I. ORGANIZATIONAL FORM

1. PARTNERSHIPS (vohland)
Who are the partners? What are the Partnership assets?
A.  Characteristics
1. Default: Partnership is the default corporate form. If you are not a corporation you are some sort of partnership (sole proprietor). 

2. Informal: You do not need to file with the Secretary of State to form a partnership.

3. Liability: Partnerships are considered aggregates, not separate entities. (cant sue partnerships, have to sue individual, although modern trend is that partnerships can be sued and can sue.. so terns is to give them some entity characteristics)… All partnerships are jointly and severally personally liable.
4. Tax The individual partners are taxed by their income. 

5. Personal Nature: Personal relationship. Partnerships do not have an indefinite life. When one partner dies the partnership needs to be reformed. Ownership is not readily transferable. 
Test for partnership:
•voluntary k of association to share profits and losses, which may arise from the use of capital, labor or skill in common enterprise, AND
• an intention to form a partnership.

If there is an intention to partner, even taking steps to avoid individual liability, will not preclude a partnership.

IT IS THE SUBSTANCE AND NOT THE NAME OF THE ARRANGEMENT BETWEEN THEM, WHICH DETERMINES THEIR LEGAL RELATION TO EACH OTHER (consider all facts and circumstances to determine party intent) 

Formation: Intent to enter into a relationship where there is…

Sharing of profits.

Mutual contribution of capital

Joint control.

Rule: receipt by a person of a share of profits is prima facie evidence that he is a partner in business unless such payments are to cover:

•a debt

•wages of an employee or rent to landlord

•annuity to a widow or representative of deceased partner

•as interests on a loan even if the amount of the payment varies with the profits of the business

•as a consideration for the sale of a good will of a business or other property by installments or otherwise.

-absence of daily involvement does not by itself negate a partnership

-partnership may be formed by the furnishing of skill and labor by others. Not necessarily capital.

-a partnership can commence only by the voluntary contract of the parties to carry a business with intention of the parties to share the profits as common owners thereof.

2. OTHER CORPORATE FORMS

A. Limited Partnership: LP There is one general partner (usually a corporation) and limited partner. The general partner is personally liable and manages the corporation. The limited liability party is a passive investor who does not attend to management duties.  Single tax scheme. Has both general and limited partners. General ones are personally liable. Limited partners, only risk what they contributed to the enterprise, i.e. limited liability. But limited partners cannot participate in management or lose their immunity. Rationale: people doing business with them, the creditors assume who they see is also personally liable. Tax implications: partners are taxed as personal income to the partners.
Formal entity… 
B. Limited Liability Partnership: LLP have hybrid approach-relatively new bodies. Design for smaller businesses, they get treated as partnerships for tax purposes, but as corporations for liability purposes. Various degrees of liability. Some partners may only have protection for certain liabilities, other corporation’s partners may have protection for all liabilities. Different than limited partnership(i.e. one has general and limited partners)
Set up because worried about professionals (lawyers, accountants, doctors) many were barred from incorporation, did not want to shield them from things like malpractice. -if one of the partners commit malpractice, all others may be held liable for actions of just 1 of them. Texas thus gave limited liability for acts of negligence for acts of negligence of partners in professional partnerships if not your own negligence. These partnerships could register themselves to get limited liability. IRS accepted them after Texas accepted them.
· Partnership where partners receive some form of limited liability 
· Limited amount of limited liability….

· Only want to be a LLP if converting to one of these other forms is a big tax hit or if statuet required you to be in the form of LLP (like states that limit doctors/lawyers to LLPs)
C. Limited Liability Companies: LLC Replacing subchapter S corporations.  
(Used to allow small, domestic companies to take advantage of limited liability and partnership taxation)

Possible after IRS code changes… There is centralized management in addition to limited liability to the extend invested by the partners.
All aspects of corp except can’t have publically traded shared….
-formal organizations.
As it stands now, an entity will be treated as a corporation for tax purposes 1) if it is indeed a corporation, or 2) if it has publicly traded ownership interests, or 3) if it elects to be so treated.  (However, the subchapter S option is still available for corporations that qualify.)
D. MASTER LIMITED PARTNERSHIP: what the Boston Celtics used to be. Partners interests were traded in a stock exchange. But there is still single taxation. IRS unhappy. If walks like a duck, must be a duck. TO us, this looks like a corporation, so they passed a regulation. REG. 7704 passed in 1987 [killed the master limited partnership, not killed the limited partnership]
Any entity with publicly traded shares or interests will be treated as a corporation for tax purposes. IRS is federal, whereas what determines if it is a corporation is usually a state entity, thus there is a disjunction between federal and state interest. States sometimes decided not to enforce this. 

E. Limited liability company status. All have different varieties. Centralized management, by members. Not shareholders, called members. Some states called participants members because could not call them shareholders. Now every state has a LLC statute.
F. Subchapter S: historically, you can apply to be treated, as partnership, even though you meet certain corporation characteristics. All stockholders have to be residents of the U.S. maximum number of shareholders has to be 75. Can only have one type of stock.NONE OF THESE RESTRICTIONS APPLY FOR LLCs.
3.  CORPORATIONS – entities – persons in a sense 
A. Characteristics
1. Formal: Corporations are formal; papers must be filed.

2. Life: Corporations have indefinite life - continuity. Recognized as a separate entity (not aggregates) in the law.

3. Limited Liability: Liability is limited to the corporation’s assets. Shareholders are not personally liable.

4. Impersonal: Differs from personal nature of partnerships. There may be many shareholders. Ownership is readily transferable (alienability).

5. Tax: Corporations are subject to double taxation. The corporation is taxed as an entity as well as individual shareholders are taxed for their individual income.
6. Formation: A corporation must be filed with the SEC and Secretary of State.
EXISTENCE OF CORPORATION

1. Corporation by Estoppel: still alive today in some jurisdictions Look to a 3rd party to see what that party thought.  If 3rd party thought he was dealing with a corporation, he is estopped from denying the existence of a corporation (reverse estoppel- it’s the 3rd party that’s estopped from claiming no corp instead of the misrepresenting party)
2. Equitable estoppel: “clean hands”- if you were innocent in the misrepresentation, then you can invoke equitable estoppel. If you intentionally misled, then you cannot invoke it. 
3. De Facto Incorporation: superseded by new statute Made good attempt, so treat as corporation.  In order to have corporation, must have 4 things:

a. There is a law of incorporation in state; 

b. There has been a “colorable attempt” by entity to comply with law- D has to have clean hands. No fraudulent motives.

c. The attempt to incorporate was made in good faith;

d. Some kind of exercise of corporate powers has occurred
RMBCA: (NOT applied in DE, still can use defacto or estp.) 
· added a Knowledge requirement (must know you were not corp to be liable; if did know you were not corp still chance you can escape liability via estoppel) to impose liability.

· So don’t need even need de facto or estoppel anymore

· some states adopted it, others did not. 
· imposes liability only on persons who act as or on behalf of corporations knowing that no corporation exists….

· De facto corporation is dead, but some jurisdictions still have corporations by estoppel:

· persons who urge Ds to execute contracts in the corporate name knowing that no steps to incorporate have been taken may be estopped to impose personal liability on individual Ds
	MBCA perspectives from potential Ps and Ds

	P
	D

	•gives Ds an incentive to ensure they are incorporated 

•it provides a CLEAR LINE of when one is incorporated and when is not. 

•what is the incentive to ever incorporate if people can just portray they are incorporated and get the benefits of incorporation without paying fees, etc. 
	•you are asking for a windfall-i.e. if everything had been like we both thought when we contracted P would have never been able to go after Ds personal assets.

•what more was I to do? hypo of lawyer failing to file papers.




II PIERCING THE CORPORATE VEIL
1. GENERALLY -
A. Extraordinary Circumstance: The court will only allow the corporate veil to be pierced and therefore hold shareholders personally liable only in extraordinary circumstances.
B. General Rule of Non-Liability – Unlikely the corporate veil will be pierced if:

Proper corporate formalities are observed

Public is not confused as to whether it is dealing with parent or sub

The sub is operated in a fair manner with the hope of making a profit

There is no other manifest unfairness

undercapitalization will typically not be enough to pierce corp veil
C. Factors Leading to Veil Piercing

Mingling Accounts – Separate corporate formalities are not observed

Unified parent and sub capitalization

Misleading the public

Intermingling of assets

Operation of the sub to the advantage of the parent

Creditors are unaware that the parent is a nonprofit business (home owners: knew they were dealing with a non-profit corporation and assumed the risk. There was no misrepresentation, fraud, or illegality here 
· The default assumption is that corporations are created to make money and creditors have a right to rely on this assumption. However, as long as a non-profit corporation represents itself honestly, creditors can no longer rely on this assumption to collect debts when the corporation is bankrupt.)
2. INSTRUMENTALITY RULE (zaist)
A. Instrumentality Rule – dummy corp is mere instrumentality or agent of another corporation or individual owning all or most of its stock 
1. Control: complete domination, not only of finances but of policy and business practice in respect to the transaction attacked so that the corporate entity had no separate mind, will, or existence of its own. (hence impose liability on real actor)
2. Fraud: Such control must have been used by the defendant to commit fraud or wrong, to perpetrate the violation of a statutory or other positive legal duty, or a dishonest or unjust act in contravention of plaintiff’s legal rights.

3. Proximate Cause: The control and breach of duty must proximately cause the injury or unjust loss complained of.

-under such circumstances general rule is to disregard the individuality and the independent 
character of the corporate entities, if the interest of justice and righteous dealing so demand. 

· Creditors worry about single multi-corporation owner because a single owner will give “sweetheart deals” to other corporations it owns and thus, the corporations will not seek profit maximization on their own. 
· Burden on P to show fraudulent purpose (Michelson)
III PARENT/SUBSIDIARY LIABILITY

Walcowsky cabs: Purpose: PREVENT FRAUD OR TO ACHIEVE EQUITY.
1. Enterprise-Entity Liability. A corporation is a fragment of a larger corporation structure that actually conducts the business ( the larger corporate entity would be held responsible. You can only get to the assets of the other cab companies and not the shareholder’s assets.

2. D Personally Liable (Piercing the Corporate Veil): The corporation is a “dummy” for its individual stockholders who are in reality carrying on the business in their personal capacities for purely personal rather than corporate ends ( the stockholders are liable. (Zaist argument).

· You can argue both theories and get relief for both. Not mutually exclusive.

Problem.
Parent





Creditor A
Assets: $14,000
Debt: $40,000


       Debt:

       $30,000

Subsidiary




Creditor B
Assets: $8,000

Debt: $10,000

Which of the following options is best for which party will depend on the numbers… so have to do the math to find out…

1. Respecting the corporate identities and treating $30,000 as a loan.
 (i.e. what subsidiary owes to who)
S owes::

Parent debt- to P - ($30,000)  +   Creditor B – to B - ($10,000) = total S debt: $40,000  

Parent claim = ¾

Creditor B claim = ¼ 

Parent as a creditor: 
¾ ($8,000) = $6,000
$0.20/dollar (1/5 of  what they were owed)
Creditor B:

¼ ($8,000) = $2,000
$0.20/dollar

Creditor A:

$14,000 of Parent assets + $6,000 = $20,000








$0.50/dollar

2. Respecting the corporate identities and treating $30,000 as equity.

(equitable subordination- subordinate subs debt to parent)
Parent’s equity is subordinate to all other claims and thus Parent in this situation get nothing. All claims originating from the Parent corporation are postponed until Subsidiary’s claims are met, thus Creditor A’s claims are subordinated to Creditor B’s claims.

Creditor B:
$8,000

$0.80/dollar

Creditor A:
$14,000
$0.35/dollar

3. Consolidate debt. (enterprise entity)
Each creditor has a proportionate claim.

Parent’s assets + Subsidiary’s assets = $14,000 + $8,000 = $22,000

Creditor A claim ($40,000) + Creditor B claim ($10,000) = $50,000

Creditor A claim = 4/5
      Creditor B claim = 1/5

Creditor A:
4/5 ($22,000) = $17,6000
$0.44/dollar

Creditor B:
1/5 ($22,000) = $4,400
$0.44/dollar

4. Deep Rock Doctrine.
When a subsidiary goes bankrupt, court prefer not to treat the parent as a creditor. Rather than holding the subsidiary’s shareholders for the debt, this doctrine permits subordination of the parent’s claims to sub’s creditors and bankrupt shareholders.

