Corporations Outline
Chapter 1: Corporate Form/Objective Conduct of Corp/Nature of Corp. Law

The Corporate Form
· Corporate law is judge law and CL, but some statutes, state law, and federal law.
· Corporate law focuses on three distinct relationships (federal and state). Corporate law tries to address tensions between area. 
· Relationship between Shareholders and managers

· Sole Proprietorship – Where one person owns businesses and all money earned goes to her and any money lost, she losses, no asymmetry of information

· When you hire someone get Agency Problem with misalignment of interests and asymmetry of information. Costs associated with fixing agency problem and making sure agent does proper job.

· Corporate law seen as way to bring means to terms of relationship you might have seen wasn’t applicable in broad corporate structure.

· Fiduciary duties (Dodge v. Ford, Smith v. Barlow) and other duties.

· Relationship between majority (owning over 50% of the company and controlling share) and minority shareholder.

· Same kind of agency problem as above. Minority spends a lot of money but does not have much control and does not know day to day operation.

· Minority shareholders getting ability to vote for directors, trust, irrevocable proxies, transfer restrictions, super majority provisions.

· Relationship between shareholders and creditors.

· Different types of events show same problem as above. Creditors would want the oven with less potential for return but better resale value and stockholders would want the risky oven with potentially large return.  Also lack of information.

· Ultra Vires, Limited Liability, promoter liability, and elimination of par value.

· Corp law consists of four major modules – State Statutory law (enables corps to be organize, provides for endowments and facilitates transaction), state judge made law (sets level of care and regulates conflicts of interest), federal law (regulates traditional conflicts directly through rule son insider trading and rules governing proxy system), and rules of major stock exchanges (soft law) requires independent board and committees to minority corp’s executives. (Page 201)

· Dual nature of Corporation - Corporation can be described and understood either as a set of reciprocal arrangements (stockholders with corporation, manager agent contract, director contracts with shareholders) or as a bureaucratic hierarchical organization. (corporate structure)

· Legal view of Corporation- Separate legal entity with separate legal personality, can sue and be sued. File certificate with Secretary of State in state where being incorporated. Characteristics:
· Limited Liability - Shareholders not personally liable for corporate obligations. Managers are also not normally liable as they are treated like agents for liability purposes if act on corporation's behalf and within authority.

· Free Transferability - Ownership interests are freely transferable

· Continuity of Existence - Unless shorter term stated on certificate of incorporation, existence is perpetual.

· Centralized Management - Normally managed by or under direction of board of directors and shareholder no right to participate in management.

· Privately Held Enterprises - Such a firm might be a close corporation, general partnership, limited liability partnership, limited partnership and limited liability company.

· Solomon v. Solomon (use later) – Firm valued at $39,000,m gave $20000 in stock, used $9000 to pay debentures owed to him, and pocketed $1,000, and $900 for regular debt. House of Lords said he did follow formalities to create separate legal vehicle because he did they would let his business stand as separate company and Solomon could be creditor of corp.
· Sale of stock is known as issuance of stock. There is issued stock or outstanding stock (authorized stock that is issued), authorized but not issues stock, sometimes a corporation repurchases stock it previous issued and this is treasury stock or authorized and issued but not outstanding stock.
· AT CL, constraint that each shareholder had right to subscribe her proportionate part of a new issue of stock of class she hold, known as preemptive right(modern statutes provide there is none unless authorized by charter)

· Modes of Finance
· Common Stock – No fixed claim on corp, typically get dividends and right to vote. Modern financial theory consists of common stock as ultimate or residuary interest and are holders in equity or residuary interest

· Debt – Fixed claims against corp. for principal and interest. There is trade debt (amount a corp. owes for goods and services at any time), bank debt, bonds, debentures, and notes. 
· Indenture – Contract between borrowing corp and trustee. Trustee administers payments of interest and principal and monitors and enforces compliance on behalf of bondholders. Secure (notes usually short term but can be long term)
· Preferred Stock – Combines ownership element of common stock and senior nature of debt. No legal obligation to pay fixed rate of return on investment. They get preference of first claim if directors able and willing to pay dividend. Unlike debt no fixed claim for distribution but fixed claim that if paid they must be paid first.

· Convertibles – Preferred stock often issued in several classes as is common stock. Each has different, voting, dividend or liquidation right. 
· Net Present Value
· Net expected value is the amount you expect to receive and discounting it, drawing to what the value for that money would be today. (400,000 at 7.5% interest (safe investment in US treasury bills) would have $428,000 in 4 years which is NPV). NPV of $428,000 is 400K.
· So another investments makes sense if you can get at over $28,000.

· Two Basic Financial Principles: Accept investments that have positive net present values. Rate of return rule (accepts investment that offer rates of return in excess of opportunity cost of capital. 

· Present Value = Discount factor (1/1+r) * expected payoff
· Where to Incorporate/Why Delaware so popular?
· Race to bottom theory- Managers have their own reason to have a corp. law that favors them and will make it difficult for them to lose job and shareholders to kick them out. Del. Has better protection so push for Del. Incorporation.

· Race to Top Theory – RBT not true because if managers better protected in Del. Get drop in share price. It is efficiency of Del. And balances the three tensions well. 

· Also very active bar and sophisticated judiciary (chancery and supreme court).

· Usually closed corporations incorporate locally for tax reasons (to not get taxed twice).

· Delaware Chancery Court – Some states have equity courts like this which can better craft remedies, and issue TROs where no direct statutory provision permits it.

· Internal Affairs Doctrine – Irregardless if you are sued or amount of business you do somewhere, the law of the state of incorporation will regulate the internal affairs and internal regulation of that corp. such as ability to approve changes to the corps. And requirements of incorporation itself. Del. Law will apply to the internal affairs and structure of the corp.
· Cal. Corp. Code – Deals with annual election of directors, removal of directors without cause. IF half employees, property, and sales are more than 50% of income and more than half of outstanding securities and have significant contacts subject to subsection (b). (Del has different voting requirements). Normally Internal affairs doctrine would apply to this.
· Also Blue Sky laws (anti fraud laws, unlawful to sell securities in state where they had material info which if public knew would drop price, up t 3 times damages.

· Here balancing test in favor of CA protecting its citizens rather than uniformity. IT IS a BALANCING TEST (CA courts defer to Del. In non-fraud cases like merger and such.

· No federal rules of incorporation.
· Two Baseline Models (what happens when company goes out of business):

· Capital Structure Framework – Start with senior and subordinated debt (contractual agreement like loan or indenture or bond)
· Debt can have different rankings, which means relatively to equity, subordinated debt will be paid after senior debt, or subordinated debt could have security interest particular in what part which means that part goes o senior debt.

· Also Trade debt (supplies and general creditors) which is senior to senior debt. 

· Interest payments to debt are non-discretionary.

· Underneath is Equity (preferred and common, though preferred is superior to common), Interest payments (dividends) discretionary, but must give to preferred first. Common stock can be 

· Par Value – Not very important anymore, used to represent market value but no longer does so no longer important relationship. 

· Basic Organizational Structure – Shareholders on top, Directs who act on behalf of shareholders, and managers who o do day to day management. Shareholders have limited liability (limited to their investment( but have substantial return possibility.

· Shareholders vote directors, who sets corp. policies and general guidance policies and appoints managers who they oversee.

· Have outside directors – people not employed by corp, usually more independent (not necessarily independent (and inside directors who are employees at same time as a director of company and thus has conflict of interest.

· Put vs. Call Options
· Call Option – Right to buy IBM stock subject to conditions of call option. Agreement to purchase stock in a certain time frame at a certain price (strike/exercise price). Can include a poison pill, where you will exercise option not in a time period but on conditioned on say person buying 20% of stock. 

· Put Option- Have right to sell stock in a certain amount of time at certain strike/exercise price. Also can be used as poison pill if company owns put option with buyer.

· Incorporation Procedure - Del
· 1) Get name, address nature of business or purposes to be conducted or promoted. (Sometimes name requirements
· 2) Name of registered office or representative. Must be some rep in Delaware (for service of process)

· 3) File Certificate (basic says public corp can engage in any lawful activity for anything organized.

· 4) State stocks of classes and par value

· DGCL s. 151 – Deals with classes of stock and series of stock and right. 151(a) allows you to issue more than one class of stock and shares can have different voting powers. Must include differences of sock in certificate. 151(b) says stock can made to be subject to redemption or at option of holders. Can be sought to stock subject to conditions of redemption. 151(c) holds of preferred stock get at rates set in certificate, but dividends still a discretion of board. Pre-set rate but authorization is sill discretionary.
· DGCL s. 152 – Board has discretion for value at which stock is issued. Need some kind of consideration (can be services).
· 5) Put name and mailing address of incorporator.

· 6) Shareholders, Directors and Managers.

