanhoe
· Tombstones: The Gold Standard


November 17, 2008

Unocal
· D is Unocal
· P is Mesa
· Mesa owned approx. 13% of Unocal’s shares and announced a two-wave purchase of 37% more shares at $54, the first wave in cash and the second backed by junk bonds. 
· This is likely to cause stockholders to rush for the first wave to ensure they are, in fact, paid.
· Sachs estimated share worth at a min. of $60.
· Device discussed was a self-tender offer in the $70-75 range
· Outside directors met and rejected Mesa’s offer.
· Unocal adopted a measure where if Mesa acquired 51% of Unocal’s shares, that Unocal would acquire the remainder with debt securities worth $72/share.
· Mesa could not participate in Unocal’s share buyback.
· Mesa can only be excluded for a valid business purpose.
· Purpose is to avoid forcing shareholders to accept Mesa’s back-end junk bond offer.
· Allowing Mesa to gain from this defeats that purpose.
· Under Business Judgment Rule, must show either:
· Process: D’s didn’t do their homework (gross negligence)
· Rationality: No rational basis.
· Ps argue that this is self-interested, and thus must be judged under duty of loyalty.
· This is a poison pill
· Note that poison pills are basically never exercised. Thus, directors (D) will not get the $72 bond. 
· Directors do, however, stay in power, and thereby keep their jobs.
· If upheld, the poison pill makes the potential acquirer go away.
· Board may deal selectively with shareholders so not as primary purpose is not self-entrenchment of directors.
· Otherwise, evaluated with business judgment rule.
· While this may serve self-entrenchment, there is an inherent conflict of interest.
· Therefore, P argues we judge under the duty of loyalty standard
· Under duty of loyalty, Ds must show that what they did was fair.
· Ultimately, the court adopts something between Business Judgment Rule and Duty of Loyalty standards: 
· Two part test (Called Enhanced Business Judgment Rule or Unocal Rule), burden of proof is on Directors:
· Showing of a reasonable investigation.
· Response is reasonable (proportional to the threat posed).
· Mesa has reputation as greenmailer, and offer was coercive (as it is two-tiered with more consideration on the front end, thus creating a prisoners’ dilemma). As such, this is reasonable to prevent unfair purchase.
· Thus, directors must show good faith and reasonable investigation.
· Thus, may not have acted out of primary purpose of self-entrenchment.
· D: If Mesa could tender shares, D would be subsidizing its continuing effort to buyout D. Further, P is not, by definition, in the class of shareholders needing protection from P’s actions.
· P: Board is not disinterested as directors participate
· D: Directors don’t participate more than any other shareholder

Moran
· D implemented a “Rights Plan” that functions as a preemptive poison pill, which P challenges.
· Shareholders entitled for one right in exchange for a share if:
· Announcement for tender off of 30% of D’s shares; or
· Acquisition of 20% of D’s shares by a single entity.
· Rights can be exercised for 1/100th of a preferred share, or after an acquisition allow the holder to purchase $200 of the offeror’s stock for $100.
· P suggested a leveraged buyout.
· Business judgment rule applies.
· P: Board is unauthorized to do this as it prevents stockholders from receiving tender offers.
· D: No it doesn’t. For the right offer we will buy back the rights. In fact, a similar rights plan did not stop a takeover for Crown Zellerbach.
· Have fiduciary duty to consider any offer for stockholders.
· No increased debt to corporation, so comparatively good for shareholders.
· If an offer comes along and the board rejects this, it will be taken to court. – Court postpones decision on the pill to the time that it is attacked, and will judge by Unocal Rule.
· D’s must show that they had reasonable grounds for implementing the measure and majority of board favoring was outside directors.
· P does not challenge this. 