When to apply Equitable Subordination: (can apply whether or not the Parent is bankrupt; just need the sub to be bankrupt): Can subordinate if there has been some wrongdoing by the Parent that jeopardizes the claims of the sub…what type of wrongdoing? 1: P deliberately undercapitalizes the sub; 2. If there is actually any fraud; 3. Subordination would be appropriate under situation where the sub is being used as a mere instrumentality for the P (very close to what you’d need to pierce the corp veil as well)
When to Consolidate the debt (enterprise entity liability): If no distinction between one P and Sub, all being run as one business, 
IV PRE-FORMATION TRANSACTIONS – SUCCESSOR LIABILITY
When an existing partnership becomes a corporation, or a new corporation is created to carry on the business of an existing corporation – what are the rights of the creditors of the predecessor enterprise?
Analysis: The general rule is that “a corporation which purchases the assets of another corporation does NOT succeed to the liabilities of the selling corporation.” –purchasing corporation carrying on the same business as the selling corporation is not sufficient to make the purchasing corporation liable for the debts of the selling corporation. However, there are four well-recognized exceptions: 
1. when the purchasing corporation expressly or impliedly agreed to assume the selling corporation’s liability;

2. when the transaction amounts to a consolidation or merger of the purchaser and seller corporations;

3. when the purchaser corporation is merely a continuation of the seller corporation; (reorganization of corp - Identity Test (used in Tift to find liability))
· Policy: “No corporation should be permitted to place into the stream of commerce a defective product and avoid liability through corporation transformations or changes in form only.”  … incorporation is only designed to protect the shareholders… 

· Once corp is found to have liabilities, it makes no difference how much it changes
· some jurisdiction: no successor liability if predecessor was a partnership since original D still exists somewhere
4. when the transaction is entered into fraudulently to escape liability for such obligations.

· the absence of adequate consideration for the sale or transfer of assets (goodwill was not taken into acct in this decision) (Anderson) (want to prevent sweetheart deals where one corp sells assets for too low of price to other corp). However, the mere fact that a purchasing corporation is carrying on the same business, name , management as the selling corporation is not sufficient to make the purchasing corporation liable for the debts of the selling corporation.)
· (even if intended to escape liability can do it, if there is adequate consideration for transfer)
Difference between Tift and Anderson
· identity is a necessary, but not sufficient factor to get successor liability. 
· policy concern to allow corporation to start anew after they have gone through the proper processes of bankruptcy.
· When cash flows into old corporation as in Anderson, there is a danger that P can “double dip” by suing both corporations when exceptions in Tift apply.  Danger of getting cash from sale of assets from the 1st corporation and then attempt to go after same assets now belonging to the new corporation.
· In Tift, assets went to the new corporation and shares went back to the old corporation. In Anderson, cash was received for the assets and paid to the creditors.
· When shares are exchanged, creditors may only go after the assets once.
· When only exchanging shares, the court is more likely to allow successor liability in the new corporation.

V ULTRA VIRES

1. GENERALLY 

“Beyond the scope of the purposes or powers of a corporation.” 

A. Common Law View: An ultra vires act is one beyond the purposes or powers of a corporation. The original analysis was that all ultra vires acts were automatically void, however, in practice, most courts took these acts as voidable rather than void.

B. Modern View – cant challenge validity of corporate action on the ground that corp lacks power to act: The development of multiple purposes clauses and general clauses permitting corporations to “engage in any lawful business” indirectly limits the role of the doctrine. It is now very simple to amend purposes clauses to broaden them to cover new activities if an ultra vires issue is presented. There’s still an overarching purpose (stated or not) to make money do beneficial things for corp… 
· ultra virus not a defense to a claim by a third party
1. shareholders have a cause of action against officers or directors who committed the corporation to this action (get injunctive relief)
2. 2) AG can invoke the doctrine per statute
- Exception to ultra vires- if the shareholders had agreed, and its otherwise lawful, then its ok (shareholders are estopped from later opposing the decision)

Ford - It requires a very strong case to induce a court to order directors to declare a dividend… 
Ford should have just claimed that the reinvestment was needed for the long run and would ultimately benefited shareholders rather than relying on giving back to the customer. Giving back to the customer is not the purpose of the corporate charter. Courts are hesitant to interfere with the business judgment of directors.

VI Fiduciary duties:
owed by those who control and operate the corporate governance machinery to the corporation (i.e. the entity and its shareholders). Directors, officers, and controlling shareholders are obligated to act in corporation’s best interests, principally for the benefit of shareholders. 

•usually courts shape fiduciary duties, as opposed to legislatures. This leads to vague and shifting standards. 

•duties are all based on the PREMISE that the corporate goal is WEALTH MAXIMIZATION.

A. Duty of Care and Business Judgment Rule:

· Where there is no evidence of fraud, self-dealing (if yes, can bring in duty of loyalty case) or malevolence (if yes, can bring in duty of good faith case), the directors are presumed to have made a decision in good faith. (directors can be indemnified by 102 if in charter)
•Addresses the level of prudence of managers performing their supervising and decision making functions. Business judgment Rule presumes directors and officers carry out their functions in good faith, after doing sufficient investigation to make an informed decision, and that they act RATIONALLY.

•courts abstain from second guessing directors/officers unless the P rebukes the sound business PRESUMPTION in Ds favor. Rationale is in part that investors take some level of risk when investing in companies, and that directors will not always get it right, but are covered if they act rationally.  
Two Prong Test: - business judgment rule – Van Gorkom
1. Was the process reasonable? Was there a reasonable investigation? Were the directors informed – post Gorkom directors have to know what’s going on? (board did its homework) – were they grossly negligent? 
2. Is there a rational basis for the decision? (real minor threshold- any possible explanation - Sometimes expressed as, as long as it’s not “waste” ….court eschew intervention in corporate decision=making if the judgment of directors and officers in uninfluenced be personal considerations and is exercised in good faith)
· BURDEN on P to prove both prongs

Wrigley from Dodge: 1. Dodge was more egregious – imagine if Wrigley just said ok, we’ve made enough money so everyone gets in for free; 2. Difference in time period? ; 3. Wrigley was more intrusive in what was demanded of directors 
AT&T (wanted to excuse Dems debt) (statutory violations exception to Duty of Care violation
-otherwise would be a bad precedent allowing corporate waste.
-The business judgment rule cannot be used to insulate directors from illegal actions. Directors must be restrained from engaging in activities which are against public policy; in this case policy mandates that corporations should not have influence over political parties through financial contributions and directors should not be allocating corporate funds to the benefit of political parties without the knowledge of its shareholders.

- requirement that if a shareholder sues for breach of laws, the P has to prove that it resulted in damage to sustain a cause of action. 
Delaware § 102—the “Van Gorkom section”

- law allowing corporation (through its charter) to indemnify its directors against liability for failing to properly observe fiduciary duty of care 
· NOT the duty of loyalty 
· NOT the duty to use good faith  (thus corporation can exculpate its directors from monetary liability for a breach of duty of care, nut not for conduct that is not in good faith) (thus have to distinguish between duty of care and duty to act in good faith- look to Disney 2006)
· Can’t knowingly break the law

· Can’t derive an improper personal benefit

WASTE AND executive compensation: - Disney
If executive compensation is approved by disinterested directors, courts invoke the presumption of business judgment rule. P must show that the Board was GROSSLY UNINFORMED (board does note need to know every and all facts--- just the material facts reasonably available) or that the compensation was a waste of corporate assets-i.e. had no relation to the value of the services given and was really a gift. 

Even in cases where compensation is high, courts are very reluctant to find waste .. only in extreme situations will the decision be so egregious on its face as to fail the BJ rule…

P burden of proving that the exchange was "so one sided that no business person of ordinary, sound judgment could conclude that the corporation has received adequate consideration." A claim of waste will arise only in the rare, "unconscionable case where directors irrationally squander or give away corporate assets." This onerous standard for waste is a corollary of the proposition that where business judgment presumptions are applicable, the board's decision will be upheld unless it cannot be "attributed to any rational business purpose."

B. duty of GOOD FAITH – Disney 2006 – get in to court to go after directors after 102 statute (so duty of care not enough)
Duty of Good Faith– really egregious gross negligence (looks like recklessness) (many consider this a subpart of duty of loyalty)

-sufficient but not necessary:

1. Conduct motivated by subjective bad intent (intentionally inflict harm)

2. Conduct resulting from the intentional dereliction of duty – conscious disregard for ones responsibilities 

When to bring duty of good faith case:

· Failure by the board to do something that does not implicate board own pockets (otherwise could claim duty of loyalty case)

· Exculpatory clause in charter eliminating board form duty of care (1.02b7) (otherwise would bring duty of care case) (i.e. Disney case)
· Bring in duty to monitor case
Duty of Good Faith is part of Duty of Loyalty:

the obligation to act in good faith does not establish an independent fiduciary duty that stands on the same footing as the duties of care and loyalty.   Only the latter two duties, where violated, may directly result in liability, whereas a failure to act in good faith may do so, but indirectly.   (because a showing of bad faith conduct is essential to establish director oversight liability, the fiduciary duty violated by that conduct is the duty of loyalty)

DUTY TO MONITOR corporate performance – STND: recklessness
            -Inattention to actively supervising and managing corporate affairs

POLICY for RECKLESSNESS STND: a `negligence standard could chill management and could lead directors to micromanage junior managers. Also, could be personal liability all the time for the directors, and people would not want to serve on boards. Also at issue is judicial competence to question business decisions by business men.

Also, psychological people argue the backward bias syndrome or hindsight bias syndrome. That is, things would look of if the outcome is unknown, ex post, or after the fact if it turns bad could look like it was obvious it was a bad decision from the beginning when that is not necessarily the case.  May lead to too much liability. 
POLICY for why monitor cases no longer relevant: corporate environment has changed, in part because of sentencing guidelines – corporations now have huge incentives to have in place programs to detect violations of law, promptly report violations, and to take prompt voluntary remedial efforts.  (otherwise can face criminal penalties…so directors tend to be abreast of what’s going on anyhow)

Francis (Case stands for: if one takes a job as a director, it carries responsibility and a duty. You cannot become just a figure head director. Also stands for: if you breach that duty of care, then you are personally liable as a director.) general rule, a director must have a rudimentary understanding of the corporation’s business.
Graham: - use that amount of care which ordinarily careful and prudent men would use in similar circumstances.
· depends on the circumstances and facts of the particular case – much recklessly reposed confidence in an obviously untrustworthy employee, refuse or neglect cavalierly to perform duty as a director, or ignore either willfully or through inattention obvious danger signs of employee wrongdoing
· Corporate directors are entitled to rely on the honesty and integrity of their subordinates until something occurs to put them on suspicion that something is wrong. absent cause for suspicion there is no duty upon the directors
· absent cause for suspicion there is no duty upon the directors to install and operate a corporate system of espionage to ferret out wrongdoing which they have no reason to suspect exists
Grahm narrowed: Caremark– lack of suspicion not take release duty… 
- absent grounds to suspect deception, neither corporate boards nor senior officers can be charged with wrongdoing simply for assuming the integrity of employees and the honesty of their dealings on the company's behalf…. +  board exercise a good faith judgment that the corporation's information and reporting system is in concept and design adequate to assure the board that appropriate information will come to its attention in a timely manner as a matter of ordinary operations, so that it may satisfy its responsibility. (although the duty to act in good faith to be informed cannot be thought to require directors to possess detailed information about all aspects of the operation of the enterprise)
STND: only a sustained or systematic failure of the board to exercise oversight-such as an utter failure to attempt to assure a reasonable information and reporting system exists-will establish the lack of good faith that is a necessary condition to liability.
Stone- Clarifying stnd for GOOD FAITH IN MONITOR 
standard for assessing the liability of directors where the directors are unaware of employee misconduct that results in the corporation being held liable:

Generally where a claim of directorial liability for corporate loss is predicated upon ignorance of liability creating activities within the corporation, only a sustained or systematic failure of the board to exercise oversight-such as (conscious disregard):

 (a) the directors utterly failed to implement any reporting or information system or controls;  or
 (b) having implemented such a system or controls, consciously failed to monitor or oversee its operations thus disabling themselves from being informed of risks or problems requiring their attention.  
Must show that the directors knew that they were not discharging their fiduciary obligations.  Where directors fail to act in the face of a known duty to act, thereby demonstrating a conscious disregard for their responsibilities, they breach their duty of loyalty by failing to discharge that fiduciary obligation in good faith.
c. DUTY OF LOYALTY
POLICY: What convinces courts to get involved in duty of loyalty cases when it is so reluctant to do so in duty of care cases?