· DGCL 141(d) – Certificate may confer upon any holder right to elect one or more directors as stated in certificate. 141(b) says number of directors fixed by certificate or bylaws. 

· DGCL 142 – Officer’s, titles, duties, selection, term, failure to elect and vacancies.
· 242(b) Requires any change or altercation of certificate and amendment.

· Bylaws governed by DGCL 109.
· DGCL 21(a) – Covers voting trust (deposit shares with a trustee and charter expressly lays out that subject to trust and gives power of trustee to vote)DGCL s. 218(b) – Allows stockholders to get into agreement with regards to voting rights. Deals with voting rights structures
· Proxies – DGCL s. 212(b) – Person allowed to get proxy to vote, 218(e) – Proxy irrevocable if coupled with consideration to support irrevocable power.
· MBCA s. ____

· Close Corporation – Where limited transferability of shares, no public market for share and usually shareholders are directors and many directors are mangers. A lot of misalignment of interests but not large asymmetry of information problem. Tends to have special provisions in code.

· DGCL s. 350 Agreements restriction discretion of directors – Allows in closed corps. For shareholders to directly act as directors.
· Freeze Out – Majority shareholder wishes to buy out minority shareholder, and usually involves changing economic situation by changing dividend to push out person.

· 102(a)(4) – Deals with maximum number of shares.
· DGCL 102(b)(1) – Provision for management of business and conduct can be included with charter (can’t be consistent with state law), and 109(b) says bylaws cannot be inconsistent with charter.

· MBCA 2.06 – Deals with bylaws in same way. MBCA s. 10.20-2.1 – Corps shareholders may amend or reap bylaws, board can also do so unless certificate reserves power for shareholders, same for increasing quorum or voting requirement
· How can you limit transferability
· 1) Buyout (Pre-agreed formula and based on some criteria)

· 2) Put-Call Arrangement (private marketplace) – Prevents Alex from selling at unreasonable price (agree that if he sells has to sell at certain price
· 3 Neutral Arbiter – get company like Goldman Sachs to set price, and then other shareholders can buy

· 4) Right of First Refusal – Gives other shareholders get ability to buy first in a arms-length reasonable deal.

· Attorney Rules of Professional Conduct
· 1.6- Attorney cannot reveal client info without informed consent

· 1.7 – Conflict of Interest – Doesn’t prevent you from representing all clients but must inform everyone there could be conflict of interest.

· 1.13 – Deals with dual role of representing employee of corporation and corporation itself. Lawyer may represent corporation and anything they tell you is under privilege of corporation and 1.13 deals with officers, board members, and interest of corp. once it exists.
· DGCL s. 105(b) – Provides for waiver of notice
· Final Step – DGCL s. 106 – Upon filing of Certificate they become a corporation. 
· Usually bylaws set before corp. takes money for stock, you can adopt bylaws without approval of stockholders if you do it before any stock is issued. 

Chapter 2 – Promoters of Corporations

· DGCL s. 165 – Subscription for stock is irrevocable unless w/o consent of all subscribers.

· Shareholders all know up front what they will do and whatever contracts they entered into. 

· Situation: Promoter who enters into contracts on behalf of corporation, though corp not formed, on assumption that at some future date there will be incorporation and that services will be provided to corp. But at time no corp. entity.
· At time contract being entered into, promoter becomes liable as agent under agency law because corp. doesn’t exist.

· General Rule - Fact that corporation isn’t liable mean promoter could be liable down the road and principal might be no bound (as w/ normal agency law if no principal agent is exclusively bound). Idea that corp not existence and did not authorize and could not have authorized promoter to enter into contract on behalf. When corp comes into existence and accepts benefits it then becomes estopped to deny liability to contract, and then promoter and corporation jointly and severally liable. 

· Restatement 2nd on Agency s. 326- Promoter liable when both know principal is non-existence becomes party to contract.
· MBCA – s.2.04 – Expands traditionally rule to make promoter and corporation joint and severally liable (even if corp liable, will not let promoter off the hook, court will look at intentions of contract and if facts and circumstances show intentions to bind principal and promoter both liable Goodman v. Ladd Estate (absent contrary intention, promoter jointly and severally liable, if shareholder participated ultra vires act he cannot thereafter attack it on ultra vires, and Ps as purchasers of shares are in no better position. ). Kansas and others let you make corp. directly liable.

· MBCA s.203 – Unless delayed effective date specified, corp begins with articles of incorporation filed, and SOS’s filing of articles conclusive proof that corporation satisfied all conditions present to incorporate, except state can cancel it (exists for limited liability)

· Similarly, DGCL ss. 106 – Upon filing of certificate executed and acknowledged under 103 with date shall constitute a corporation (prima facie evidence).
· MBCA 2.04 – Person who purports to act on behalf of corp. Knowing there is no incorporation is jointly and severally liable.

· Exception – Corporation not in existence, parties know this, and accepted corp. will be liable and done expressly through conduct or in contract, patties must make clear that corp will only be made bound and only the corp.

· Three Kinds of Corporation
· De Jure Corporation – Properly formed contract but could be formed by substantial compliance (court could find some requirements immaterial).

· Cannot be attacked by either private parties.

· De Facto Corporation – Entity that in good faith tries to follow all provision to be de jure corp but even though colorable (reasonable attempt to incorporate) and some use of corp. privileges (act consistency with how corp would act) but having sufficiently complied under corp. provisions of state, also completed it but not aware of mistakes. Treat it that way with respect to 3rd parties (even though could be invalidated by quo warranto proceedings).
· Cantor Case – Board acted as if corporation, counter parties acted if dealing with corp and though limited liability in place, and because good faith effort 

· Many states have gotten rid of de fatco corporation because incorporation is so easy (MBCA – charter conclusive proof of incorporation vs. Del. Only prima facie evidence)

· Estoppel – Someone deals with corp. on that basis and someone relies on it, person estopped from stated corporation is not a corporation

· Denial of Corporate Statues by would be stockholders (technical estoppel) Enterprise engaged in transaction with 3rd party who brings claim on corporation and owners try to deny (party who knows structure can’t claim corp doesn’t exist)

· Technical and traditional estoppel don’t exists because replaced by state law.
· Cranson v. IBM – Estoppel protects investor who think they have incorporated and enter into a contract with another person who thinks she is contract with limited liability entity. 

· Balance windfall to Ps against bad faith of Ds. Don’t allow stockholder to hide behind corp if acted in bad faith, if dealing with unexpected creditors who had no expectation of entering into liability at all (tort claimant), they can go after shareholders directly. But easier for other creditor.
· NYC 630 provides shareholder liability for ages do, and applies to small corporations and shareholders directly liable. Applies to 10 larges shareholders as long as company isn’t publicly trade don national exchange. Minority, w/ NY as most prevalent.
· Modern trend of liability – Imposed persona liability on only those owners who actively participated in management of business. Not passive owners.

· MBCA 2.04 – Only person acting as or on behalf of corp. who know there is no incorporation for would be corp’s liability.

· Ultra Vires Doctrine (transaction beyond corporations’ power as unenforceable, unenforceable on ground of lack of mutuality – Today, have unlimited length of tem and expansive powers allocated to corporations. American rules allows unanimous shareholder consent to step in and ratify a ultra vires action so long as it doesn’t harm shareholders.
· UVD not favored by courts, because companies use it to get out of bad deals by saying outside authority. Courts would say if it was executory contract with partial performance between A and the corp, where A had preformed, courts would prevent corp. from asserting UVD to get around having to perform their side of contract. Won’t let one par who benefits to say beyond their power.

· Goodman v. Ladd Estate Co. – Ps who bought stock of Westover, which D used to guaranteed payment of promissory note tried to enjoin enforcement of suit by saying it was UV, court refused saying shareholder participated in act and can’t attack and Ps as purchasers are in no better position. Not equitable to enforce agreement because of purpose guarantee was intended to serve.
· Also most certificate snow drafter to put every possible business purpose into it. Also many states have provision that almost completely abolishes UVD when dealing with statement of powers 
· 102(a)(3) and 101(b) Allow for extremely broad powers of corp. 121 and 122 talk about specifically about power automatically conferred to corps. (Similarly MBCA 3.01-3.02 do and even grant same powers to individual, arguably more expansive)

· (DGCL s. 124 says cant invalidate act of corp on basis you acted outside the scope of its authority, also MBCA s 3.04). Takes away sword and shield use of ultra vires and has three exceptions: 1) Proceeding by shareholder to stop activities (intercontinental); 2) Proceedings by director or office acting outside scope of authority; 3) proceeding by state
· Kings Highway Corp. v. FIM’s Marine Repair Service Inc. – Kings leased motion picture theater to Marine repair, an tried to void it because ultra vires for Marine to do so, court says case does not fall in limited exceptions and thus can’t be used as sword. 