Revlon
· P is Pantry Pride (or, more accurately, their holding company)
· D is Revlon, who P wanted to acquire.
· P & D met to discuss a friendly acquisition, and P suggested a $40-50 range.
· D rejected this as too low, and then refused to negotiate in a friendly manner with P moving forward.
· D’s board met to discuss impending hostile takeover, to be financed through junk bonds, and would be a break-up transaction.
· D instituted a poison pill via Note Rights paying 12% interest and triggered when someone bought more than 20% of D’s stock, unless they bought all stock for cash at $65 or more per share.
· P made ever-increasing hostile offers.
· D made an offer to exchange shares for Senior Subordinated Notes of $47.50 principal at 11.75% interest and contained covenants restricting the board’s actions to approval from its outside directors.
· D entered negotiations with Forstmann as a white knight, providing F with financial information and negotiating a deal that is good for management and the noteholders.
· This required waiver of the note covenants, and their price began to fall and the holders threatened suit.
· Board entered into agreement with Forstmann that was not better than P’s offer, and effectively locked P out of further bidding. 
· Defensive mechanism s.t. value flows out if P buys the company, so P and Forstmann are effectively bidding on different companies.
· This ends the auction, and prevents the shareholders from getting the best offer.
· P sued for injunction.
· Board’s duty was to stockholders (owners), not noteholders (debtors). Thus when it became clear that the company would be selling, the board had to get the best price.
· As such, selective bargaining to fend off a hostile takeover was improper as it did not foster a good price.
· Noteholders’ rights were simply contractual.
· Revlon Rule:
· Once you decide to sell the company, the directors’ duty is to get the highest price possible. This is judged according to the Unocal standard.
· Court says that to grant a lock-up (effectively killing an auction), you’d better be getting something (e.g. much higher offer contingent on lock-up), but lock-ups are almost always invalidated.

For Next Time:
· Ivanhoe
· Bass
· Time
· Barkan
· Mills (A Matter of Perception)


November 19, 2008

Ivanhoe
· Gold Fields purchased up to 1/3 interest in company, but GF interest limited to 1/3 and restricts representation on board. Also provision in agreement that if another acquires over 9.9% of Newmont stock, GF is freed from terms.
· Ivanhoe (T. Boone) bought 9.95% of N (over the 9.9% threshold, and under the 10% threshold which requires them to hold for 6mo).
· Board takes defensive action against Ivanhoe, including a dividend and considered a street sweep, when they buy up shares by going directly to the exchange where they are traded (as opposed to a tender offer).
· Ivanhoe raises tender offer, and N counters with a number of tacks.
· Later, GF swept the street, increasing holdings to about 49%. 
· P’s claim is that combination of dividend and street sweep is not best for the shareholders.
· P argues that under Revlon N had a duty to get the best price in a bidding war.
· D argues that this only matters if there is a bidding war, which there wasn’t.
· P argues that by facilitating the GF sweep N was transferring control of the company. 
· Shareholders (can) have a control premium when they have an effective majority of the shares as there is some possibility that someone will want to buy control.
· P also argues that under Unocal and thus is like trying to keep the company independent and thus should use the Unocal standard.
· Court finds it is more like Unocal as it is under 50%, the board was struggling to keep it independent, and so should be really viewed as such.

Bass
· Macmillan concerned that it is in threat of a takeover, and so decides to spin off its information business, which would give management 39% stake in the latter.
· Bass offered to acquire M, and after some back and forth, offered to buy management’s 39% stake in the information business.
· Board refuses, believing the takeover is not in the best interest of the company.
· P argues this is a Revlon case, as management will own 40% of the new smaller corporation. 
· Note that this was characterized as a restructuring, and thus does not require shareholder approval.
· Court finds that as this robs the shareholders of a control premium, they must be given the better offer. 

Time
· Ps seeking prelim. Injunction to halt Time’s render offer for 51% of Warner Comm.
· Ps’ argument is that it prevented the sale of Time to Paramount. TW transaction was through a stock swap, and thus, arguably constitutes a change in control as shareholders of W would exchange their shares for 62% of shares of TW.
· P argues as control is given to W’s (former) shareholders, it triggers Revlon, and therefore T must be put up for auction.
· D argues that this is neither a Unocal nor a Revlon case – it is just two companies deciding that their future looked better together. It’s just a merger.
· D notes that this transaction preserves the Time culture. P counters that it is irrelevant – the company is being dissolved and therefore the best price must be found. D counters that it is not a sale. It’s a merger.
· After P’s bid for T, T offered to buy 51% of W immediately, which was an effort to prevent T shareholders from voting on the merger.
· D argues that this MERGER is part of its ordinary business plan, and that their perspective allows them to see the long term value.
· D also argues there is no change in control at all, as the 62% isn’t sold to a single entity – it’s sold to a fluid market, and so there is no loss of a control premium. After this transaction, TW would still be a publicly controlled company.
· As it is public before and after, it is definitely a merger. As such, the Revlon does not apply.
· As to Unocal, P argues that it should apply and was not satisfied, as evidenced by T’s later offer to buy a majority of W, it triggered Unocal as that was a defensive measure. 
· Did not discuss in any additional depth in class.