· The stakes are higher: defendant is personally benefiting.

· There is a higher probability/incentive for wrongdoing.

POLICY: have per se ban on all self-dealing deals? – then taking chance that lack of some of these contracts will hurt company
GENERALLY (cookie)
self dealing transaction:  - Any transaction that the corporation takes that confers benefit on a director of that corporation (enter in a deal with himself either directly or via surrogates)
· BUREN on P to show self-dealing transaction/DoL because the business judgment rule affords directors the presumption that their decisions are made in good faith. 

THEN he burden shifts to D who must meet a higher level of scrutiny – the transactions were good for the corporation. (fairness stnd, not just the negligence stnd) MEET ONE OF BELOW THREE OPTIONS; 
THEN the burden falls back on P to demonstrate that terms are so unequal as to amount to a gift or waste of corporate assets… now a duty of care case, difficult for P to win
A. Duty of Loyalty Analysis: Two-Prong Test .
1. Was this a good corporate decision? Was it fair to the corporation?

2. Was there a rational basis for the decision?

There are three exceptions where a director may engage in self-dealing without violating the duty of loyalty:

1. The relationship or interest is disclosed or known to the board of directors which authorizes the transaction. (typically statute/court would require disinterested board members)

2. The relationship or interest is disclosed or known to shareholders who proceed to authorize such transaction. (Fliegler says these needs to be disinterested shareholders, then becomes business judgment case)

3. The contract or transaction is fair and reasonable to the corporation.

Meeting one of three prongs makes transaction voidable (just not outright void)
Then there is an additional element that directors must act in good faith, honesty, and fairness. (fairness is a very high stnd) The fact that the court will not rubber stamp approval on self-dealing transactions falling within these three categories testifies to policy concerns and that the court will not turn a blind eye to the inequities of the case.

Duty of Loyalty-Self-dealing Transactions:
•addresses the fiduciaries’ conflicts of interests and requires fiduciaries to put the corporation ahead of their personal interests. Corporate directors/officers breach their duty of loyalty when they misuse corporate assets, opportunities, or information for personal gain.

•Some common types of breaches of Duty of loyalty:
1) Plain stealing corporate tangible assets
2)  Self-Dealing, i.e. fiduciary enters into a transaction with the company on UNFAIR terms, the effect thus, is the same as plain stealing the difference between what the fiduciary got from dealing with the corporation, and what the corporation would have saved if dealing on fair terms with someone else (market value difference).

-can be a self-dealing deal if a parent corporation “takes advantage” of a partially owned subsidiary, by getting a deal on better than market value terms. Here, the victims are the minority shareholders of the subsidiary. Also called UNFAIR CONSIDERATION. 

3) Excessive Executive Compensation: when a director officer is paid more than fair value for his or her services.

4) Taking over a Corporate Opportunity: when a corporate fiduciary takes over for himself a business opportunity that the company could have benefited from . 

5) Disclosure to Shareholders. Corporate officials who Provide False or Deceptive Information, on which shareholders RELY to their DETRIMENT violates fiduciary duties because it harms shareholders’ expectations that directors are honest. 

-Disclosure Duties: are imposed when directors seek a SHAREHOLDER VOTE and when CORPORATE OFFICIALS COMMUNICATE to stock trading markets.

6) Trading on Inside Information: when fiduciary knows confidential corporate info and buys stock. It CAN BE A BREACH OF DUTY OF LOYALTY if the purchasing of the stocks INCREASES THE CORPORATION’s ACQUISITION PRICE of the target company.

-also, when the fiduciary trades with the COMPANY’s SHAREHOLDERS using INSIDE INFO, the fiduciary violates his duty of loyalty for taking advantage of the company’s shareholders that do not know the info. 

7) Selling out. If a corporate official accepts a bribe to sell her corporate office. Similarly, a CONTROLLING SHAREHOLDER THAT SELLS TO A NEW OWNER, who then diverts corporate assets to herself, can be held liable for recklessly exposing the remaining shareholders to the new owner’s stealing (this is like contributory negligence).

8) Entrenchment: a manager who uses the corporate governance machinery to protect his incumbency effectively diverts control from the shareholders to himself. Management entrenchment is bad because it eliminates market mechanisms that make corporations efficient (i.e. if management sucks, market will likely notice and try to takeover the company and replace it with new management, if the management entrenches, then the market cannot optimize the economy). 
PARENT SUBSIDARY SELF-DEALING

A. Case (3.5 M tax case)- despite that fact that this is clearly a self-sealing case, and that the burden is on D, and that the stnd is fairness, in these type of cases where both parties benefit, court finds that this will be a good deal for both of them (it may not be… in the end courts will decide whichever way they want) ( shows limitations of the self-dealing 
CORPORATE OPPORTUNITIES (first, ask is this a corp opp? If yes then in DoL land, if not, then its not even a fiduciary duty case)

P burden to show corp opp and thus a DoL case


Then, D burden to show fairness (one of three options above)

Then, burden falls back on P

what qualifies as a corporate opportunity that needs to be brought to the corp? (rapistan)
1. Interest/Expectancy Test: only if the corp has an expectation in the opp (seeking it out or its necessary to the corp) does it qualify as a corp opp (narrower test – pro D)
2. Line of Business Test: if a business opp is presented to an executive, the officer cannot seize the opp for himself if: a. the corp is financially able to undertake it; b. it is within the corp line of business; c. the corp is interested in the opp (broader test – pro P)
To determine whether a business opportunity is a corporate opportunity:
1. Is opportunity presented to a corporate officer in the officer’s individual or representative capacity?

2. What is the nature of the opportunity?

Guth Rule +Corralary: A. if opportunity comes to you in your official capacity as a director ( apply EITHER line of business or interest/expectancy tests to find corporate opportunity   
        B. if opportunity comes in the personal capacity as individual  ( apply interest/expectancy   test to find corporate opportunity

STND: to claim that an opportunity has been usurped, corp. has to do more than claim that they would have seized it had they known; the ct must determine if corp opportunity has been usurped by reasonable inference drawn from objective facts
Guth Corollary – applies when opp comes as in personal capacity : It is true that when a business opportunity comes to a corporate officer or director in his individual capacity rather than in his official capacity, and the opportunity is one which, because of the nature of the enterprise, is not essential to his corporation, and is one in which it has no interest or expectancy, the officer or director is entitled to treat the opportunity as his own, and the corporation has no interest in it if the officer or director has not wrongfully embarked the corporation’s resources therein. (The corollary need not address the desirability of the opportunity).

Of course need to answer what is personal capacity?

Burg- case-by-case approach to check for fairness…determine which of the tow above tests to use…

Corporate Incapacity can be a defense:
Irving Trust Co. – incapacity (in this case financial inability) is not a defense – directors still cant take advantage of offer (jurisdiction split between this ruling and evaluation incapacity as case-by-case to see if it really exists)

POLICY for incapacity not a defense:

incentive argument: ct can’t always figure out if best efforts were made to enable the corporation to make the deal, but at least ct can get the incentives right (directors work as hard as possible to make company be able to do whatever it is that incapacity is preventing it form doing)
counterargument: this way you might cut off good self-dealing transactions, where directors truly tried hard to get the funds, they failed and they can’t help their own corp individually (so miss out on opportunities)

Majority rule: incapacity can be a defense-  yes it is a a self-dealing transaction, but it’s ok if its can be fair
Note: the above analysis is not universal- each jurisdiction performs own analysis to determine which test to apply.. (i.e. MA just uses a fairness test… can only take away opp if it’s fair.. what’s fair? We know it when we see it)
equitable estoppel doctrine – D using corporate assets to develop personal business opp
Even though a business opportunity may not constitute a corporate opportunity under the conventional tests employed in determining whether a corporate opportunity exists, a corporate representative will be estopped nevertheless from denying that the business opportunity was a corporate opportunity if the representative misappropriated corp assets in the development or acquisition of financing of the business opportunity. 
Estoppel applies where there has been a significant use of corporate assets by a fiduciary and where there is a direct and substantial nexus or causal connection between the assets embarked and the creation, pursuit, and acquisition of the business opportunity.


The purpose of this equitable estoppel doctrine is to prevent fraud and injustice
· nb:  fiduciary’s time is also a corporate asset though, so developing a personal business opportunity on company time counts.  estoppel applied more often when hard assets – cash, facilities, etc., are used, rather than soft – time, goodwill, etc.
· nb: this estoppel idea is nearly universal.. some courts don’t put it under estoppel but just say that is corporation used sufficient # of resources, this meets the expectancy test and thus is corp opp 

Effect of Disinterested Shareholder Vote on: (note: interested shareholder vote does nothing to shift burden or extinguish anything)
Duty of Care Claim: 
shareholder ratification of “voidable” director conduct to result in claim-extinguishment in only two circumstances. 
1. where the directors act in good faith, but exceed the board's de jure authority 
2. where the directors fail “to reach an informed business judgment” in approving a transaction 
Duty of loyalty claim: effect of shareholder ratification is ONLY to alter the standard of review, or to shift the burden of proof, or both (even an informed shareholder vote may not afford the minority sufficient protection to obviate the judicial oversight role):

2 types of DoL cases:

 (a) between a corporation and its directors OR between corporation and non-controlling stockholder (or between the corporation and an entity in which the corporation's directors are also directors or have a financial interest)
- THEN: disinterested shareholder vote shift burden from D to P, now DoC case = BJR

 (b) between the corporation and its controlling shareholder (this is the category the court is more concerned with…controlling shareholder dominates the corp and appoints the board)
 (i.e. parent-subsidiary mergers that were conditioned upon receiving “majority of the minority” (disinterested) stockholder approval)
STND: burden on D (directors) to show fairness 

ONCE have “majority of the minority” stockholder vote, and such approval is granted, the STND remains entire fairness, BUT the burden of demonstrating that the merger was unfair shifts to the P. 

VII SOCIAL RESPONSIBILITY OF CORPORATIONS
	Value-Max: 
	Corporate Citizen:

	•argue corporate citizens would lead to many problems. 

•allows market to operate more efficiently, example, will result in the cheapest prices possible for goods. Otherwise, consumers would pay for prices that factor in charitable contributions. – generates more wealth for all of society
•there are already non-profits where people want to help others can do that. Also, shareholders, can individually donate to whomever they want. IT IS NOT LIKE CHARITIES ARE BANNED ENTIRELY.

•leads to problems of credibility

•this is the easiest way to prevent infinite litigation, keep donations to charity separate. 

•should a corporation be allowed to give ALL their $ away? Ad Absurdum argument. 

•corporations should not be mini-governments deciding what is right or wrong. Let the government decide. 
•Taxes and govt already re-distribute wealth as necessary 
	•it is a moral duty to do this- corp like citizens and should give something back to society.

•line drawing can be had, perhaps make donations to charity be conditioned upon proxy votes by shareholders. 

•governments are flawed organizations and subject to lobbyists, thus, they would not necessarily make the right moral decisions.

•what about the hypo of a company looses a $1 billion dollar k for selling fertilizer to a country that is converting it into gas to kill people. IT IS NOT ILLEGAL to sell fertilizer, yet intelligence suggests people will die. If people will not care afterwards because of how much $ they made. Value maximizers would still sell it.  