· Intercontinental Corp v. Moody – Court held ultra vires barred by statute even though 3rd party knew corp lacked authority to enter into transaction, but shareholder can intervene to enjoin ultra vires act

· Note: Board of Directors have duty of care loyalty of good faith which circumscribes what board can do and what actions are for managing corp on behalf of shareholders in order to minimize agency problem in public corporations. Managers also have agency problem
· Interests other than Maximization of Shareholder Economic Wealth
· Dodge v. Ford Motor Co. 
· Facts: Ford, owns 58% and Dodge brothers 10% each. Ford decides he made lots of money and wants to return some to general population and increase jobs and lower price. Economic argument fails because monopoly. He stopped Dodge Brothers dividends.
· Holding: Under traditional rule altruism is not allowed (used here). Court had no problem with ending of dividends but didn’t like stated purpose. Can’t act for primary purpose of benefiting others for merely incidental shareholder benefit

· But Board not obligated to issue dividends (this would have been more effective).

· A.P. Smith MFG Co. v. Barlow (more modern)
· Facts: During Mid 1950s (Korean War and McCarthyism), Valves and fire hydrant company wants to give money to Princeton and shareholders oppose.
· Holding: Court says benefit need not be direct but could be indirect. Put two part reasonableness test: 1) Reasonable in amount; 2) Reasonable in relationship to corporation’s test. 

· Court says this reasonable because promotes free-thinking people, democracy, capitalist system and this is reasonable to corp’s interest (Broad – goes to social responsibility). Admitted to interpreted it broadly.
· Balancing test – You know you want corporate contributions and makes it easier to raise money.

· Country Club Mentality – People more willing to deal with me when do something nice then something terrible.

· Second prong goes to satisfy second prong

· Similarly when Oxidential built Hammer museum (collection of art). Satisfied first prong and said would enhance their reputation in community making them easier to deal with.
· DGCL s. 122(9) – Corps may make donations for public welfare for charitable, scientific, or educational purposes, or in aid in war time. 122(12) – Transact any lawful business which corp’s board will find in aid of governmental authority

· MBCA 3.02(13) – Make donations for public welfare or for charitable scientific or educational purposes. 3.02(14) – to transact any lawful business that will aid governmental policy.
· Katz v. Oak Industries Inc. - Terms and Obligations of debt attached to contract itself and only duties are good faith, not duty of care and loyalty, and corp may in some instances be requiring bondholders to bear greater risk. 

· Credit Lyonnais Bank Nederland v. Pathe Communications Corp.
· Holding: On brink of insolvency Board owes duty to corp as a whole which includes creditors but does not mean to exclusion of equity/shareholders. Owe new duty to creditors during bankruptcy. Court comes up scenario where corp. has two settlement offers during bankruptcy and have change to settle (go for creditors) or chance to go for court where large chance for smaller damages. So board has duty to not just go for riskiest choice but should choose one which takes creditor interests into account.
· Con. Gen. Statutes Ann. S. 33-756(D) – Boards shall consider in a takeover or merger long and short term interests of corp. and interests best served by continued independence of corp, interest of corp’s employees, customers, creditors, and suppliers, and community and societal considerations including those of any community in which any office is located. (One of few broad social considerations.
· NY Bus. Corp. Law s. 717 – Allows board to go for benefit of long term investors at expense of short term investors.

· This was all in reaction to a period of many hostile taker over movements and forced board to take no allegations.

· No Delaware Statute, but in case law. Delaware continues to uphold duty on Board to shareholders (and remains paramount) . Can talk about corp. policy and effectiveness as long as does not interfere with duty to shareholders (far less discretion)

Chapter 3. Corporate Structure
· There was prediction that increased concentration of shareholder interest through pension funds, investment companies, insurance companies, foundations institutions, banks, and believed that concentration of stocks would lead to greater activism, but this is not what happened, only got activism for narrow purposes. (From 6% in 1959 to 69% today, public pension holders alone own 10%).
· Theories behind this (reasons why it would increase participation): 
· Economic Sustainability: Idea is that the more stock owned by institutional shareholders, the more economically reasonable to take large role (but didn’t happen because don’t own large blocks but rather wide range of ownership. (Small shareholders are rationally apathetic and most prefer to exit rather than voice opposition)
· Also the Free rider problem )cost-benefit analysis doesn’t matter)

· Coordination Problems: Problems with stockholders getting together (cost and effort), eliminated a little by institutional shareholders.
· Greater Voting Power – Easier to make voice heard and extent you vote din one company would be indication of how you would vote in other company. (Only works to issues that cut across corps).

· Greater Coordination Among themselves – Like Institutional Shareholder Services which analyzes corporations and makes decisions of who shareholders should vote.

· Stock Index – Shareholders try and replicate S&P 500 and others. Prevents parties form being locked into investment so forced to improve performance instead index funds largely diversified so even though less likely to sell when stocks go down, less likely to get involved because of cost problems.

· Mimic market, and have fewer ties to management. Theory that can’t outguess market, or at least enough to cover trading and theory of diversification  in order to eliminate important risks, institutional investor cannot simply sell stock and so greater incentive to become more active.

· SEC adopted  rules requiring investment companies to disclose who they are voting shares as a means for investors in mutual funds to see how large blocks are voting. Removed most constraints on communications on institutional investors.
· Also ERIS imposes fiduciaries interest to act solely in interest of participants and beneficiaries, and accept idea that voting is important.

· Problem sometimes obligates them to vote in way to maxmimize values of shares.
· Other Limitations
· Norms in Voting

· Wall Street Rules – Don’t Reform company, just sell shares

· Conflict of Interest –Like might be bank who provides services to company

· Larger Issue: Just moved process to different level, as mutual funds are corporations with very large an diverse constituency sand directors and have same transparency, coordination and other problems at the mutual fund level (between investors and policy holders)

· Most Active Institutional Investors only active in narrow sense like union pension fund who try to remove directors to get settlement (done at negotiation table).

· Hedge Funds – Managed by investors trade and get profits over certain level so have incentive to make as much profits as possible. Try to influence companies and don’t diversify as much and have a lot invested and try hard because enlarges goes into pockets. Tends to be non-apologetic and use non-traditional means (country club pressure) to get them to act certain way.

· Generally institutional investors have grown increasingly activist but not as much a people thought.
· Directors have substantial discretion in day to day operation of corporation (Del. Gen Corp. 141) Except as limited by statute, charter, bylaws, directors have general oversight of running of corporation with fiduciary duties to shareholders. Shareholders have three principal way to influence board: Election/removal; 2) Control of Charter; and 3) Bylaws.

· 214(ii) – In all matters except election of board majority of shares present by person or proxy will be quorum.

· Directors elected by plurality.

· Whoever nominated tends to get voted in.

· Originally (traditional system): Once a year you get proxy form and can vote for or withhold vole 9No vote against), because you usually only have three nominees and three vacancies, one vote gets them in (top three voter getters get in).

· Plurality system, expect some competition between nominees. Typically three nominees for three vacancies.

· Some changes at Delaware Corporate levels where see large shareholders using for control over how people get elected and reservation letter, requires person to get 50% of vote, where have resignations subject to being accepted if they get less than 50% (problem is substantial part of board cut out, like CEOs, chairman of board, and chairman of significant committee.

· Problem: 141(b) says director holds office until get successor director. If you don’t have resignation office, you stay there till successor elected (Board oriented policy in Delaware), and even with resignation, how he gets replaced is up to Board of directors. Courts have stepped in to say you can put in competing board nominees. 

· Shareholders can remove a director for cause even in absence of statute, but cannot without case in absence of specific authority (under statute or certificate). Few statutes permit shareholders to remove a director without cause if certificate or by laws so provide. 706(b) a certificate or bylaw can permit removal without cause only of director selected after provision adopted.

· 141(k) – Any director or entire board may be removed with or without cause by holders of majority except by classified board or cumulative voting.

· 242(b)(1) – If corp has capital stock, board shall adopt resolution setting forth resolution. Need Board approval to pass charter revision.
· 109 – Stockholders may vote or amend or repeal bylaws. Board can be given power by charter.

· MBCA s. 10.20(b) shareholders can halt board from making changes to bylaws in their change to a bylaw.

· Delaware – s. 216 – Directors can only effect change by cutting back on bylaws but can’t do this in Delaware, and says. It cannot be amended under bylaws if bylaws amended by shareholders.  (narrowly to 50% requirement for broad election).??? (Find out)
· Also Removal by Board – Board cannot remove a director with or without cause. Uncertain whether charter could change this. Some allow in cases of specified reasons like felony. Some statutes allow it in certain cases.

· Removal by Court – Cases split whether courts can remove for cause, some allows specific reasons like fraudulent or dishonest act. Statutes usually provided petition fro removal can only be brought by designated percentages of shareholders.