Barkan
· Amsted implemented anticipatory measures to stop acquisition by another party, which included a rights plan and considered a leveraged buyout involving an Employee Stock Option Plan (ESOP). 
· This is a Management Buyout (MBO), meaning that management gets control at the end of the LBO.
· P’s claim is that management buyout triggers Revlon, and that duties under Revlon were not satisfied as there was no auction.
· D complains that any LBO will trigger Revlon duties, and P essentially asks “so what?” as it is a buyout of the shareholders. As the shareholders are selling their interests to the LBO group, and management has a fiduciary duty to the shareholders, then the board must have an auction.
· D notes that:
· It was decided by independent directors
· There was a fairness opinion
· Court doesn’t think much of this (anyone can get a fairness opinion… for a price)
· The deal was public
· The poison pill was not a deterrent (can be removed)
· As an LBO constitutes a change in control, Revlon applies.
· The question here is of what satisfies the Revlon duties….
· Court finds that the 4 things noted above as well as others mean that management gave the best price:
· Tax Benefits
· Large minority shareholder known for greenmailing ultimately approved the deal.
· Thus, Revlon duties satisfied.
· Court notes that in most cases, an auction is the best way to satisfy Revlon duties.

For Next Time:
· Mills (Tombstones: Matter of Perception)
· Blasius
· Perlman
· Paramount (arguments only, I think. Should be made clear when he posts the assignment).
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Exam in two parts each worth 50%:
1. T/F and Multiple Choice
2. Essay
3. Tries to write it to be doable in 3hrs, but we have 4 allotted.

In terms of doctrine of M&A, there are basically two cases that dominate: Unocal (Enhanced Business Judgment Rule) and Revlon (If sale of company is inevitable, then duty of directors is only to get highest value for shareholders). The rest of the cases are really trying to figure out which one to use. 
· Bunch of what triggers Revlon cases: When is a sale inevitable?
· Bass
· Goldfields
· If Revlon is triggered, what satisfies Revlon?
· Barkan
· Mills

Mills
· Macmillan entering negotiations with KKR, developing measures to thwart the Bass offer (See Bass case above). 
· Maxwell intervenes, suggesting an all-cash offer of $80.
· Macmillan basically doesn’t respond, and continues discussion with KKR (where Senior Management would have large stake in remaining company).
· Maxwell makes another offer, requesting same information as KKR. 
· Maxwell and KKR enter bidding war, but Macmillan uses different scripts, and tips KKR to Maxwell’s offer.
· KKR’s offer puts management in place
· KKR’s offer has large tax liability
· KKR’s offer is contingent upon a lockup agreement
· This is a Revlon case because the company will be sold either to Maxwell or KKR.
· P argues that given it is a Revlon case, the board didn’t live up to its duties under Revlon.
· D argues that they had a round of bidding after the tip, which neutralizes it.
· Revlon applies, and so board judged on reasonableness test
· Under Revlon, actions are allowed if they are reasonable for getting the highest price for shareholders.
· However, here the board is accused of allowing self-interested corporate fiduciaries to further their own end, so standard of entire fairness applies.
· Realize here that there are two sets of board members, executives who will be part of the KKR buyout (self-interested), and ones who will not.
· As there is self-interest, the self-interested directors are judged by fairness.
· As this is a very high bar, best to put the decision in the hands of the disinterested directors.
· The other board members are judged according to Unocal.
· Here, the Court found that the inside directors violated duty of loyalty, and outside directors violated duty of oversight.
· Marks Notes:
· In a Revlon case, P must show that bidders were on completely uneven footing. In fact of disparate treatment, (e.g. White Knight may provide other benefits beyond price).
· Most people believe that best way to get a high price is to conduct a fair auction.
· Therefore, disparate treatment judge by Unocal – was it reasonably designed to get the best package for shareholders?
· Differing treatment of bidders allowed when necessary to advance shareholders’ interests.
· Also, auction ending lockup (1) was not per se illegal, and (2) must confer (ex post) substantial benefit upon shareholders to be upheld.
· This is a VERY HIGH standard.
· Bid with lockup must be substantially higher than any previous bid, as value added from granting lockup is likely outweighed by risk of ending the auction.