Law has a mismatched compromise in 2 ways: [this has been codified in most states]

1) Reasonable charitable giving OK -just giving $. Has to be reasonable: truly charitable, disinterested (cannot be trust fund for the children of CEOs), and relatively small (cannot give 40% of company’s assets too much of a hit on shareholders). What % is reasonable? Not clearly known, courts will decide it, most people argue corporations go on the lower side to be safe, too low. (but giving donations just for the sake of giving is deemed ok by the courts)

Corporate Citizen model gives directors discretion.. to use shareholder money to influence social policy…(mixed motives of CEO who gives to the opera but also expects to be treated like a big player on the social scene) 

2) Courts allow directors to take huge hits to avoid engaging in morally reprehensible acts. type of business practice one engages in: refusing to sell fertilizer to kill people, refusing to test on animals.  Ex. Levi Straus decided not to sell jeans in China. 
A. Value Maximizing Model 

1. Maximize value of shareholders, all actions must have a business purpose. What is the bottom-line?
B. Corporate Citizenship Model

1. The corporation is a member of society. Since the corporation benefits from society, it has an obligation to give back.

2. Can a corporation take an action that doesn’t affect the bottom-line, or may even adversely affect it to benefit the community? Sacrifices for the good of society? What if the contribution is to an organization completely unrelated to the corporation?

· It is very difficult in these situations to stick with only one model when you run extreme hypotheticals.

Can modify the models: (1) value maximizing model with reasonable ethical considerations, (2) corporate citizenship model with restrictions.

VIII.  SHAREHOLDER’S SUIT (derivative suits)
a. DEMAND EXCUSED CASE (aronson)
Demand requirement: before you get a derivative suit, you give corporation a chance to do it itself (ask board to sue to benefit corp treasurte)

POLICY to have demand req: courts worried about strike suits, just like class actions suit. Then, this would cause directors to settle even frivolous suits to go away, especially if the directors can be liable. So this is a gate-keeping function. It works because Ps still have an opportunity to bypass. … so to get into court is sorta a mini-trial… you have to allege the facts that you will bring up in your case, that if these facts are indeed true, you have a duty of loyalty case, or you will win a duty of care case….
Order of events:

P files complaint

D files to dismiss because no prior demand

Then mini trial to determine if P gets into court…So you either win on excusing demand or you go home….(so no one even tried to make demand, cause if you do you just get a nice note back from bd saying thanks and good bye)
For court to say demand was futile, P must plea with particularity to raise reasonable doubt as to:

1) Director’s disinterestedness [i.e. if Bd interested, then demand will be excused – show this is duty of loyalty case (interested/no independence)] (whether a board of directors, at the time of the filing of a suit, could have impartially considered and acted upon a demand. Futility is gauged by the circumstances existing at the commencement of a derivative suit),  OR
2) Valid exercise of business judgment (i.e. show Bd was not informed/ did not look at all materials reasonably available to them in decision – bd would have lost duty of care test) (if in step 2, P will almost definitely lose)
- court can find that a Bd can be independent even though appointed by D
b. DEMAND REFUSED CASE
Levine -  a shareholder that makes a demand on a Board cannot “go back” and say that demand was futile and should have been excused. Making a demand concedes that the Board is disinterested and qualified to decide/ right ones to make the decision (i.e. the derivative suit is on the hands of the Bd) ( the board gets the sound business judgment rule benefit (becomes duty of care case nearly impossible for P to win)
Disinterested/independent board + Reasonable investigation = Business judgment rule.

Thus, you sue first now and then you invoke the Aronson standard (#1 say there was a breach of duty of loyalty OR #2 breach of duty of care). 
· although you might make demand just to let bd know of something…
· Some states require demand be made…. Of course don’t get Levine type holding in those jurisdiction.. since if you’re forced to make demand you can be told you’re conceding anything about the boards interest … a lot of other states follow DE….

c. SPECIAL LITIGATION COMMITTEE (SLC)
Zapata -Heightened scrutiny of demand excused cases.

1. Procedural Inquiry. Did D carry his burden of proving the SLC was disinterested (i.e. it had independence, good faith and completed a reasonable investigation as to the SLC and its conclusions)?
a. If the court finds that the committee does not meet this prong, the motion to dismiss will be denied and THE SHAREHOLDER’s SUIT WILL BE ALLOWED.
b. If the court is satisfied that the SLC was independent and showed discretion then the court will consider the second prong.
2.  Substantive Inquiry. The court should then apply its own independent business judgment, whether the motion should be granted. The second prong recognizes that judges are skilled in deciding the merits of a suit (i.e. whether it should be dismissed). It also helps balance any potential “inherent biases” the SLC might have (i.e. because they are buddies with the Board that is being sued).
· Some legit reasons for SLC to drop suit: Ethical, commercial, promotional, employee relations, fiscal, as well as public relations and legal. 
· Zapata only applies to SLC recommendation in the context of demand-excused cases. 


sue
P
No sue
Oracle - more expanded meaning of what it means to be interested 
Rule of law: 
· SLC has burden to show independence

· independence test was whether the individual SLC member was incapable of making a decision with only the best interests of the corporation in mind, or, as a corollary, without considering any way in which his decision would impact him…test focus on impartiality and objectivity

· For a Board member to be considered interested it does not have to have a direct personal benefit, it can be indirect. (Stanford profs)
IX 10b5
1933 act: designed to deal with primary market (current issuance of securities.. IPOs

1934 act: designed to regulate secondary market (trading of the securities- brokers, dealers)

Philosophy of both acts is one of disclosure
Manipulative and Deceptive Devices, 15 USCA §78j 

§10 Manipulative and deceptive devices

It is illegal for any person, directly or indirectly, to use any means or instrumentality of interstate commerce or mail, or of any facility of any Securities Exchange (i.e. NY stock exchange, Nasdaq, etc.)

(b) to use or employ, in connection with the purchase or sale of any security registered on a national securities exchange or any security NOT SO registered, any manipulative or deceptive device against the Commission’s rules and regulations necessary or appropriate in the public interest or for the protection of investors. 

17 CFR §240 10b-5
It is illegal for any person, directly or indirectly, to use any means or instrumentality of interstate commerce or mail, or of any facility of any Securities Exchange (i.e. NY stock exchange, Nasdaq, etc.), 

(a) to employ any device, scheme or artifice to defraud

(b) to make any untrue statement of material fact or to omit to state a material fact necessary  which makes the statement be misleading given the circumstances, OR,

(c) to engage in any act, practice, or course of business which operates or would operate as fraud or deceit upon any person,

IN CONNECTION WITH PURCHASE OR SALE of any security. 

· Can be enforced by the SEC, DoJ, and be formed as basis for private rights of action

Securities Fraud: Rule 10b-5

To prove a 10(b) (5). P must show is that there is 

1) a misstatement or omission (like in Basic or Trump):

A. Misstatement  = statement (silence, absent a duty to disclose, is not misleading) + false info (self-imposed duty to be honest if chose to make statement, correct past mistatements - Can withhold information for a good reason, but you cant lie about information for a good reason) OR

B. Omission = duty + nondisclosure/silence +deception =  (insider trading)
2) Elements
3) Deception or Manipulation (SantaFe/Goldberg)

DUTY:

· There is no general duty to disclose in 10b5 or elsewhere (mcdonnel)
· The decision to disclose information is protected under the business judgment rule.
· Absent duty, D invokes BJR or Good Faith protection 
· This fiduciary duty to stockholders/purchasers may be breached by either a misstatement or an omission. However, one must establish an affirmative duty before arguing breach by omission.

Omissions require you to find a duty to state a material fact.. 

· Duties can come from statutes

· Duties can come from CL (fiduciary duty b/w director and SH – directors cant trade on material information and not disclose it)
    5) Elements: 

a) Standing (purchaser/ seller doctrine) (Blue Chip, Birnbaum)
1. Plaintiff must be a purchaser or seller of securities. – easy bright line rule
2. Standing requirements are used to limit the universe of potential claimants to those who probably have cognizable injury and among whom the chance for fabricated claims is less.

3. In the absence of this rule, bystanders to the securities marketing process could await developments on the sidelines without risk, claiming that inaccuracies in disclosure caused nonselling in a falling market and that unduly pessimistic predictions by the issuer followed by a rising market cause them to allow retrospectively golden opportunities to pass.
4. only worry about puffing/overly optimistic…Thus, Prospectus under this rule are very pessimistic/conservative. Those who would have bought DO NOT have standing that way. Thus, if shares go down, no one can complaint because those who bought were WARNED.  
b) Materiality (BasicI, In Re Trump)

1. The fact misstated or omitted must be one to which the reasonable investor would attach importance in the investment-decision-making process. Material facts are those which would have a propensity to affect the reasonably investor’s thought process.

2. To be material, a fact (omission) need not be “outcome-determinative” or one which would have caused a reasonable investor to “alter its views as to the desirability of proceeding with the purchase… ( Balancing Test: Materiality depends on balancing the indicated probability that the event will occur and the anticipated magnitude of the event in light of the totality of the company activity. To assess probability that event will occur, a factfinder looks to indicia of interest in the transaction at the highest corporate levels. To assess the magnitude of the transaction to the issuer of the securities allegedly manipulated, a factfinder will need to consider such facts as the size of the two corporate entities merging and of the potential premiums over market value.look to magnitude and probability of something 
3. Rejected “agreement-in-principle” theory in determining if merger is material.
4. bespeaks caution doctrine –forward looking statements can become immaterial with enough cautionary language… if those statements did not affect the “total mix” of information the document provided investors  (later codified in 21Ec)
- The cautionary statements must be substantive and tailored to the specific future projections, estimates or opinions in the prospectus which the plaintiffs challenge. (specific things that can go wrong with this particular investment… no boiler-plate disclaimers)
- so if there is enough cautionary language the P wont even get to litigate if those statements were true or false… truth then becomes irrelevant) 
-POLICY: waste of judicial resources to argue about things tough/impossible to prove…

c) Reliance/ change of behavior on the part of investor that was induced by the misrepresentation or omission (Ute, BasicII, West, Stone) demonstrating causal connection ( necessary nexus b/w P injury (purchase or sale of a security) and D wrongful conduct (misrepresentation or omission)
BUT have two rebuttable presumptions: (i.e. get around reliance req.):
1. omission/silence cases (Ute) – assumed reliance: if there is an omission of a material fact by one with a duty to disclose (found if have fiduciary duty/ contractual duty), the investor to whom the duty was owed need not provide specific proof of reliance… All that is necessary is that the facts withheld be material in the sense that a reasonable investor might have considered them important in the making of this decision.  This obligation to disclose and this withholding of a material fact establish the requisite element of a causation of fact.
POLICY for presumption: - Proof that one relied on the absence of information or upon silence is difficult if not impossible
2. - Misrepresentation/misstatement cases - “fraud on the market,” theory 
were have FOUR ELEMENTS: 1. efficient markets that investors are presumed to rely on the integrity of the market and on the price, therefore there is presumption of reliance when the 2. material statements at issue become 3. Public and that the plaintiff traded the shares 4. between the time the misrepresentations were made and the time the truth was revealed.
theory:  those who trade on public trading markets rely on the integrity of the stock’s market price. In an open and developed stock market, the efficient capital market hypothesis posits that market prices reflect all publicly available information about a company’s stock. On the assumption that material misinformation artificially distorts the market price, courts infer that investors have relied on the misinformation. This fraud on the market theory assumes that if the truth had been disclosed, investors would not have traded at the prevailing non-disclosure price.