· Charles Town Boot Co. v. Dunsmore – (NH Sc, 1880)
· Facts: Corp (shareholders) choose committee to act with directors to close up affairs (Osgood) but Ds refused to act with him and contracted new debts and didn’t get fire insurance (shareholders said it was duty and Osgood said to)
· Holding: Absent bylaw to charter provision, directors were able and had responsibility had duty to act on shareholders as they saw fit and unreasonable to hold them to act responsible for cop. If someone could control their acts. Osgood has no personal liability and so board shouldn’t have to listen to something. Board must consider all shareholders and have discretion.

· Schnell v. Chris-Craft Industries – (SC of DE, 1971)
· Facts: Have a hostile takeover, looking to vote out Board using proxies. MBCA provides how to stop endless changing of bylaws where Delaware doe sit by case law. Directors taking advantage of DGCL s. 211(b) to amend bylaws, which gave directors more discretion to change meeting date. They also fixed location in Cortland, NY. Board follows code to change bylaws.
· Holding: Court says inequitable, can’t follow black letter to get around obligations/duty of board. Dirty hands of management an not providing stockholder list upon request (to make it impossible for proxy solicitation). Interfered with corporate democracy to get directors inequitable advantage.
· Condec v. Lukenheimer (Del. SC, 1971)
· Facts: C wants to acquire L, C acquired some by tender off, made 2nd tender off that would gave given more than 50% of shares. L caused L to swap 75,000 shares of its stock for 75,000 shares of subsidiary to dilute C’s interest to minority.
· Holding: Nor equitable because done to protect their jobs and take away power form shareholder. And runs afoul of relationship between shareholders and board and prevents them from properly be able to maintain control over Board (corp. democracy). Breach of fiduciary duty to make issuance of shares for improper purpose like enabling or preventing group from getting voting control. Court used Per se rule (no longer good law)
· Blasius Industries Inc. v. Atlas Corp. (Court of Chancery, 1988)
· Facts: Atlas CEO just turned corp around. B starts buying stock and filing 13(d) to SEC (person who acquires 5% of section 12 company must give notice to issuer and SEC of their plans). B said would restructure company, control it and get a new board. Want to do LBO and then leverage restructuring where increase amount of debt by use proceeds from debt and selling assets to give extraordinary dividend. 
· Term – Leveraged Buyout (LBO)- Acquisition using junk debt, shell corp whose purpose is only to takeover. Shell corp. would have 5-20% in equity, 30-40% in senior bank debt and rest would be junk debt (bonds below a certain investment grade level and charge higher rate to make up for risk). This vehicle would then try to take over target and if successfully would merge and would meet that bank debt and junk debt would look to assets of other corp. to back investment. Allows person to purchase with little assets and equity.

· Managers wouldn’t like this because big burden because normally dividends are discretion. But debts are mandatory and junk debt as high yield payments. Serious tension between board and stockholders.

· B gets Cede& CO (Depository trust company – who holds stocks) to provide written consent of intention to expand board form 7 to 15 members with 8 nominees. (Can’t get special meeting because off hostile relationship).

· DGCL 228(a) – Allows you to skip meeting if you get consent in writing signed by holders of outstanding stock having not less than minimum need for decision at meeting. (Basically B did not want to wait for annual meeting.

· Holding: D tries to use Business Judgment Rule (BJR) – Board has discretion to do what it wants if acts in good faith (Court won’t second guess Board). Board only limited by fiduciary duties. BJR is a standard of review rather than standard of care to judge Board action. 

· Court focuses on process, informed decision? Done in good faith? Won’t second guess decisions where rational and no conflict of interest, because Boards take risks and this happens in business and wont step in later and say negligence. Burden of proof on P, and difficult presumption to overcome.

· Court refers to Unocal Corp. Rule Intermediate Standard – Which says normal business decision board presumed to be acting in bets interest of company so if informed, rational, and no conflict of interest, gets BJR. Unocal Intermediate Standard (enhanced business judgment)
· However in Hostile take over situation, presumption is board is worried about losing job (inherent conflict of interest)
· Ask whether Board had reasonable reason/basis (reasonable investigation and good faith belief that it would hurt company and shareholders) to see takeover as threat and then show good faith and proportionate response.

· . BJR applies to everyday management decisions not hostile takeovers or corporate governance issues (relationship between corp and shareholders). Not per Se illegal but no deferential standard. 

· So when Corp. Governance issues implicated there is higher standard of compelling justification which is tough standard and burden of proof for board.

· Takeover Strategies/Voting Rights
· Staggered Board - Atlas Board tried to put staggered board in (allowed under 141(d))to slow potential takeover as whole board not elected at once and typically terms longer than one year. To prevent bylaw from takeover shareholder who gets 51% form changing bylaws put in supermajority provision or put it in charter which would require board approval to get amendment proposal to shareholders.

· Weighted Voting - DGCL s. 151(a)) Deals with creation of classes of stock, and allows different classes (but no variation within a class) with different voting powers, or have voting caps, that the largest voting right you can have is 20% no matter how much stock you have.

· 221 permits voting rights to be assigned to bond and debt holders (if no provision could create redeemable preferred stock wit h ability to vote particulars director and maybe redeemable at end of loan).

· MBCA s. 14 similarly allows corp entity to create whatever restriction and limitations they want on stock and can classify shares. (Stroh v. Blackhawk Holding Co. (Ill 1972) upheld validity of newly created classified shares (with double voting power) created after promotion

· Voting Caps (form of weighted voting) upheld valid under 212(a) by Providence &Worcester Co. v. Baker (Del 19777)
· NYSE listing requirements prevents new classes of stock from being created once stock listed to prevent shareholders from being disadvantaged.

· Cumulative Voting – Tries to equalize power for minority shareholders to a degree (in normal system vote for each director and majority wins every time). Here, you multiply number of director vacancies up for election multiplied by number of shares, and minority could allocate how it vote sand could allocate all votes to its directors.

· International Brotherhood of Teamsters v. Fleming Companies, Inc.
· Facts: Board wanted to create poison pills/shareholder rights plan (would give holder of stock ability to buy stock usually at substantially lower price at happening of some event). Teamsters doesn’t like plan (because poison pills affect stock price, and acquirers will think twice before buying) and issues resolution to get rid of it, majority votes for it. Teamsters wanted their resolution (for bylaws preventing Board from issuing shareholder rights plan) and proxy statement included in Corporation issued proxy materials for 1997 annual shareholders meeting, Fleming didn’t want to and said not subject for shareholder action under OK law, but DC granted injunction,
· Holding: OK court (looking at Delaware laws) says this action is proper and should be included in proxy. Federal court gave certified question to state court to answer state law question – Nothing in OK or charter restricts shareholders from creating bylaw that would inhibit Board’s ability to create poison pill. Board may be subject to corp. governance which includes shareholder bylaws limiting Board authority.
· 141(a) – Broad discretion to Board in day to day management in conflict with shareholder ability to create bylaws limiting Board. Board must consider not just majority shareholders but minority shareholders. Most believe this ruling limited to OK, and that DE would kill such a bylaw (but not decided), 51% of shareholders can’t make bylaw requiring Board to follow them and not act for benefit of all shareholders and corp. 

· Board couldn’t put in by law requiring shareholders to first go to board, as this would be inconsistent with statute.
· MM Companies v. Liquid Audio, Inc.
· Facts: LA Board classified into three classes. MM requested LA call special meeting to fill vacancies. LA denied request because said under bylaws stockholders could not call special meeting, and LA votes in two new board members. MM wants to increase board size form 5 to 9 (allowed by charter). MM asks for shareholder list (Permitted by 220(b) which allows stockholder to have right to inspect shareholder list). MM launches proxy battle to add 4 seats and change class III board members. LA announces merger with Alliance, and amends bylaws to create two additional seats and fill in vacancies, at meeting, MM replaces Class III members (but 2/7 rather than 2/5).
· LA argues: Not like Blasius because not cutting into ability of takeover company to get control of board but weakening MM’s power. Says if LA got two board members it would create hostile board and one of others board members might resign so added two board members (says wouldn’t control anyway and to make things more comfortable).
· Holding: Court applies enhanced Unocal Standard because says Board worried bout losing job. Combines compelling justification from Blasius combined w/ Unocal intermediate standard to determine if Board actions reasonable. Court though purpose was to diminish influence of stockholders and didn’t meet standard and so move invalid. Court will not allow subversion of corp democracy by manipulation of corp. Machinery under cloak of Del. Law. So need compelling justification for specific defensive measure because primary purpose was to interfere w/ exercise of shareholder power. Also must show that any defensive measure be proportionate and reasonable in relation to threat posed. 
· Section 3: Legal Structure of Corporation
· Management function not in board but executives because:

· 1) Lack of Time – 191 hours a year spent on Board members overseeing corp. operations, (increased after Enron & Worldcom) but still not enough. 
· DGCL s. 141(c)(1) Allows committees created by board to improve oversight, but cannot do things that require significant shareholder action like bylaws or changes to charter. 