Blassius
· P is shareholder of 9% of Atlas, investigating obtaining total control of the company. (This is a takeover battle)
· One condition of taking control is to get a share of control on the board.
· Bylaws allow up to 15 board members, and there are currently 7 members.
· As a defensive measure, the board urgently appointed two new members, thereby assuring control.
· P’s argument is that Unocal applies because directors were acting in self-interest to retain control.
· D argues, and court agrees, that policy was reasonably designed to keep board in place to protect policy arguments with Blassius
· Court ultimately finds that although board was acting reasonably and in good faith, they unintentionally violated their duty of loyalty.
· Cannot change the voting mechanism (as a preemptive measure). This is not per se illegal, but the board has a heavy burden for demonstrating a compelling justification (very high burden). 

Perlman
· Minority shareholders suing because majority shareholder was chair of the board, and sold his shares (and thus the control premium) to another.
· P argues that premium in price that D enjoyed was in consideration for a corporate asset, and was held in trust because of his fiduciary relationship.
· No fraud, no misuse of confidential information, no looting, etc.
· Price controls on steel. Company was involved in Feldman plan, where company got cash up front for later steel deliveries, which was used to modernize plants.
· Ability to shop among customers increased value of company and value of shares.
· Control was sold to buyers of steel, so company now no longer receives premium from buyer competition. 
· As a result, corporate treasury suffered.
· Argument is that D’s premium represents the value to the end-users not to have to make side-deals.
· Because deal results in less money in the corporate treasury
· D argues that the new owners do the harm, not him.
· Ultimately, the question is: What duties does someone who sells a control block have to minority shareholders?
· This is premised on a previous case that if a majority shareholder sells to one they know will loot the company, the selling shareholder is liable.
· Here, the court feels that not only control, but a corporate advantage (ability to shop clients), and thus D is selling a corporate asset. 
· Controlling shareholders have a duty to the minority. 
· There is no requirement that the control premium be shared with the minority shareholders.
· If, however, you are selling ability to extract things from the corporation, and know that this will happen, it violates the duty to the minority shareholders.

Paramount
· Viacom and QBC in bidding war for Paramount.
· Paramount board grants rights to Viacom due to business synergies
· Option agreement for Viacom to buy ~20% of Paramount shares at ~$69 if any triggering event for termination fee are met.
· Has a “put feature” whereby Paramount will pay cash for the difference between purchase ($69) and market prices. Therefore V doesn’t actually have to purchase the shares – Paramount will just pay the difference.
· No shop agreement
· $100m termination fee that Paramount pays to Viacom in event that merger is terminated.
· P objects because board is breaching duty under Revlon to get highest price for Paramount shareholders as P is willing to offer $70/share, and Viacom has such an advantage that their bid is effectively blocked.
· These features are a poison pill, as if Q gets control about $500m immediately flow out of Paramount.
· This is similar to Time in that there is an outside party trying to disrupt a merger. Not a sale, but a merger. It may, however, be distinguishable…. 
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Today we will talk about Paramount, then will do a course review, and finally the course evaluations.

Call him if we want:
O: 617.358.3213
H: 617.524.3357

Paramount v. QVC – 
· Paramount argued that since no breakup they shouldn’t use Revlon.
· Court found that Revlon is based on a change of control, not just a breakup.
· Ds cannot rely on Time because in T where was no change of control because T would still be held publicly. Here, after the merger there would be a single controlling shareholder.
· Change of control is the triggering condition as it means that the shareholders will no longer be able to command a control premium.
· Termination fees have sometimes been upheld to reimburse for anticipatory performance.
· In this case, Revlon duties kicked in at the beginning.
· Shareholders deserved the highest price, and the best way to do that was to continue the auction.
· Barkan says no duty to hold an auction every time there is a change of control, however auction is often the best way to do so.