 D can rebut this presumption of reliance and avoid FOTM by showing either 
(1) the trading market was not efficient, and the challenged misrepresentation did not in fact affect the stock’s price, OR
(2) the particular P would have traded regardless of the misrepresentation (severs the link between the alleged misrepresentation and either the price received (or paid) by the plaintiff, or his decision to trade at a fair market price)
· private statements cant be presumed to affect price…/ cant presume other purchasers would have done something differently had the private statement not been made… P can still get into court and show that private statement affected price/rest of market, but no presumption… (ppl who heard the private information can show direct reliance so FOMT theory unnecessary for them anyhow)
· The plaintiff’s reliance must be reasonable. Factors in this determination include: “Bespeaks Caution Doctrine” An investor who later claims that the projections caused him to purchase may prove reliance, but will not be able to prove that the reliance was reasonable, given the cautionary language.
· the sophistication and expertise of the plaintiff in financial and securities matters;

· the existence of long-standing business or personal relationships;

· access to the relevant information;

· the existence of a fiduciary relationship;

· concealment of the fraud;

· the opportunity to detect the fraud;

· whether the plaintiff initiated the stock transaction or sought to expedite the transaction; and 

· the generality of specificity of the misrepresentations. 

POLICY behind FOTM: considerations of fairness, public policy, and probability, as well as judicial economy, presumptions are also useful devices for allocating the burdens of proof between parties….. without presumption you’d have to put each P on the stand, necessity (positive proof of reliance is too high of a burden) for private enforcement where shares are diffusely distributed so need to allow class action suit…
Fraud-on-the-Market Theory:  

theory is based on the hypothesis that, in an open and developed securities market, the price of a company's stock is determined by the available material information regarding the company and its business....  Misleading statements will therefore defraud purchasers of stock even if the purchasers do not directly rely on the misstatements.... The causal connection between the defendants' fraud and the plaintiffs' purchase of stock in such a case is no less significant than in a case of direct reliance on misrepresentations.

The market is interposed between seller and buyer and, ideally, transmits information to the investor in the processed form of a market price. Thus the market is performing a substantial part of the valuation process. The dissemination of material misrepresentations or withholding of material information typically affects the price of the stock and purchasers generally rely on the price of the stock as a reflection if its value. 

Presumption underlying Fraud-on-the-Market Theory: Efficient Market Hypothesis
Three types of analysts: 

1. Technical Analyst: Look at share price and they track it and look for patterns in share price, that is all they focus on. Early days, (head and shoulders pattern). Charts the stock price only. Does not look at the company or the market. Looks for patterns in the stock price fluctuations.  

2. Fundamental Analyst: Says you cannot tell anything from looking for patterns from stock prices. Go out and look at the company, look at the products, the economic cycle, the management, etc. and you can tell if company is worth investing. 

3. Insider Traders: illegal dissemination of information used to benefit corporate insiders.

Three forms of Efficient Market Hypothesis

1. Weak Form: Technical analysis has no value.   Any information you get from stock price patters is already incorporated in the stock price, therefore you cannot take advantage of it. 

2. Semi-Strong Form: Fundamental analysis has no value.  The stock price incorporates all publicly known information about a company. Semi strong theory of stock market says that by the time you figure out the company is good, the stock’s price is already high and you cannot make any money. Basically, everyone knows the same info about the company, management, etc. the market knows…can only take advantage of something by knowing something no one else knows.. which is next to impossible in a truly efficient market

3. Strong Form: cant make money even of non-public information…. Because enough ppl know about it and in the end all information is incorporated in the stock price because inside traders bid it to the right levels. says that market knows all about the company, and market will even find out what the insiders know because no matter what the insiders will give it away.

*Economists found strong empirical evidence for the weak form and the semi strong market hypothesis… the strong form is contradicted by the amount of money made by insiders…. 

That means that all info that is public is quickly incorporated into stock price… so cant make any money from public information…. So all the stock price reflects is that all the public information is incorporated into stock price….So if you make a public mistatetement that gets incorporated into stock price so any person who makes an investment relies on this misstatement which allows for the presumption of reliance/ Fraud-on-the-Market Theory.

(10b implied private right of action  (SEC can still bring separate action) does not extend to aiders and abettors (stoneridge) 
· no requisite causal connection/reliance between D (aiders/abettors) misrepresentations and Ps injury = no liability
· Neither reliance presumption (omission- Ute or misstatement – Basic) applies 
· Ps reliance arg rest on an indirect chain too remote for liability 

· -Aiding and abetting liability is authorized in actions brought by the SEC
· Court is hostile to implied rights of action 

POLICY: Congressional intent,  adoption of P arg would expose a new class of D to these risks…raising costs of doing business…deterring business partners from overseas.. shift securities offerings away from domestic capital markets…better to just make the firm who puts out the statement responsible … slippery slope argument ….. besides enough deterrence already- secondary actors are subject to criminal penalties and civil enforcement by SEC

d) Scienter – recklessness stnd – willful disregard 
· Must have intent (intent used in Ernst but later watered down to recklessness)to deceive or manipulate, mere negligence is insufficient and knowledge/intent is def sufficient.
· For 10b5 claims of insider trading, ignorance of IT law is not a defense… once you engage in trading w/o informing person on other side… lack of Scienter is not a argument that is made for IT cases… it can be though if the information goes through many tippees and finanly lands with you and you don’t even know where the info came from…
e) Damages – must show economic loss (Mitchell)
(depending on the #s, each of these ways to calculate damages may be higher or lower than the other ways….although cover damages will typically be higher that out of pocket damages) up to discretion of court to determine which measure of damages is appropriate… usually court gives court damages…. But in cases where D has gained a lot more than P has lost, then can apply restitution damages…. ASK To what extent can these P rely on misstatement? Eventually you are responsible for figuring shit out- due diligence)
1.Restitution

Put D back in the position s/he would have occupied given there never was a transaction. Strips the D of any profits D made through unjust enrichment.

\
D Bought stock $20/share

D Sold stock 
$120/share

Restitution
$100/share

2. Rescission: Put P in the position he would have been in had there been no transaction.  Rather than force specific performance of having D give $ to P so P can buy back the stock on the market, courts give the $ so P can choose to do so or not…Give the plaintiff enough money to rescind the transaction by buying back the shares.  
“Unwrap the deal.” Difference between judgment day price of stock and what P paid for it. 

Judgment day price
$100/share

                                          P Sold stock/Price D paid

$20/share

            Rescission

$80/share

3. Cover:(MITCHELL) By the time P has the information, P could have undone part of the harm. So if you kept the stock it is because part of you felt it was going to go higher and D should not be liable for it. THIS IS LIKE MITIGATING DAMAGES…This supposes that sometime after the corrective statement the plaintiff made a decision as to whether to be in or out of the stock.  Any price change from this point on is not the result of the mistatement.   In other words, if the plaintif thought that the stock would continue to rise after the correction then the plaintiff could have covered him or herself by buying the stock back and taking advantage of that rise.  Failure to take advantage of that rise is not attributable to the mistatement.  Failure to take advantage of the rise between the misstatement and sometime after the correction is attributable to the misstatement.

a. Try to value the stock if it were sold with all truthful information.



Truth price
$55/share (at the time truth came out



Sold stock
$20/share



Cover

$35/share

b. Use the average of stock prices for the period immediately following the truth.

Avg Truth Price
$60/share

Sold stock

$20/share

Cover (avg)

$40/share

c. Mitchell: Use the highest stock price for the period immediately following the truth.

High Truth Price
$70/share

Sold stock

$20/share

       
Cover (high)

$50/share
4. Out of Pocket/ Reliance: Tries to look at: = Price paid – Value of the stock

This measures the difference in the price received and the value of the shares at the time of the sales.  For example, if the misrepresentation caused someone to sell shares for $30 what were really worth $50 at the time of the sale, then the damages would be $20 per share.  (Query:  How might you calculate the value at the time of the sale?)

d. Adjust damages to account for the true price of the stock at the time it was sold.

Real Price
$50/share (at the time stock was sold

Stock sold
$20/share





       

Out of Pocket
$30/share

e. However, it is often difficult to know what the true value of the stock was at the time it was sold at an artificially depressed price. Thus, courts use the average price for the 2 week period after the stock’s price has been corrected by the market after the accurate information was.

Avg. Truth Price
$60/share

Stock sold

$20/share

Out of Pocket

$40/share

5. PUNITIVE DAMAGES In outrageous cases they can get treble the restitution damages (3 times). One characteristic of the Securities Act is that the number of shares P or D had is probably very small compared to the total number of shares outstanding.
X. Scope of Rule 10b-5- only prohibits conduct that is either manipulative or deceptive (deception, misrepresentation, nondisclosure)… mere unfairness is not enough
SHORT MERGER (forced sale) 
Short-Form Merger Statute: if a parent corporation owns more than 90% of a subsidiary, then they can get rid of the minority shareholders through a merger (buying them out) w/o shareholder vote (Minority HAS NO CHOICE, majority can cancel out the shares of the minority shareholders if they do not want to sell)
· if own less than 90%, need to go to shareholders 

Santa Fe  - unfairly low price is not fraud/deception UNLESS the disclosures leading up to the low-price purchase offer were misleading
10b5 action there has to be some form of deception: the complaint has to allege a material misrepresentation or material failure to disclose (omission). Can be highly unfair but not deceptive 
· no deception since all information as disclosed
Policy: ruling otherwise could not be easily contained… result would be to bring within 

the Rule a wide variety of corporate conduct traditionally left to state regulation…. 
Goldberg 2d Cir: unlike SantaFe, here, NO full and fair disclosure (a way to get around SantaFe where unfairness was not enough)
deception – the omission by board for not informing shareholders that this was a fraudulent transaction
elements:

Who is deceived? – (not the bd but they are all interested… so ct looks to minority shareholders
· where the directors are interested, the minority shareholders become the representatives of the corporation for purposes of disclosure and deception.

1.Standing: It is a derivative suit, P sues on behalf of the sub corporation, and the corporation SOLD its shares to the parent corporation 
2.Materiality: a mythical, hypothethical director would NOT have voted in favor of the deal if all info disclosed 

3. Reliance: Had the minority shareholders known in time, they could have gone to the state court to seek an injunction against “Sue Facts Theory:” P did not get enough information to know they had a cause of action to sue in the situation…reliance since the deception by the defendant caused the minority shareholders to change their behavior and forego a remedy in state court.
4.Scienter: done intentionally
5. available damages 
CT is really stretching it to get the omission…in other words, if you have a transaction, then CT can then get the deception by claiming the shareholders were not told it was a bad deal!  Toughest hurdle to get over is reliance- in all previous 10b5 cases can show reliance by showing shareholders had a right to vote or because shareholders bought or sold… in this case, the CT adopts the Sue Facts theory (had they been told it was a bad transaction earlier, they could have sued)
SO anytime you see DoL cases involving exchange of securities, also think if there is federal Goldberg 10b5 action…

NOT followed in all jurisdictions: these shareholders basically had all the info… some Ct reject the sue facts theory… just cause someone can sue doesn’t give them reliance (shareholders had no vote they could have changed to show reliance)

Commentators: Goldberg, in effect, creates a federal duty of loyalty action under 10(b) in those cases where the transaction involves securities. (After all, the directors who approved the transaction were never deceived. They just violated their fiduciary duty to shareholders.) 
· Why did these P struggle to get into Fed Court under 10b5 when they could have a simple duty of loyalty claim in state court? P felt that they’re better of bringing t their cases in fed court… some perceive that states have “race to the bottom” to appeal to corporation to incorporate in their states to get revenue….
XI INSIDER TRADING
THIS IS ALL BASED ON POLICY: There is nothing in Rule 10b-5 about insider trading. It is a policy judgment on the part of the courts to include insider trading as fraud. 
	Advantages of Insider’s trading restrictions (NO IT)
	Disadvantages of insider’s trading regulations (YES IT)

	•Encourages investment: directly by people buying stocks, or intermediaries putting money into investments. Gives people a sense of fairness and security in their investment in the stock market. 

•reduces manipulation of the market. Sell stock short, company takes a plunge. Against manipulation of the information.

•Prevents insider trading from affecting actors’ business decisions.  Example, eliminates risk for the insider’s, if they can get out of bad deals before other people do. 

•Helps address Fairness concerns. People in privileged positions should not take advantage of unaware buyer/sellers of stocks that do not have all the required info to value properly their stocks in such exchanges.

•Makes public information less reliable because insiders do not have a duty to disclose. [maybe one can say this is not an advantage, but a disadvantage]
	•Makes a market inefficient. Example of ore trading: price of the shares would be driven up by the insider’s trading, then a strongly efficient market would make the stocks price go up… so get more efficient markets where the information is quicker disseminated

•Liability from insider trading may chill investments. People might be afraid to invest.