· 2) Constraints of Info- Officers usually have more info and control what info board has

· 220(d) does allow Director direct assess to information as long as reasonably related to responsibilities of director, so if acting nature of his office, eh can access materials. 

· Del court said if it can be established director motive improper or in derogation to interest of corp, right to inspection ceases). Idea director has absolute right to info but court can impose protective term on its exercise.
· NY has even broader statute to get access to documents and says director intent is irrelevant.

· Board is allowed by statute (141(e)) to rely on executives as long as reliance in good faith and people qualified to make decisions.

· 3) Constraints of Composition – Typically board includes directors who are economically or psychologically tied to corp’s executive whether internal (beholden to CEO) and outside directors (have varying degrees of economic and personal ties to corp. and CEO)

· End result ins the Monitoring Model of Corporate Governance
· MBCA 8.01(b) contemplates idea Board may have oversight or direct others to oversee day to day management of corp.

· Under this primary. Though not exclusive, function of board is not to manage business but select, regularly evaluate, fix compensation of, and where appropriate, replace senior executive to minority conduct of corp’s business and evaluate whether business properly managed, and to review major corp. Plans and polices. 

· NYSE and NASDAQ require majority of independent directors. Once controversial, independence now seen as integral.

· Rests on idea that beneficial to have additional system to minority efficiency of management.
· Sarbanes-Oxley Act of 2002 – Federal law and oversight that changed way corporations manage themselves and to deal with failure of gatekeepers (investment bankers, lawyers and accountants), who should have served as gatekeepers.
· Conflict of interest for accountants – Accountants were providing financial oversight and serving as advisor (audit services) and if gave bad report, CEO would take away services so they would give good report.

· PCABO – Provides oversight over accounting agency (independent board to supervise accounting firm) and gives guidelines over what auditors can do and limits services auditing agencies can provide to clients. Strengthens role of corp. audit committee (must be independent) and mandatory.
· Requires CEO and CFO to certify corporation’s financial statements and periodic reports that establishing and maintaining internal controls, that material info known, internal controls are effective and free form fraud.

· Listing requirements of NYTSE and NASDA – One who chooses directors (independent directors) and compensation committees which sets senior executive pay.

· Must have system of Code of Ethics
· No loans allowed to directors or officers
· Disclosure- Stockholders, officers, and directors, must report to SEC all changes in ownership

· See new tension between CEO and Board that would never exist prior to Sarbanes-Oxley.
· Board Action
· Three kinds of Voting or presence requirements. 

· Quorums (based on majority of whole board), if you have 10 person board, two places vacant, quorum base don 10 person board not those seated.

· Majority Requirement – 10 member Board, 2 vacant, still need 6 for quorum, 6 show up, and four vote in favor of particular action, would consisted board action, even though only 4/10 only need majority of those present

· Written Consent – Generally must be unanimous and don’t want independent director to be blinded by consent agreement.

· No formal notice for normal meeting but yes for special meeting. Need affirmative vote.

· Gerard v. Empire Square Realty – Modern authority stating that corps act informally without meetings and wont allow corps to escape liability through technical conformity. No escape where explicit but informal approval.

· Courts differ whether if majority votes yes explicitly or by acquiescence and others lack knowledge (theory is that remaining directors would have known if properly active or if shareholders tolerated informal action, they acquiesced to authorize directors to act in such a matter).

· Corporate Officers - - Hard to determine what power an officer has, may be limitations in charter or bylaws public doesn’t know about. Presidents based on title may have apparent authority even if no actual authority and thus corporation liable for any of his actions even if had no authority. Generalization that decision that would make significant change in structure of business enterprise or in structure of control over enterprise are extraordinary and therefore outside president’s apparent authority.
· Different determinations for other positions like vice president)

· In closely held corp, if president has been exercise absolute authority over corp’s affair and board ever questioned, altered, r rejected decisions, president sill have extremely wire actual and apparent authority.

· Ratification – Even if officer lacks actual and apparent authority, corp liable if board later ratifies officer’s act.

· Shareholder Action – Different levels of voting requirements: some require majority of shares entitle dot vote be present (quorum). Fundamental changes (like charter amendments) requiring quorum of voting stock.

· MBCA says fundamental changes only requires majority of those at meeting if quorum Is present, whereas Delaware requires majority of those who exist)

· Election of directors only requires plurality vote.
Chapter 4 Limited Liability and Equitable  & Dividends
· Benefits of Limited Liability: Market efficiency, bets market is one whether people transfer shares through liquid market (limited liability as to do with transferability of shares), people can transfer risk without either changing value of corporation and value of other investor’s holding or still be subject to liability.
· DGCL s. 102(b)(6) and RMBCA s. 6.22 – Limited liability (as long as corp formalities met), creditor’s resources is against corp and its assets. Former protections were based on cap value (longer relevant, and limitations on dividends (but this could be illusory and easily avoided).
· Terms:
· Paid in Surplus – Amount paid over par value, if par value is 1 and different paid it is here.

· Reduction Surplus – Reduction in par value, instead do being in legal stated/capital will now be under reduction surplus.

· Many states no longer require corps to maintain legal/stated capital as most don’t require par value. Delaware is minority DGCL s. 154 – First 12 lines deal with how you issue capital. Net assets means amount by which total assets exceed total liability,

· Delaware Authorizes dividends out of surplus DGCL s. 170(a)(1)

· DGCL s. 154 – Surplus indicates the surplus of capital in excess of aggregate par value of outstanding shares. Allows them to reduce capital by transferring to surplus. 

· Par value reduction takes place pursuant to DGCL s. 242(a)(3)
· In addition to surplus requirement, some states limit dividends if corporation is unable to pay debts as they become due ( must be solvent).

· Delaware and a number of states also permit “nimble dividends” to be paid out of current profits – Can pay dividends even if don’t meet surplus requirement as long as come out of current profits. Nimble dividends cannot be paid if legal/stated capital is less then aggregate amount of capital of a corp’s outstanding stocks.

· CA looks at corporation the way a real creditor would. Minority.
· Claims for liability include – Fraud, Respondeat Superior (Agency), Alter-ego theory (piercing corp. veil), Enterprise theory of liability. As judgment creditor could also go after distributions that were not authorized.
· Walhovsky v. Carlton – P injured by cab owned by Seon Cab Corp negligent driven by D. Carlton is stockholder of 10 corps including Seon, which has two cabs registered with minimum automobile liability insurance. Worried about using agency theory to get around limited liability. And Principal relied on was fraud not agency and not fraudulent to have minimum liability insurance. Complaint falls short of cause of action D in individual capacity.

· Court will permit court to disregard or pierce the corporate value if necessary to prevent fraud or achieve equity.

· Cannot disregard corporate form merely because assets of corp and mandatory insurance coverage insufficient to assure him recovery sought. Complaint alleges they were undercapitalized and their assets intermingled but no particularized statements that doing business in their individual capacities (alter ego theory or piercing the corporate veil)
· Respondent Superior – Subsidiary acting on behalf of parent as parent 100% owner. See parent involved in shareholder meeting and representatives on subsidiary board. 

· Enterprise Liability:
· But where the corp. entity is defective, or otherwise challenged, its existence, extent and consequences may be determined by the actual existence, and extent and operations of underlying enterprise. Theory of Enterprise entity.

· An illustration of judicial erection of a new entity occurs in situations where the corp. personality does not correspond to the actual enterprise, but merely to a fragment of it.

· Typical cases appear where a partnership or a central corp. owns the controlling interest in one or more other corps., but has handled them that they have ceased to represent a separate enterprise and have become, as a business matter, more or less indistinguishable parts of a larger enterprise.

· Tort vs. Contract Creditors
· Contract who deals with corp can contract around limited liability with indemnity agreements, justification fails for tort creditor. In this case can provide corp an incentive to take risks that are economically undue like little spending on precautions.
· Efficiency argument that if shareholders have unlimited liability for tort claims market wont be as efficient and shareholders would need to continually monitor corp. Though this doesn’t apply to closed corps or wholly owned subsidiaries.

· Pro rata shareholder liability – Holding each shareholder liable for only portion of claim that equaled shareholder’s pro rata holding of corp’s assets.

· The need to pierce the veil (where corp lacks sufficient assets) is not frequent occurrence in publicly held corps.
· Radaszeski v. Telecom Corp. – To pierce public veil, P must show D’s control of subsidiary has been used by D to commit fraud or wrong, or perpetuate violation of statutory or other positively legal duty or dishonest or unjust act in contravention of P’s legal rights. If subsidiary is financially responsibility whether by means of insurance or otherwise, Collet test is met.
· Fletcher v. Atex
· Facts: By time of lawsuit, Atex is shell with not enough assets to cover P’s claim. Goes after Kodak under multiple theories: 1) Atex was Kodak’s alter ego or insturmetnality;2) Atex was Kodak’s agent in manufacturer and marketing of keyboards; 3) Kodak was apparent manufacturer of Atex Keyboards; 4) Kodak acted in Tortious concert with Atex in manufacturing and marketed defective keyboard.
· Holding: Permits a court to pierce the corporate veil of company where fraud or mere instrumentality or alter ego.
· Alter Ego: 1st look to see if properly capitalized (equity cushion creditors can look at). None. 