Whirlwind tour of the course:
· Started with partnership
· Personal
· Liability
· Taxation
· Pay on attribution scale – you pay on all partnership earnings, regardless of whether it is distributed.
· Ownership not really transferrable.
· Partners have right to manage
· Sometimes called an “aggregate” rather than an “entity”
· Used to be they couldn’t sue or be sued. Now they can.
· Default organizational form
· No need to file any paperwork.
· Can usually be modified by contract
· Mangement
· Inputs
· Liabilities
· How to leave/join.
· CANNOT contract for limited liability, etc.
· Big issue is who is a partner (Bohland v. Sweet)
· Gain access to assets
· Remove self from liablitiy
· What are the assets of the partnership?
· In Bohland were the trees partnership assets?
· Factors:
· Turns on intent to enter into relationship that law recognizes as partnership.
· Can come from many places
· Acts
· Words
· Filing of Documents (e.g. tax form)
· Being in a relationship that law recognizes as partnership:
· Did you contribute capital (can be non-monetary)?
· Did you share in profits (and losses)?
· Did you have control?
· Limited Partnerships
· Limited partners
· Liable only to contributions to partnership
· General partners
· Liable to extent as in normal partnership
· Formal organization – must file forms.
· Typically if limited partners exercise management responsibilities they lose limited status.
· LLPs
· Often partnerships that wanted to incorporate, but that involves a large tax hit. 
· Not the same level of liability insulation as LLCs or Corps.
· LLCs (Limited liability companies)
· Formal organization
· Developed to get partnership taxation
· As long as shares are not tradeable and are not an official corporation, IRS will tax you as a partnership.
· S-Corps
· Small corporations can also sometimes get partner-like taxation
· All partners must be domestic
· Fairly restrictive regime.
· Corporations
· Limited Liability
· Independent existence (entity in own right)
· Indefinate life
· (Free) Transferability of ownership
· Centralized Management
· Pays corporate tax, then shareholders pay tax on dividends.
· Formal organizations
· Many corporate attributes can be modified by K.
· Defective Incorporation
· What if you screw up and don’t file your forms properly?
· Shareholders may get limited liability
· Courts may treat you as a corp even if you didn’t do it right.
· Defacto Corporation (common law; in most states)
· If there is colorable compliance w/ state’s corporation law, good faith, and treated entity as a corporation, you can be treated as a corp.
· Corporation by Estoppel (common law; in most states)
· If both parties believed it was a corporation, both parties will be stopped from denying that it is, in fact, a corporation.
· Model Business Corporations Act Section 3.02
· All persons acting as a corporation knowing it is not a corp are jointly and severally liable.
· Question is if promoter of corp held themselves out as a corp knowing they were or were a corp.
· If both parties know it isn’t a corp, and third party urges corp to enter into agreement as corp, may bar collection from shareholders.
· Many states that have adopted the model bus. Corp. act hold that defacto corps are no longer enforceable.
· Piercing Cases
· Didn’t use the corporation right
· Principle is that corp is a distinct profit-maximizing entity that confers value to shareholders as shareholders (through maximizing share value and dividends).
· If the corp somehow benefits shareholders s.t. assets can leak out of the corp., then risk of piercing.
· Formally, this requires:
· Completely domination by a shareholder
· Used to commit fraud or wrong
· Highly undefined
· Causing injury to P.
· Piercing if:
· Comingling of assets
· Lack of formalities
· Bartle where if creditors know it isn’t a profit-making institution, they are effectively estopped from complaining about it.
· Undercapitalization is typically not grounds for piercing
· You only get these suits when company insolvent, thus appears undercapitalized.
· Enterprise-Entity liability (taxi-cab case)
· May be possible to get to other corps if set of corps are being run as one business designed to avoid liability
· Gets you to other child-corps, not to the shareholder.
· Equitable Subordination
· When shareholder is also a creditor, their debt claims are after those of other creditors (Stone)
· Successor Liability
· Creditors of corp trying to get into the corporation as creditors of predecessor organization.
· Can’t change form to get rid of liabilities.
· Can be terminated if insolvent (under bankruptcy law)
· If terms are wrapped up by selling assets and distributing as best can be to creditors, then liability stops.
· For ongoing solvent org, liabilities follow change of organizational form if there is substantial identity.
· For solvent corporations, split in jurisdictions where if predecessor was not a corp (e.g. partnership or proprietorship), there is no liability (go after partners)
· Ultra Vires
· Beyond the power and purposes of the corporation. 
· Almost any corp now is set up to engage in “any legal activity”
· Still exists due to implied purpose to make money (Ford)
· Remedy has changed
· Court will no longer invalidate completed transactions
· Shareholder has three options:
· Enjoin transaction if not completed.
· If transaction has been relied upon by third parties, can sue directors and officers.
· Right retained by Attorney General to enjoin (usually illegality).