•the entire thing is a charade. False sense of confidence that people are trading on the equal access. Maybe some small investors will invest trusting companies and the insiders are regulated and get hurt in cases like Enron, where companies are pretending to be open and honest, and they are not. 

•Costly to society to investigate all allegations of fair trading. Counterargument is that they recoup fees in damages.

•Insider Trading would be like an additional resource for the company to compensate executives. Counterargument is that stock options can accomplish the same. 


Summary of arguments in favor of IT regulation:

1) look at the investor. IT rules ensure fairness to investors. (shareholders hire these guys to run the corporation, so you shouldn’t be using info to make money that I am not
2) Look to corporation: IT leads to poor corporate decisions, insiders try to manipulate corporation…Managerial decision making. Makes managers focus on sound business decisions and not their self interest through IT.
3) Look to financial markets: ppl make money and save money…this saving should get channeled to productive investment done in financial markets…. So need ppl to feel safe to take saving and make investments…. Economy: IT promotes the flow of capital into industry, because it gives people a sense of fairness and security. 
Summary against:

1) Efficient market theory, even if info does not get out, market will incorporate info thru monitoring increases in prices of stocks.

2) No way to keep it clean anyways, why spend money trying. 
3) Does it mean markets would collapse if there were no IT laws? Empirical research suggests not. But not much else. 
A. Pro: Insider Trading Laws 
1. IT harm to the corporation itself:
a. Reputation

b. Induces management to participate in overly risky behavior

2. Secret compensation to managers (hard to monitor) Fairness

a. If insider trading was allowed then insiders would always have an advantage and the common investor would always be at a disadvantage.

b. The purpose of insider trading laws is to encourage disclosure.

3. IT harm to Capital Markets

a. Realizing the unfairness of the market, investors will be deterred from investing. Thus the market will be less robust and less stable.

b. Not as much information will be disclosed in the market.

4.  IT harm to Investors (fairness arg.)

B. Con: Insider Trading Laws
1. Insider trading laws are unnecessary
a. Insider trading is happening despite the laws.

b. The stock price will reflect the company actions even if specific information is not disclosed.

2. Better for the economy: Those insiders make money and pay corporate gains taxes. Insiders lose out on opportunities because they are prevented to trade. 
3. Prices of securities will reach their true value faster.
4. This is form of compensation to entrepreneurial companies.
5. Even without insider trading laws, corporate charters could prohibit it.
who is an insider? 
Four ways to define insiders or their equivalents upon whom the “disclose or abstain” prohibition is visited:
1. A classical insider or equivalent who by virtue of a fiduciary or similar relationship has access to nonpublic information and has a duty to disclose arising from a relationship of trust and confidence between parties to a securities transaction. (officers, directors, controlling stockholders) (Cady, Chiarella). insiders trade in shares of their own company
2. A temporary insider, or quasi-insider: an attorney, accountant, banker, consultant or other person who temporarily becomes a fiduciary of the corporation. Persons prohibited in trading in the shares of the company they work for or contracted with
3. A tipper or tippee who meets the receipt of a benefit and tipper breach of fiduciary duty test for tipper-tippee liability. (Dirks). tippers tip tippees in violation of duty that tipper owes to corporation
4. Someone who steals (or converts) the information in violation of a duty owed to the owner of the information (a misappropriator), or their tippee (“fraud on the source”). Persons cant trade in violation of your duty to the source of the information even if trading in shares of companies you have no prior relationship with or duty to
1. Classical theory

When a corporate insider trades in the securities of his corporation on the basis of material, nonpublic information. Trading on such information qualifies as a “deceptive device” under §10(b) because the relationship of trust and confidence exists between the shareholders of a corporation and those insiders who have obtained confidential information by reason of their position with that corporation.

Cady- extended the disclose-or-abstain obligation
Corporate insider must abstain from trading in the shares of his corporation unless he has first disclosed all material inside information known to him
2 Part test: 
a. the existence of a relationship giving access, directly or indirectly, to information intended to be available only for a corporate purpose and not for the personal benefit of anyone.
b. the inherent unfairness involved where a party takes advantage of such information knowing it is unavailable to those with whom he is dealing. 
10 B 5 needs to be broadly construed because one of the purposes of it is to prevent fraud, manipulation,  deception in connection with sec transactions and protect investors. 

DUTY to disclose/abstain: once you trade there is a duty to disclose stemming from fiduciary relationship between the insider and the corporation (shareholders)

· 10b5 applicable to defrauded seller AND buyer (with whom seller may nto have had a preexisting relationship with) 
SEC just finds this liability by analogy- as soon as you sell the shares a duty arises which you simultaneously breach, but this appears to be a weak argument… 
Chiarella – reinforces that 10b5 imposes no duty… must find duty to disclose or abstain to be held liable under 10b5
Duties comes from fiduciary relationship of trust and confidence b/w D and P (must find some rela

· Duty between employers and corporate insiders

· Duty between insiders and sellers/buyers

Here, no duty b/w printer and target comp sellers
-no general duty to disclose before trading on material nonpublic information (duty to disclose under § 10(b) does not arise from the mere possession of nonpublic market information)

-no one from the acquire company has a duty to anyone at the target company… so even if executive from acquirer company can trade in the shares of the target company (he might be in violation of other rules, but not of 10b5)… of course they can’t trade in shares of the company they’re working for (acquiring company), so if printer was trading in aquirig comp (his employer) he would be liable as a temporary insider… AND you always have to have the requisite mental state- Scienter (never really argued in IT cases though)
· Rule 14e-3 (post chiarella reaction, upheld in Ohagan) –For tender offers, if you get nonpublic info from the acquiring company or target company, you are LIABLE if you trade on it, even IF THERE IS NO DUTY. 

Transactions in Securities on the Basis of Material, Nonpublic Information in the Context of Tender Offers

This rule hold liable “any other person who is in possession of material information relating to such tender offer which information he knows or has reason to know is nonpublic and which he knows or has reason to know has been acquired directly or indirectly from (1) the offering person [acquiring company], (2) the issuer of the securities sought or to be sought by such tender offer, or (3) any officer, director, partner or employee… to purchase or sell or cause to be purchased or sold any of such securities.”

.
2.  Tippee (Derivative) Liability 

An insider who passes information to another person knowing that the other person will trade is a tipper. Whether s/he trades or not, a tipper has the same liability as an insider who actually trades. The recipient of the information is a tippee, and also has insider trading liability, but only if s/he trades.

Dirks
Two part test:
1. a tippee assumes a fiduciary duty to the shareholders of a corporation not to trade on material nonpublic information only when the tipper/insider has breached his fiduciary duty to the shareholders by improperly disclosing the information to the tippee and the tippee knows or should know that there has been a breach and then tippee must breach his duty by not disclosing or abstaining
(tippee’s duty to disclose or abstain is derivative from that if the insider’s duty… a constructive trustee of the insider, if has notice that the agent/insider violated a duty to his/her principal)

2. To decide whether the breach by the insider was a breach of duty, look to purpose of disclosure - whether the insider will benefit personally directly or indirectly from the disclosure. (note: unless you have some really strong reason, ct will find gain)
POLICY: It is important in this type of case to focus on policing insiders and what they do ... rather than on policing information per se and its possession) (this test is not always easy for the courts to determine) 

IF tippee KNOWINGLY works with an insider to trade on insider info, then liable.
POLICY FOR SECOND PRONG: (why don’t just have duty to disclose or abstain on all tipees)
• imposing a duty to disclose on tippees could chill market analysts, which are necessary for the proper functioning of the market/ necessary flow of information (court says analysis can make money on this insider trading because they don’t find personal gain to the insider/tipper from disclosing info to the analyst… this is necessary to disseminate information). Market analysts analyze and assess the proper value of stocks. To assess stock values analyst must talk to insiders. Thus, their reward for doing so should be that they should be able to benefit from nonpublic info as long as they do not owe a duty to disclose. Especially because they cannot disclose to the entire public simultaneously anyways.  …. Imposing a duty to disclose or abstain solely because a person knowingly receives material nonpublic information could have an inhibiting influence on the role of market analysis necessary to the preservation of a healthy market. It is commonplace for analysts to ferret out and analyze information.
- trading on nonpublic info might be an ethical violation, but that does not necessarily mean there was a statutory violation.
Dissent: says majority limited 10b5 rule of securities exchange act of 1934. 

-says tipper probably knew D would tell his clients to sell his stocks before disclosing. Says D selectively disclosed the info, and his attempts to disclose publicly were feeble at best. Also, here, D made his clients shift their losses in stock value to the uninformed stockholders. Says that tipper did indirectly what could not do directly by telling D, and D did benefit in about $25,000 in trade commissions. 

•Says that chilling effect on analysts would not occur because normally when analysts get info from insiders, those insiders do not have knowledge/intent that the analyst trades on the information. If analyst does not believe insider breached any duty in telling analyst, then analyst can trade on it.  

•rejects majority’s test of whether there was an improper purpose, says no basis for it
3.  mISAPPROPRIATION THEORY (fraud on the source) (ohagan)
Duty + omission + deception
Duty owed to: source of information (duty to either abstain from trading or to disclose to them you are trading)

Omission: not telling the source
Deception: to trade w/o disclosure to source; misappropriating confidential information for securities trading purposes in breach of a duty owed to the source of the information. 

Disclosure (telling source you will trade will eliminate 10b5 action, but open up other problems)

Generally
A person commits fraud “in connection with” a securities transaction when he misappropriates confidential information for securities trading purposes, in breach of a duty owed to the source of the information. A fiduciary’s undisclosed, self-serving use of a principal’s information to purchase or sell securities, in breach of a duty of loyalty and confidentiality, defrauds the principal of the exclusive use of that information.  In lieu of premising liability on a fiduciary relationship between company insider and purchaser or seller of the company's stock, the misappropriation theory premises liability on a fiduciary‑turned‑trader's deception of those who entrusted him with access to confidential information.

The misappropriation theory is thus designed to protect the integrity of the securities markets against abuses by outsiders to a corporation who have access to confidential information that will affect the corporation’s security price when revealed BUT WHO OWE NO FIDUCIARY OR OTHER TYPE OF DUTY TO THAT CORPORATION’S SHAREHOLDERS. 
POLICY/RATIONALE for MIS. THEORY: a misappropriator that trades on material, nonpublic info gains advantage through deception, deceives the source of the info and the investing public. That advantage cannot be overcome with any research or skill. This theory meets 10b congressional intent which is to insure honest securities markets and thereby to promote investor confidence. § 10(b) requirement that the misappropriator's deceptive use of information be "in connection with the purchase or sale of [a] security”  is satisfied because the fiduciary's fraud is consummated, not when the fiduciary gains the confidential information, but when, without disclosure to his principal, he uses the information to purchase or sell securities. 
Dissent 

J. Thomas and CJ concur/dissent in part: felt that Ds use the info to purchase securities is not more significant than embezzling $ to purchase securities. 

IT seems the dissent adheres to the classical view that D here had no duty to the shareholders given that he was not technically an insider and disagrees that the statutory language “IN CONNECTION WITH” might be too much of a stretch. 

Says 14e3a violation cannot hold either.  – 14e exceeds SEC rulemaking authority…Says that eliminating the requirement that there is a breach of fiduciary duty is NOT REASONABLY DESIGNED to prevent fraudulent acts.

•says that majority’s decision would open the gates on convictions, if someone steals money and invests it, then there would be cause of action under 10b5 because IN CONNECTION WITH can be  CONSTRUED BROADLY. Thus, J. Thomas, is saying, here, “not in connection with” sale of securities, just because what you embezzled is used to buy stock. Prof. Marks, says that most would agree in that extreme case, but that Dissent says the fraud committed when the info was embezzled, not when the stocks were purchased.  Prof. Marks says one can buy or not buy the argument. 