· Look at corporate facilities, are the relating legal vehicles as corporation: 1) Overlapping board members (normal and not significant), Does Corp have its own minutes and books and records and own tax returns (yes), Atex has own employees, cash management system (parent is not siphoning off funds or using subsidiary money as its own) and not inconsistent with sound business practice, no undue domination or control (without that stuff courts reluctant to find alter ego liablity). 
· Courts also look to 2nd prong to see if overall element of injustice or unfairness that would result form respecting two companies corporate separateness – no indication Kodak sought to siphon funds or defraud creditors.

· Ps offer no facts of this. Court notes that conduct (having employees at Atex board meetings) is normal and obtaining approval of shareholder (parent) is normal in parent-subsidiary relationship.

· Court says hard to fine fraud when all documents done formally and everything set. Court says misrepresenting credit of Atex and making assets of Atex look like Assets of parents, didn’t rise to level of fraud.

· Enterprise Liability and Sea-Land Services v. Pepper Source
· Facts: SL(P) shipped peppers for PS (D). PS had no assets and SL could not recover, and brought action against Marchese and five entities he owns. SL wanted to pier4ce P’s corporate veil and reverse pierce other companies. P claimed were all alter egos of others for purpose of defrauding Ps and other creditors.

· Goes after sisters also to gain better position then just equity position in these companies to prevent other creditors above.
· Holding: Clear D used corps to supplement lavish life style and avoid paying taxes. Took money as loans rather than dividends (tax and credits dodge). They look at sister corporations and see one corporate – Enterprise liability. Two prong test for alter ego liability:
· Unity of Interest – Disregard corp structure, either between D and PS or PS and other sister corps. Disregard for corp. entities and separate corp. Structures. D used companies as private piggy bank and disregards corp. formalities.

· Promoting Justice – Unjust enrichment analysis, money at PS owed to SL but used as piggy bank to keep away from creditors, and this was his purpose and would not promote justice to let D or sister be unjustly enriched because money owned to SL.
· Minton v. Cavaney
· Facts: SHSC conducted public swimming pool leased form its Cavaney (its owner). P’s daughter drowned, and got judgment for $10,000. SHSC had no assets, and was Cavaney as director secretary and treasurer, were going to issue stocks in way to benefit them.

· P uses alter ego and undercapitalization. 

· Holding: 3 circumstances where P can pierce the corporate veil: 1) Personally piggy bank of D; 2) Possibility that shareholder had held himself as personally liable for company’s debts but person holding himself out as supporting debts (more direct action against based on misrepresentation, apparent agency). Creating undercapitalized entity is evidence of intent that less than proper purpose. It is proxy for intent but look at circumstances company made.
· Arnold v. Brown  - Evidence of inadequate capitalization is at best a factor to be considered in deciding whether to pierce the veil. One factor
· Slottow Fidelity Federal Bank v. American Casualty Co.- Ps had excellent argument under later ego for piercing corp, to begin with initial capitalization woefully inadequate. Under CA law, inadequate capitalization may be alone a basis for holding parent corp liable. Per se liability.
Equitable Subordination
· From equity holder’s position you want to keep capital low and return good, while creditor wants assets in corp and equity cushion high because return is low (only rate of loan). Equity Subordination cases involves trying to balance the two. Becomes unfair balance, so little assets, particular less sophisticated ones or accidental ones (tort claimants) who how up and make claim against subsidiary. Basically what Solomon case was about, equitable subordination is way to balance this out.
· Much less drastic than piercing the veil as only takes investment already made and denies it status of a creditors claim on party with outside creditors. 
· Garnett Co. v. Larry
· Facts: G turned Berwin into newsprint supplier (fear of storage) from publisher, and Gannet lent substantial amounts of money and no shortage and Berwin became insolvent. 

· Holding: Would treat debt from subsidiary to parent as equity. Unusual case because corp being set up for one purpose only, Gannett, and setup as losing proposition, so only Gannett would benefit from it (not from profit) and debt was seen as equity because done at detriment of other creditors.

· Arnolds v. Phillips & Undercapitalization
· Facts: A made brewery with stock of $40,000l. Lent brewery $75,000 enough to start operations. A advanced large additional sums and Brewery went bankrupt.
· Holding: A’s mortgage found invalid on ground of inadequate capitalization as mortgage represented money Arnold loaned brewery to build and equip plans, but valid to subsequent advances made after brewery became a growing concern. 

· First sum was money needed for capital and star up costs, where as second loan was needed for expansion and so will not subordinate it.
· Common Pool – If parent and subsidiary or two affiliated are both bankrupt court sometimes consolidate assets and liabilities of several corps into common pool.
· Benjamin v. Diamond- Three conditions must be satisfied before exercise of equitable subordination appropriate: 1) Claimant engaged in equitable conduct; 2) misconduct resulted in injury to creditors; 3) Equitable subordination not inconsistent with Bankruptcy Act.
· Idea that if D’s bad actions damage other creditors, inappropriate for D to claim any seniority or preference over other creditors that are damaged. Common claim in distressed debt cases. 

· Objection on equitable ground must contain some substantial factual basis to support allegation of impropriety.

· Last Cause of Action under NY Business Corp. s. 719
· Directors who vote or concur in any corporate actions shall be jointly and severally liable to corp for benefit of its creditors of shareholders to extent of any injury suffered by persons as a result of such action. Though could be duty of care defense.

· Creditor Rights laws
· S. 4 - Transfer made or obligation by debtors is fraudulent transaction as to creditor when transfer made or obligation occurred, if debtor made transfer or incurred obligation.

· If corp. goes bankrupt and bankruptcy court judge typically appoints trustee who manages corp and acts on behalf of creditors. Trustee acting for creditors can bring claim against shareholders that dividend made when company at or near insolvency and no relative or equivalent exchange of value and so assets can be pulled back into company.

· If company goes under you can actually run after inappropriate dividends. Way to balance out shareholders' self-interest particularly if company insolvent.

· Corporate Entity and Interpretation of Statutes and Contracts – Law normally treats corp and shareholders as distinct, but legislator eor contracting parties may not intend to treat them as distinct for all purposes.
· US v. Milwaukee – Corp will be looked upon as legal entity as general rule unless sufficient reasons to contrary, when used to defeat public convenience law will regard corporation as association of persons.

· Anderson v. Abbot – SC said parent’s shareholders deemed bank shareholders for purpose on statute because otherwise purpose undercut 
CHAPTER 5. Shareholder Informational Rights and Introduction to Proxy Rules

· DGCL s. 219 – If you have annual meeting, must provide list of stockholders 10 days before meetings. If this isn’t done directors ineligible for election at such meet.
· DGCL s. 220 – Broader right for stockholders to inspect books and records. Ant stockholder can inspect business records for proper purpose, which is a purpose reasonably related to a person’s interest as stockholder. 

· Different in burden of proving whether can get access to records under 220(c), to non-stockholder bonds, ledgers, and records burden on stockholder for proving valid reasons (this is much broader set of info and courts will ok carefully at what is being requested and see if issues of confidentiality and competitor access is important, courts more protective), but stockholder ledgers and list of stockholders (needed for proxies and voting directors which is exercise of normal stockholder rights) then burden of proof is on corp to demonstrate improper purpose.

· CA Corp. Law s. 1600-1601 – Absolute right of shareholder, large shareholders, or shareholder contesting board action. Any shareholder who want shits info or non-shareholder info relies on reasonably related language. Transfer agent someone who acts on behalf of corp and does books of record. Transfer agent is one who will maintain stockholder list. For large corporations, transfer will be done on books and records of transfer agent which is why statute includes it.

· RMBCA ss. 16.10-16.03 (1022) – Absolute right under 16.02 to access certain info but doesn’t tie into period stockholders but only for limited amount of info in 16.03(a), shareholder minutes and lists, but not confidential records. More aggressive then CA or DE.

· All three statutes have requirements for certain financial records, also picked up in Sarbanes-Oxley
· Saito v. McKesson HBOC Inc.
· Facts: M merged with HBOC, M-HBOC reduced revenues for three prior fiscal years and attributed to HBOC’s irregularities. P sought access to get info to sue derivatively and said purpose was to further investigate breaches of fiduciaries by boards of HBOC, M, and M-HBOC, and potential claims of advisors who helped them gather information. 