· Lawyer’s Duties
· Look at disclosure and confidentiality provisions
· Duty of Care (Business Judgment Rule)
· Applies to disinterested transactions 
· Presumption of BJR (burden on P) rebuttable if process was unreasonable, or outcome had no rational basis. 
· Interested Transaction
· Becomes duty of loyalty case (much easier to win).
· Grossly Negligent
· No Rational Basis
· Directors cannot be passive.
· Duty of good faith (Disney)
· Ritter – one of the components of the duty of loyalty.
· However, can be brought against disinterested directors, unlike duty of loyalty cases.
· Difficult to prove, as must show:
· Intentional dereliction or duty, or
· Conscious disregard for duty
· Essentially recklessness standard.
· Applied where:
· Corp has 102(b)(7) clause shielding Dirs. for duty of care issues.
· Duty to monitor cases.
· Duty of Loyalty
· Self-dealing transactions
· If nothing else happens, burden is on D to show that transaction was fair (high standard).
· Ratification
· Ratified by disinterested directors (who make reasonable investigation)
· Ratified by shareholders (DE – courts largely treat things under CA law).
· Some jurisdictions require disinterested shareholders. (CA)
· Fair
· Note that DE and other jurisdictions treat different duty of loyalty transactions differently when ratified:
· Self-dealing transactions, BJR applies (rational basis test)
· Deal between controlling shareholder and corp. then fairness standard stands, but burden shifts from D to P. (Wheelabrator)
· Corporate Opportunity (division among jurisdictions)
· Interest/Expectancy Test
· Non-interference in (quasi) legal expectations that corporation already has.
· Line of Business Test
· Does this fit in the line of business that corp. is already engaged in?
· DE uses composite test:
· Personal capacity
· Interest Expectancy Test
· Professional Capacity
· Use either.
· If found to be corp. opportunity, how do we treat it?
· Most juris. Treat as any self-dealing transaction.
· A minority of juris. use Irving Trust – if corporate opportunity, then directors and offices may not take it.
· Derivative Suits
· Is Demand Excused (Aronson)
· Demand excused if you can show:
· Duty of loyalty case
· Reasonable chance of winning duty of care case
· If you make demand and it is refused
· Levine – demand refusal judged by BJR.
· Zapata – If Dirs self-interested, the committee of disinterested dirs. can decide:
· Were they really disinterested?
· Rule 10(b)(5)
· Conduct must involve deception of some sort (Santa Fe)
· Misrepresentation
· False
· Omission (and duty)
· No aiding and abetting liability for private rights of action
· Standing Blue Chip
· Materiality Basic
· Bespeaks Caution Doctrine
· Reliance
· If omission, no proof of reliance required due to difficulty of proof Ute
· Fraud on Market theory Basic
· West – public statements only.
· Scienter
· Negligence alone is not sufficient
· Damages
· Out of pocket damages
· Rescission
· Cover damages
· Restitution
· Note the “Federal Duty of Loyalty Cases” exemplified by Goldberg
· Deception found b/c not enough info. Put out to show that deal was bad for corporation
· Minority shareholders represent corporation b/c only ones not interested.
· Materiality
· Would it have been important to disinterested director?
· Reliance
· Can show reliance if would have sued.
· Insider Trading
· Harms to:
· Corporation
· Investors
· Capital Markets
· Has to be based on some sort of deception
· Omission cases
· Disclose or abstain
· Insider trades w/ own shareholders
· Temporary insider (e.g. law firm trades in client’s shares)
· Misappropriation theory (duty violates duty of source of information)
· Tippee liability.
· Tippee inherits liability only if tippee violated fiduciary duty (personal gain on part of tipper) Dirks
· 14(e)(3)
· Trading in context of tender offer is illegal.
· 20(a)
· Express private right of action for trading on nonpublic information for violation of securities laws.
· 16(b)
· Short-swing profits are property of corporation if made by directors, officers, or 10% holders.
· Reexamine different methods for damages.
· P gets to match up sells and buys
· Can’t use the same transaction twice.
· Functional approach to officer/director (Merrill Lynch)
· Not title alone
· Duties of officer or director?
· Mergers
· Weinberger – minorities can be squeezed out. Reason not necessary
· Appraisal proceeding proper form for shareholders who object to price being paid.
· Some juris. still use DE block method
· Informed vote by minority of shareholders shifts burden of proof to P.
· Takeovers:
· Unocal – Enhanced BJR, burden on D, must show: 
· reasonable investigation and 
· reasonable action.
· Revlon – in case of change of control, board has duty to get the best price.
· Recapitalization may trigger Revlon
· Is control significantly changing?
· Management buyouts are a change of control, as are LBOs.
· Blassius – Messing w/ shareholder franchise as a defensive measure held to a higher standard than reasonableness.
· If you much w/ the vote, it must have a compelling justification
· Not quite a per se rule.
· Perlman – controlling shareholders have duties to minority shareholders.

Exam:
1. Multiple Choice
a. Questions have been vetted many times
b. Designed not to be ambiguous.
i. If it is, write an explanation and why you answered the way you do (not advised; shouldn’t need).
2. Essay
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