Note on private cause of action  
Who has a cause of action for SEC rules?  - typically just the State (crim D trials) or the SEC… for 10b5 there is also an implied private cause of action 

20A creates an express cause of action where someone trades on material nonpublic information in violation of the securities laws.  The persons who trade contemporaneously have a cause of action even if they were not owed a duty by the defendant. (with 20a, have private casue of action for misap. Cases)
Section 20A: 2 part test:  (to get private cause of action)
To have express liability:

1) Did D violate securities act by trading securities? 

2) Did D trade on material, nonpublic info?

THEN the ppl on the other side of the transaction have a private cause of action…20A SAYS NOTHING ABOUT OWING A DUTY TO THOSE ON THE OTHER SIDE OF THE TRANSACTION.

Section 
THUS: we always had an implied private cause of action under 10b5 but now have an express private cause of action once attach a 20A violation…

Short-swing transactions 16B
Section 16(b) is designed to be a strict scrutiny preventative measure to take incentive away from directors/insiders from trading on inside information. The recovery goes to the corporation.

**MERELY THE CORPORATION has the right to sue D, to get the profits by the wrongdoer back into the corporation’s coffers. This is like restitution in a way.  No civil cause of action. Section16b, meant to stop short term deals. 

Merrill Lynch:
•Section 16b liability is not based on a person’s title rather the existence of a relationship with the corporation that makes it MORE PROBABLE THAN NOT THAT THE INDIVIDUAL HAS ACCESS to insider’s info. 

INSIDER INFO = the kind of confidential information about the company’s affairs that would help the particular employee to make decisions affecting his market transactions in his employer’s securities. 

ONLY applies to directors and officers and 10%+ shareholders ( determined not based 
Officer = corporate employee performing important executive duties of such character that he would be likely in discharging those duties to obtain confidential information about the company’s affairs that would help him make a personal profit.
strict liability to the issuer is imposed upon any “beneficial owner, director, or officer” for entering into such short term transactions for the purpose of preventing the unfair use of information which may be obtained by such officer by reason of relationship. THE PURPOSE OF THE STATUTE WAS TO TAKE THE PROFITS OUT OF A CLASS OF TRANSACTIONS in which possibility of abuse was too great (to avoid personal profit for insiders). 
A. Damages

Suppose that a director of a corporation has been found to be liable under 16(b). The following transactions all occurred in the same year:

July

Purchased 
1000 shares at $70

August

Sold 

1000 shares at $55

September
Purchased
2000 shares at $40

October
Sold

2000 shares at $45

1. Need to focus on “round trip” transactions. 

2. Look for the biggest differential.
Lowest purchase price

2,000 shares at $40

Highest sale price

1,000 shares at $55





      $15,000








Total: $20,000

Lowest purchase price




(other 1000 shares)
1,000 shares at $40

Next highest sell price

1,000 shares at $45





     $5,000
rules
B. Rule 10(b) vs. Section 16(b)
Comparison between 10b and 16b
	Rule 16(b)
	Rule 10(b), 10b5

	1. Strict Liability – intent is irrelevant.

2. Requires round trip transaction that occurs w/in 6 months (P-S or S-P)
3. Need not show trading on inside information (just have to show position of access)
4. Officers, directors, beneficial owners 10% shareholder can be subject to it. 
5. Civil recovery/remedy to corporate treasury.

6. A corporation has automatic standing

7. damages are restitution
8. not necessary to show deception

9. preventative

10. SEC does not have standing- this is just private action

11. No tippers liability

12. Strictly corporation and its own shares (so only trading in your own employeers shares)

	1. Requires scienter – (knowledge)need to show intent
2. just one transaction (selling or buying based on insiders info) is enough for liability. No need for there to be a roundtrip transaction. 

3. Required to show that traded on non-public material information.
4. Anyone, even a random tippee, can be liable

5. Plaintiffs can be trader (standing P or S)
6. Civil and criminal (can go to jail) action
7. Damages can be more than restitution. 
8. Remedy goes to shareholders 
9. Need to show deception
10. No time limit
11. Targets fraud
12. SEC has standing
13. Tippers liability
14. Standing (purchasers/ sellers)
15. Under misap theory, can apply to someone else shares (youlre insider of acq comp and buy shares of the target)


XII voting

Takeovers involve shareholder voting….

Voting for directors usually occurs once a year (board elected once a year, or have a staggered board where directors serve multi-year terms and only a portion is elected every year – this promotes continuity and is thought of as a takeover defense…. Although in practice not much of a defense because once someone takes over, the board members typically resign) , usually by proxy (instruction to management to vote your vote in a particular way) vote. Most director votes are not contested…If you’re upset, you can put up an alternative slate of directors and the shareholders will receive a slate from management and from the insurgents…. This happens rarely because its very expensive… 

Voting governed by state law (if no state rule about which system to follow, then follow the corporate charter)
Proxie voting governed by fed law (the rule is mng must include significant information to all the proxies along with their ballots)

There are two types of voting procedures:

1. Straight Voting

a. For example, if there are 5 directorial posts, each shares gives you 5 votes. Each vote must be cast for a different director.

2. Cumulative Voting

a. If there are 5 directorial posts, each share gives you 5 votes. However, votes may be cast for the same candidate.

b. The purpose of cumulative voting is to allow representation on the board for minority shareholders. 

c. Usually, this type of voting is effective in small companies.

Example:



    Candidates

Straight
Cumulative

900,000 shares outstanding


A

600,000

300,000 shares are the minority


B

600,000

600,000 shares are the majority


C

600,000








D

600,000

A,B,C,D,E are favored by the majority

E

600,000

U

300,000
1,500,000

U,V,X,Y,Z are favored by the minority

V

300,000



X

300,000



Y

300,000



Z

300,000









        All majority 
At least one

          directors
        minority director

XIII MERGERS
A. Statutory merger – A buys B,   after merger B ceases to exist, shareholder of B receive compensation, and typically merger has to be approved by the board and shareholders of both companies
OR

B. Triangular merger - “A” does not want to be liable for issues with B, so A sets up subsidiary, S, and then there is a statutory merger between B and S…in the end have where A owns a sub that once was B (limited liability so if sub blows up not much problem for A)
OR

C. Reverse Triangular Merger – set up like triangular merger but instead of B merging into S, S merges into B.. in the end, A own a sub which  is B (done because B may have assets that can not be transferred into S, so don’t want to lose these things in the merger into S… need B to be the surviving entity)
Tender offer (Weinberger)- A buys up enough shares of B so now B is a sub of A with some outstanding share of B left over in the minority… can then get rid of those minority shareholders by merging your sub B into a separate sub S which forces the minority shareholders of B to sell 
 (of course minority shareholders get to vote on it, but we know that minority will obviously lose so the only claim minority can have is later to bitch about the buy-out price)

 
Cash out merger between a parent and a not-wholly-owned sub (no need to have a reason to buy out the minority shareholders)
2-part test: overall question of fairness:
1) is the transaction price fair? = relates to the economic and financial considerations of the proposed merger, including all relevant factors:  assets, market value, earnings, future prospects, and any other elements that affect the intrinsic or inherent value of a company's stock…P can use any valuation method to prove the price was not fair (no longer needs to only use weighted average). For example, the discounted cash flow method is accepted = analyst looks at company’s anticipated cash stream and then, after adjusting for inflation and risk, calculates how much present cash would produce that future stream. This method represents how much the business is worth.

2) is the process of approval of the price/deal fair? =  when was the transaction timed, how was it initiated, structured, negotiated, disclosed to its directors, and how approvals of the directors and shareholders were obtained. Court prefers if the Board of the sub company that is being squeezed out, creates an independent committee of outside directors to negotiate for the minority shareholders…full disclosure, disinterest necessary( the test for fairness is not a bifurcated one as between fair dealing and price.  All aspects of the issue must be examined as a whole since the question is one of entire fairness. Although in non‑fraudulent transaction we recognize that price may be the preponderant consideration outweighing other features of the merger…  
3 steps of burden of proof: 
NOTE: constant burden on D (those relying on the vote) to show all was disclosed
1) Original burden: P must allege merger was unfair, there was fraud or misrepresentation, and that the Board breached their duty.

2) THEN burden shifts to D (majority shareholder) to show by a preponderance of the evidence that the transaction is fair.

3) IF corporate action has been approved by an informed vote of a majority of the minority shareholders, the burden SHIFTS BACK P to show that the transaction was unfair to the minority.  (if D does not meet  constant burden to disclose, then minority vote does nothing (no shift)
-post Weinberger, not go to appraisal hearing to figure above out, don’t go to court
XIV Merger DEFENSES
Unocal/Revlon/Moran govern any time in which a fundamental change of corporate control occurs or is contemplated:

1. Poison Pill- drastically reduces worth of corp (nearly impossible to swallow, so only  
at some triggering event (usually the purchase of a certain percentage of the target’s shares by an outsider) the target shareholders are giving “Rights” to obtain securities at a substantial discount. These securities can be from the bidder (“flip over”) or from the target (“flip in”). These Rights have the effect of making the hostile tender offer more expensive for the bidder by adversely affecting either the target or the bidder itself. The effect is to dilute the value of the shares of the acquiring company therefore raising the cost to the acquiring company. Prior to the triggering event, the target directors can redeem the Rights, but after the event the Rights become non-redeemable.  

-ways to go around the poison pill… 

1. Get management to agree to your offer

2. Proxy btl and put in new board and get the pill removed, 

3. Go to court and get pill thrown out as violation

HYPO:
Comp worth  10B (200M shares at 50)

Acq. Own 50% 100m for 5B; then other 50% get 75 for their shares making Acq sole owner of comp he paid 5B for and that’s worth 2.5B (10B- 7.5B in debt)… i.e. 100mshares = 2.5B = only $25/share
2. Lock Up – Crown Jewel Defense
a white knight is given the right to buy a valuable division or stock of the target company at a discount price should it fail in its offer. The effect of this defense is to favor the white knight and effectively end bidding. Another bidder would not want the target without the crown jewels.
(i.e. commits you to selling to white knight, all other bidders leave if cant get rid of defense)
· Permitted where their adoption is untainted by director interest or other breaches of fiduciary duty 

(a lockup can be a wooing maneuver to bring in another party (a white knight) to bid on the company that otherwise would not be bidding and who offers a very high price) (so long as adoption of lock up was not untainted by director interest or other breaches of fiduciary duty)
GREEN MAIL: refers to the practice of buying out a takeover bidder’s stock at a premium that is not available to other shareholders in order to prevent a takeover.
3. STREET-SWEEP DEFENSE: sweeping the stocks that arbitreurs have accumulated (preventing the aggressor)
- SEC doesn’t like streetsweeps – its coercive, unlike tender offers where anyone who tenders into the deal will get the money.. in tender offers there is no advantage to going first…
2 TIERED TENDER OFFER(how it would work in streetsweep):  If tender offer succeeds, then those who do not tender get only $34 in the backend of the deal. Thus, even if the shareholders do not think the price is fair, they might sell to avoid the $10/share loss.  (will get $44 if they tender where the purchase is for 50% of all the shares so you get to sell half of your shares at 54 and half at 34 for an average of 44) The not tender is if the deal does not go thru, $60 = market value of the share. (arg: forced to tender even if it’s not best deal) 

Front End (FE) was $54/share bid price Back End (BE) is $34/share.