· Derivative actions usually brought by minority shareholder (majority will not sue board it controls). As long as meet cause of action and demand shareholder can sue on behalf of corp (if wins corp gets all benefits)
· SC Holding: Request for records must be for purpose of advancing interest of corp or protecting stockholders own interest. (CL said corp has burden, different for Statute and books and records). 

· SC looks at s. 327 of Delaware ode which requires person be a stockholder at time of transaction takes place to bring action. SC says 1) Potential derivative claims may involve continuing wrong that both predate sand post dates stockholder’s purchase; 2) Post-purchase wrongs (restatements causing drop in stock price) would relate to pre-purchase events and in both cases stockholder should get info. (Even when stockholder’s only purpose is to gather for derivative suit, his stock purchase should not be automatic cut off date in 220 action.
· Saito’s action proper even if had secondary purpose (liability), which is beyond scope of statute, if has one proper purpose, he should be allowed to get these documents.

· Documents given to HBOC by 3rd party advisor can be examined by P, but not those not given to HBOC.

· 220(b) supersedes this case (part where court said stockholders of parent not entitled to inspect subsidiary’s book absent showing of fraud or alter ego). 220(b)(2) talks about books of subsidiary being accessible either because in parent’s access or because access to information is accessible at reasonable burden to corp because corp’s control of parent.

· Not on Shareholder’s Inspection Rights
· AT CL, shareholder acting in good faith for purpose of advancing interest of corp and protecting own interest as stockholder has right to examine corp books and records at reasonable time. General rule is that shareholder has burden of alleging and producing good faith and proper purpose. 

· Courts have found that statutes supplement the CL but question whether proper purpose burden in statute preserves CL requirement that shareholder give purpose.
· The proper purpose court found was determining financial condition of the corp and to ascertain value of his shares. Once determined shareholder has proper purpose any secondary purpose or ulterior motive is irrelevant.
· Pillsbury Case (1971 MN)
· Facts: P said sole motive in purchasing HW was to persuade HW to stop producing munitions but said desire to communicate with fellow shareholders was per se proper purpose.
· Holding: Court held for HW, saying better rule is to only allow inspection for proper purpose (economic interest), simply buying one share and have access to ledge for political statement doesn’t go to economic status of P and not a significant reason to get access to ledger.

· Credit Bureau Case – Desire to solicit proxies for slate of directors in opposition to management is purpose reasonably related to stockholder’s interest as stockholder and secondary purpose irrelevant. Because shareholders can get access to stockholder ledgers, as long as stockholders does as necessary tot get information they should be entitled to receive this information irrespective of whether shareholder proposal would hurt corporation. 

· Basically in takeover purpose, they will look at primary purpose but if clear something improper and political DE might not allow it.

· MN court hinted that if they argued long term economic implications it would have been a more appropriate declared purpose.

· Valuation is a proper purpose as need way to value shares.

· For records not related to shareholder democracy purpose, court will balance interest of stockholder getting access to records for valuation against corp’s interest in maintaining confidentiality. Could say information accessible but some information will be limited to who you can give info or make confidentiality clause.

Reporting Requirements and Shareholder Information Rights Under Federal Law and Stock Exchange Rules

· Rule 14a-7 says if registrant intends to do proxy then on any written request, company shall either: elect to mail security holders material or provide holders with list if security holder will make own proxy. Stockholder’s option to get letter whether it will have proposal in proxy and in all other cases is corporation’s discretion.
· Preempts state law for all section 12 issuers (moderate size companies and those listed on stock exchanges).

· If financial statements but be done according to GAAP (Generally Accepted Accounting Standards). If in reasonable believe of executive done under GAAP, can satisfy RMBCA 16.20
· CA Statute says if fewer than 100 holders not required to audit with GAAP, otherwise they must. Corp must certify that it comes out of books and records (very weak certification)
· If have certain amount of stock can get quarterly statements.

· Extends this to foreign corps having principal executive office in state or board meetings held in state.

· Sarbanes Oxley – Requires officer certification of all financials (doesn’t require GAPP). Enron had good GAAP but not indicative of true financial status. Requires them to be true as to financial status of company even if auditor report. (further than RMBCA and CA0

· Federal Registration Requirements
· 1) Two forms of SEC registration: 1) transaction-related and market related registration.

· Transaction – Filling of a registration statement (including prospectus) with SEC typically in connection with a non-exempt transaction (capital raising or exchange of shares as part of mergers)

· Market related – Filing of a regulation statement with SEC for s. 12(a) companies, equity securities of issuers with assets greater than 10 million where held by 500 or more people. 

· Registration requirements under 12(g) is not required of issuers whose holders of record of the se4uicryt is less than 300. s. 12(g)(4)

· Periodic Reporting
· Issuers that file registration statement with respect to securities must comply with periodic reporting requirements of s.13 as long as 300+ people

· Companies subject to s. 12 also subject to s.13 reporting requirements.

· Three principal reporting obligations under s. 13
· Annual Report on 10K – audited financials, MD&A, executive compensation, and related party transactions

· Quarterly Report on For 10Q – Quarterly unaudited financials and some management discussion.

· Current Report on Form 8-L –Material changes affecting the corp (change of control, acquisition or disposition of significant amount of assets (change or departure of officer, change to charter of bylaws).
· Books, Records, and Controls
· Supplements RMBCA, Requires Corps to maintain books, records and accounts which in reasonable detail reflect transactions and dispositions of issuer’s assets

· Must maintain internal system of accounting controls sufficient to monitor and properly record transactions

· Note again the more recent SOX requirements regarding internal controls and CEO/CFO certification.

· Second requirement on 1377 that covers management's responsibilities for internal controls.

· Requires CEO/CFO to certify responsible for obtaining and maintaining internal controls.

· All information brought up to senior management.

· Evaluated effectiveness of corp's internal controls.

· Putting senior management directly on hook.

· See now through SOX senior management must certify to adequacy of internal controls.

· Allows company like ML who owns stock to vote in order to provide minimum quorum, but not for major actions like Board election.

CHAPTER 6: THE PROXY RULES: PRIVATE ACTIONS
· 1934 SEA designed to address problems with proxy system. Section 14 makes it unlawful to violate the proxy rules, unlawful through require some willfulness. Carries both criminal and civil penalties. Allows SEC to provide for additional rule that carry out intention of s. 14 and s. 14(a) of SEA act.

· Courts have implied private right of action for violation of s. 14(a) proxy rules even though not explicitly provided.

· Must be solicitation of proxy statement or other communication in which false or misleading statement of fact or omission of material fact. 

· TSC Industries – Says statement is material if substantial likelihood that shareholder would consider it important in deciding how to vote.

· Rule 14a-9 only applies if there is a solicitation. 14a-1 defines solicitation as terms including furnishing of a form or proxy or other communication to security holder under circumstances reasonably calculated (reasonably likely) to result in procurement, withholding, or revocation of proxy.

· Nader making statement that GM directors are bums. Could constitute solicitation
· Section 14a-2 - notwithstanding previous definition of solicitation these are not solicitations:

· Permits stockholders to publicly announce how they will vote so long as not otherwise engaged in solicitation effort.

· 14A-9 PROVIDES EXCPETION FOR is. Don’t have to worry about mechanical provisions and proxy requirements but must worry about fraud. 14a-2(b)(3)
· 14a-2(b)(2) – Test the Waters Exemption – Can ask others how they will vote. Allows you to get solicitations of up to 10 stockholders without incurring proxy filing and disclosure requirements.
· Requirement of Annual Report Rule 14a-3
· Proxy rules don’t apply. Need annual reports, wants to give corps discretion in how they do this and enhance communication. Purpose is to protect fraud and lots of data out there in sufficient data that people can understand it without a lot of boiler plates.

· 14a-3 provides no solicitation of proxies subject to proxy rules shall be made unless persons being solicited is concurrently furnished or previously furnished with a written proxy.

· SEC considers it essential that annual report contain meaningful info about corp (include corp’s financial statements, selected financial data, management’s discussion and analysis of corp’s financial conditions and results of operations).

· Federal courts have exclusive jurisdiction for actions arising under SEA

· s.32 of SEA

· Provides for penalties for willful violations. If subject to 14a, then you get penalties under here. Seem to apply to SEC, not private right of action.

· 14a-11 regulates proxy contests in which insurgents try to oust incumbent members.

· 14a-7 and 14a-8 provides mechanisms through which shareholders can communicate with each other.

· Proxies important because it is a means to influence corporate management, and way for stockholders to exert direct influence on corp, so accuracy of info and flow of information is very important. Dominant mode of shareholder decision making. 

· J.I. Case Co. v. Borak – 14a has broad remedial purposes and purpose to prevent abuses that frustrated shareholder voting rights and democracy issues. Says 13a quite clearly for protection of investors, and based on broad remedial purpose, found private right of action. Court points to fact SEC may be overworked and not right body to enforce 14a, also points to treble damage sand finds private actions with antitrust laws very effective and should do same thing here. Also P disenfranchised and injured and said hurt corp so brought derivative action.