	
	Tender
	Not Tender

	Tender
	$44
	$60

	Not Tender
	$34
	$60


4. Disenfranchise shareholders (Blassius) - principal purpose of preventing the shareholders from electing a majority of new directors  (interfering with the effectiveness of a stockholder vote)
(facts: decision to stack the board and have majority even if majority shareholder got to apply all remaining new members)
Stnd: a heavy burden on the D to show a compelling justification (a really realy high stnd.) close to per se but not quiet…
5. Restructuring (Bass)

How to argue these things:

D: we win under BJR, Unical, Revlon… argument over the stnd, and then argument that you meet that stnd…

Unocal enhanced business judgment stnd applies to directors in the face of a takeover:
The board’s power to act derives from its fundamental duty and obligation to protect the corporate enterprise.   Because of the possibility that the board may be acting primarily in its own interest, rather than those of the corporation and its shareholders, an enhanced business judgment rule applies
2-part test: (burden on D, can investigate not just the process, but also the substance)
1. Directors must show (Burden on Directors) that they had reasonable grounds for believing that a danger to corporate policy and effectiveness existed because of another person’s stock ownership. (the potential acquirer). (does NOT involve the court substituting its judgment as to what is a "better" deal for that of a corporation's board of directors… Unocal analysis is flexible… not a simple mathematical equation…)
a. This burden may be satisfied on a showing of A. good faith and B. reasonable investigation. Gross negligence standard.

b. Furthermore, if the board was disinterested, has acted on good faith and with due care, its decision in the absence of an abuse of discretion will be upheld as a proper exercise of business judgment. (approval of board comprised of a majority independent directors helps meet the burden set out in prong a.)
2. The defensive measure must be reasonable in relation to the threat posed.
to determine the reasonableness of a defensive action, must clearly ID the threat: this requires an evaluation of the importance of the corporate objective threatened;  alternative methods of protecting that objective;  impacts of the 'defensive' action, and other relevant factors. 
a. This entails an analysis by the directors of the nature of the takeover bid and its effect on the corporate enterprise.

1. LIST OF FACTORS BOARD can decide to defend self:

a. -balancing shareholders short-term vs. long-term interests

b. -price inadequate

c. -nature and timing of offer

d. -questions of illegality

e. impact on constituencies other than shareholders (i.e. creditors, customers, employees, and perhaps the community in general). 

LIMITS on BOARD under enhanced BJR
UNLESS it is shown by the preponderance of the evd that the directors:
1- primary purpose was to entrench themselves in office (i.e. ensure they keep their jobs), OR
2-actions were inequitable or fraudulent or some other fiduciary breach of duty 
The court will not substitute its judgment for that of the board. 

	
	Ct in Unocal creates a NEW/MODIFIED Business Rule (slightly stricter than old business judgment)
	Old Sound business judgment rule, 



	Differences between 
the 2 rules
	1-THE BURDEN IS ON THE DEFENSE(directors). 

2- REASONABLE basis (so higher scrutiny than the plain Var Gorkom sound business judgment rule). 

3-D may lose

	1-THAT THE BURDEN IS ON THE PLAINTIFF
2- Rational basis means any POSSIBLE basis will be approved

3- D unlikely to lose

	Parts of the test
	1) Reasonable grounds-could consider other dangers to corporation.

A) Good faith must be shown, and

B) was there a reasonable investigation done?

2) Response has to be reasonable.


	1) looks at the process: has to have had a reasonable investigation. I.e. Cannot be GROSSLY Negligent, there have to be studies, etc.

2) Rational Basis test: if you done the reasonable investigation, then you get the benefit of sound business rule UNLESS IT RESULTS IN CORPORATE WASTE. 


Moran- preventive poison pills can be created in the absence of an imminent threat as long as it does not stop future bids completely. (watering down Unocal prong 1)
-Rights Plan did not totally prevent stockholders from receiving tender offers.
- Rights Plan is not absolute. The board will not be able to arbitrarily reject offers – they will then be held to the same fiduciary standards as in Unocal.

NOTE: being able to remove the pill is a prerequisite for all these type focuses- if the pill cannot be removed then the cts will strike it down.
Unical= level of scrutiny (goal is determined by Revlon)

Revlon when a takeover becomes inevitable, the directors goals shifts- no longer threat to corporation, now worry about threat to price (stop defending and become auctioneers)(strengthening prong 2 of Unocal – anything less than highest price not reasonable) (stnd: reasonableness)
POLICY: protect the shareholders (who have one shot at buy-out)

· a lock up that ends the bidding and does not get a really high price (price may include intangibles) fails Unocal prong II (not a reasonable response).
WHAT TRIGGERS REVLON? - 
 Revlon duties: a fiduciary duty to maximize immediate share value and not erect unreasonable barriers to further bids-directors have the burden of proving that they were 1. adequately informed and 2. acted reasonably.

1. when the sale or dissolution or the breakup of the company is inevitable (generally)

2. Management initiates active bidding by seeking to sell or reorganize involving a clear break up of the company (Mills).   

 

3.  In response to a bid, the board abandons its long term strategy and pursues an alternative transaction involving a breakup of the corporation  (ct language in Time)
 

4. Transaction resulting in the sale of control (even if no break up). This includes both (1) management buy outs/restructuring (Barkan and Bass), and (2) the sale of a corporation owned by a diffuse group of public shareholders to a corporation owned by a single entity or person (not Time BUT QVC- this turns the majority shareholders into minority shareholders and thus its their only shot at a control premium). 
  What constitutes a change of control?- majority shareholders lose control premium (QVC)

When stockholders comprise a majority position they have a control premium. Thus the argument may be made that then this control premium is threatened, directors should obtain the highest price possible. Once shareholders lose their majority position they will never again have the opportunity to obtain a control premium.

Revlon NOT Triggered (D’s response was reasonable)
When board just rejected an unsolicited offer (assuming the defensive action adopted did not involve sale of control), because any reaction that doesn't involve the sale of control would just be defensive and not indicate an abandonment of continued existence. (Ivanhoe – no break up; Time – control began and ended in a diffuse mass of unaffiliated shareholders)
1. Ivanhoe (questionable case)
 -“street sweep” was a reasonable response to the Ivanhoe threat (meet prong two of unocal)
-directors duty to oppose threats presented: threat posed was real 
- not a transfer of control because Gold Field signed a new standstill agreement and agreed to limit its board representation to 40%. 
- Newmont was never for sale, no bidding contest, and thus a sale was NOT inevitable 
Here,  shareholders have essentially lost their control premium -many commentators feel the case was decided wrongly.
2. Time (questionable case) This is a reverse triangular merger (worry about Time shareholders)
-control of Time never changed (rationale, shareholders possibility of getting a control premium in a future sale is unaffected); dissolution, break-up, or sale of the corporate entity not inevitable
Why didn’t get shareholder approval? – the Time SH will say 175 is pretty good and just vote against the merger… so don’t want to give it to the shareholders… so restructured the deal to take the vote away from the shareholders. – P claims it is a breach of fiduciary duty (D did not want to get shareholders vote because of concern shareholders might not understand long-term benefits of the merger and just vote for the cash-out)

Once decide Revlon not triggered, still apply Unocal analysis (met in this case)
(detailed analysis in long outline) 
MEETING REVLON STND: Barkan (management-sponsored leveraged buyout MBO) 
(methods by which a board can fulfill its obligation to seek the best value reasonably available to the stockholders)

directors should analyze entire situation and evaluate in a disciplined manner the consideration being offered… Having informed themselves of all material information reasonably available, the directors must decide which alternative is most likely to offer the best value reasonably available to the stockholders.

Revlon triggered: this is an MBO (obvious change of control – shareholders getting cashed out, so lack breakup of comp/ continuity of management (like in Time) doesn’t matter)

Revlon duties to get highest priced met: typically need fair action, here no auction necessary- Board fullfiled obligation to show fairness via other circumstantial means:
· The board was reasonable in concluding they had obtained the best price; they made an informed decision based on the evidence available to them. A board’s actions must be evaluated in light of relevant circumstances to determine if they were undertaken with due diligence and in good faith. There is no single blue-print or iron-clad rule. The evidence that will support a finding of good faith in the absence of some sort of market test is by nature circumstantial; therefore, its evaluation by a court must be open-textured. The crucial element supporting a finding of good faith is knowledge. It must be clear that the board had sufficient knowledge of relevant markets to form the basis for its belief that it acted in the best interests of the shareholders.
- no incoming bids

- difficulty in financing. 

-market price unsteady

-investment bank appraisal

-ESOP tax advantage (others would not have that)

-Herwitz agreed it was a fair price (if he is a sophisticated investor and he agreed with price then should be ok)
Revlon Triggered and NOT MET
1.  RESTRUCTURING (company breakup) DEFENSE (bass)
Fails Unocal and Def Fails Revlon:
Applying Unocal stnd:

1. Was there reasonable belief of a threat?–No. Typically threats are coercively structured such as two tiered hostile tender offers. Here the offer was consensual and not hostile.

2. Was the response (the restructuring) reasonable in relation to the threat? – No. A reasonable response would have been to develop a more valuable economic alternative. (if the Bass offer seemed unreasonable)… For example, if the directors concluded that the company should be sold, it would be reasonable to solicit higher bids from other bidders, as well as the original offeror.  If the company was not be be sold, the directors might propose a noncoercive transaction that would offer shareholders higher value, whether immediate or long term, while also enabling them to retain their equity in the corporation.

Thus, a reasonable response would, at a minimum, offer stockholders higher value than the Bass Group offer or, at the very least, offer stockholders a choice between equivalent values in different forms.  The management’s proposal offers an inferior value to the shareholders and forces them to accept it.
Even if pass Unocal, def fail Revlon:
Revlon triggered: restructuring involves a transfer of effective control that under normal market conditions would command a control premium.
 A defensive step that includes a coercive self-tender timed to effectively preclude a rational shareholder from accepting the any-and-all offer (the Ps offer) cannot be deemed to be reasonable in relation to any minimal threat posed to stockholders by such offer.

The restructuring provided less value to the shareholders and the directors were implementing it in such a way as to not give the shareholders a choice. The directors had a duty to investigate the takeover offer, which they failed to do. 
2.  Mills/Macmillan- Scope of the boards resp in an active bidding contest once their roles as auctioneer has been invoked under Revlon
two‑part test for analyzing board action where competing bidders are not treated equally:

1. examine whether the directors properly perceived that shareholder interests were enhanced. 
2.  In any event the board's action must be reasonable in relation to the advantage sought to be achieved, or conversely, to the threat which a particular bid allegedly poses to stockholder interests.

· Revlon requires that there be the most scrupulous adherence to ordinary principles of fairness in the sense that stockholder interests are enhanced (are shareholders getting highest price?), rather than diminished, in the conduct of an auction for the sale of corporate control.  

Paintiff must show that the directors of the target company treated one or more of the respective bidders on unequal terms… although favoritism for a white knight to the total exclusion of a hostile bidder might be justifiable when the latter's offer adversely affects shareholder interests,  In the face of disparate treatment, examine whether the directors properly perceived that shareholder interests were enhanced.  In any event the board's action must be reasonable in relation to the advantage sought to be achieved, or conversely, to the threat which a particular bid allegedly poses to stockholder interests.  
Self-interested directors: A board may not avoid its active and direct duty of oversight in a matter as significant as the sale of corporate control.

Bidding Procedures: KKR repeatedly received significant material advantages. The proper objective of Macmillan’s fiduciaries was just to obtain the highest price (Revlon).

Lock-up Option: Such agreements are not per se illegal, but It must confer a substantial benefit upon the stockholders in order to withstand exacting scrutiny by the courts. 

“No-Shop” Clause: Use of such a device is even more limited than a lockup agreement. Absent a material advantage to the stockholders from the terms or structure of a bid that is contingent on a no-shop clause, a successful bidder imposing such a condition must be prepared to survive the careful scrutiny which that concession demands.
3. QVC: 
1. Revlon triggered (break-up not required…change of control sufficient)

2. Fail Revlon (failing to adequately consider which tender offer was best for the stockholder)
How is QVC (Revlon triggered) different from Time Warner (Revlon NOT triggered)?

-Time Warner: fluid aggregate of non affiliated shareholders, both before and after the deal. 

-QVC: the before looks the same as in Time Warner, as far as shareholders are concerned. But the after, a block of Viacom (Redstone) would have majority control of the merged company. Minority here, no longer has a chance.
 Levels of Stnd:

Per se – strict liability, cant do it (don’t care about any justification) 

Compelling Justification (Blassius) :disenfranchise votes

Fairness (self dealing stnd- will allow it if you can show its fair/good for corporation) : self dealing

Reasonableness (gross negligence/ negligence) : duty of care in process (business judgement) ; Unocal – apply reasonableness to both

Rational Basis Test (waste)  - low stnd… can do pretty much what want : duty of care in outcome/decision (business judgment)

Good Faith – thrown out if there is a willful disregard 

No liability- action completely under discretion of the board
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