· Wyandotte v. US – Ps fell within class statute intended to protect and harm that they felt was what statute intended to protect, and thus civil actions proper.

· Cort v. Ash – Similar to Borak analysis – whether this particular P supposed to benefit from this remedy. Legislature no concern with curbing private rights of action. Court asked if any explicit or implicit legislative intent to create a private remedy or deny one, third is it consistent with underlying purposes of legislative scheme to imply such a remedy and is cause of action one traditionally relegated to state law. This is derivative action is typically state action and thus satisfies court provision.

· Mills v. Electric Auto Lite Co. (SC of US, 1970)

· Facts: P (SHs of EAL) sought injunction against voting of Auto’s management of all proxies by allegedly misleading proxy solicitation but didn’t get TRO. Ps sought to set aside merger. P claimed that proxy statement misleading in that told Auto that their board recommended approval without letting them know all 11 of Auto’s directors were nominees of ML and were under control and domination of ML. Merger required 2/3 votes, and thus Ds had to acquire substantial number of minority shareholder s(had only 54%)

· Holding: Congressional intent focused on accuracy, and if allow fairness to trump suffrage, we are letting Circuit Court vote instead of shareholders. Even if merger fair there could still be damages for misleading proxies as prohibited by 14(a) and Rule 14a-9. Court says want to limit road blocks for SH and so if material going to give benefit of doubt to shareholder. 
· Materiality – If considered important to reasonable SH in deciding how to vote (significant propensity to influence propensity to influence SH in process of voting, and was proxy essential link in transaction). Key is to optimize info not maximize info.
· Court looks at fairness for damages but found no basis to award damages even if s. 14 claim. Court finds to much integration of merger has occurred and unwinding merger could end up hurting shareholders. Court found damages and said court can make damage whether or not reduction of earnings not brought out in proxy statement in deciding, can take into account whether reduction in value of SH holding. Can get attorney’s fees even if you lose, because corp has benefited from lawsuit. Merger will only be set aside if equitable to do so and would benefit shareholders as a whole. 
· Eventually 7th Circuit found merger terms were fair and P not entitled to damages.

· Person in best place for damages was not one who held at time of proxy but person who bought after proxy but before disclosure. It is future investors that benefit from s.14a-9, not as much for present shareholders, as present shareholders damaged whether or not info disclosed.
· SEC has said they will start bringing enforcement actions under s. 205.3, no private right of action but SEC says they will hang a few attorneys to discipline and teach the rest, not to participate in filing of false proxy statement.

· TSC Industries v. Northway – General standard should be that omitted fact material if subsequent likelihood a reasonable shareholder would consider it important in deciding how to vote. Don’t have to show that disclosure would have caused investor to change is vote. It is objective question. 
· Virginia Bank Shares Inv. v. Sandberg (SC 1991)

· Facts: FABI began freeze-out merger in which FABVA merged into VBI, a wholly owned subsidiary of FABI. VBI owned 85% of FABVA, remaining 15% in hands of 2,000 minority shareholders. KBW (investment bank) gave opinion that $42 a share would be fair price. Directors urge din proxy for minority shareholders to vote because allows minority to get high value (elsewhere said fair price). Most minorities gave proxies.

· Blue Chip Analysis – In connection with 10(b)(5) had to have purchase or sale for P to have standing for claim under private action under 10(b)(5). In Blue Chop look at P’s mind. Opposite here, look at Board’s mind.
· Holding: VBI requires two steps for liability: Board must believe what they honestly band reasonably believe to be the case and what the actual valuation was. Only have liability, if they honestly believe the price is 42 and say it is 60, and it turns out the actual value is 60. Must fail both parts of test for liability.
· Different from Mills, in that minority shareholders not needed but it was a cosmetic vote. Not legally required, but it was still a condition for going forward. But Court says to speculative to say this is essential link. They cut line at state law requirement.
· Court crafts test that statement of belief may have information in it because this is Board’s role. Asking whether outside basis for finding that informing being communicated was correct or incorrect.

· Court found that to allow proof of mere belief or disbelief would lead to strike sought be prevented in Blue Chip Stamps. Reasons for director recommendations or statement smatters of corporate record subject to document to be supported to attacked by evidence. No frivolous suits. Conclusory terms in commercial context are reasonably understood to rest of factual basis that justifies them as accurate.

· Not every true statement mixed with deceptive facts will neutralize the deceptive, if would take financial analysts to spot tension between the two, whatever misleading will remains so.

· NO loss of state remedy in connection with proxy statement because minority votes inadequate to ratify merger under state law. Federal Materiality requires it not only to be essential link (causing vote) but affecting the result
· Dissent (Kennedy and Stevens): May reasons for non-statutory reason for finding essential ink: Merger needs community support because part of community, stupid to allow fragrantly misleading proxy statements when not required by law. Says state duty to minority shareholders, public approval, and parties not choosing to go forward without minority (even though don’t need them want them) and says essential ink should be allowed even if proxy only done for obtaining minority votes for cosmetic purpose.
· Why no loss of rights under VA law in VBS? Saying vote is void an because void you do not lose right????
· Wilson v. Great American Industries – Says if you give up your right (appraisal or some other state right) under proxy statement you will have a cause of action (giving up of rights you would other wise have has causation for 14(a)(9) liability under VBS.

· Cowin v. Breseler – Can withhold proxy and still bring action. You do not need to vote to bring action under 14(a)(9), can say others got hurt and corp generally got hurt if which I am shareholder and thus I got hurt. 
· SEC never has to show standing because SEC has right to sue for civil and treble damages.
· SC has left open the scienter requirement – A number of courts require gross negligence or recklessness (Adams v. Standard Knitting Mills and Shilder v. All American Life & Financial Corp.)2nd circuit says only negligence (Gerstle v. Gamble-Skogmo), although if going after a third party may even need a higher standard in 2nd circuit.

Shareholder Proposals
· 14a-7 gives issuer in most instances to mail out shareholder proposal or gives list of shareholders to proposer. Cost needs to be borne by shareholder. State basis upon which can get shareholder list.
· 14a-8 is town meeting rule – Corp. required in proxy statement ay shareholder proposal that meets minimum requirements on page 2006 (must own over $2000 in securities) and can submit proposals to corp and corp must include this in proxy statement subject to certain cut outs unless sit falls into exceptions of 14(a)(8)(i) and then it can be excluded. 14-8 requires at corp’s expense rather than 14a-7 which is SH expense. Exceptions swallow the rule.
· If Corp believes proposal fits into exceptions, they must submit to SEC why it should be excluded and SEC then issues no-action letter, whether they will go after corp. If they disagree they will say why it should be included.

· SEC stated that believe that public debate regarding approval of equity compensation plans has become significant in recent months. And thus are modifying our treatment to this topic:

· Proposals that focus on equity compensation plans that may be used to compensate only CEOs and directors may not be excluded.

· Proposals that focus on equity compensation plans that may be used to compensate CEOs, directors, and general workforce, and proposals that focus on equity compensation plans that may be used to compensate general workforce only with no CEO or director participation:

·  If proposals seeks to obtain shareholder approval of all such equity compensation plans without regard to potentially dilutive effect it may be excluded.

· If the proposals seeks to obtain shareholder approval and would potentially result  dilution to existing shareholders it may not be excluded.

· Roosvelt v. E.I. DuPont de Nemours & Co. – Private right of action implied form s. 14(a) of SEA to enforce company’s obligation to include shareholder proposals in annual meeting. Though in this case court found P’s two part proposal excludable under Rule 14a-8(c)(7), and though that what is at stake is implementation of policy, the timing for agreed upon action and is excludable.

· Dealt with phase out of CDCs, originally D set target date said ASAP but at least by 2000, and D said would accelerate till end of 1995. Disagreement not about whether should to CFC production or when to phase it out but when it should be completed, if it was a large difference then it would be significant policy, but the change in date makes it more ordinary than extraordinary difference.
· Common Exclusions
· Often SH who want to restrict board action will make recommendations through proxy statement, but not bylaw or charter amendment, and because not binding doesn’t fall into exclusionary provisions.
· 14(a)(8)(i)(5) and (i)(7) – Relevance (deals with whether proposal relates to significant part of corps’ business transaction, if it deals with operations that deal with less than 5% of operation or sales or not otherwise significant board can exclude it from proxy statement.

· Not otherwise significant courts look to social and ethical significance of what is being proposed. So if it has one of these even if small part of business there is enough

· (i)(7) – To extent proposal is related to ordinary business smatters of corp, law will allow corp to exclude this from proxy statement (also look to see if significant policy and social issues). That is what statement above relate dot with compensation.
· In 2004, 776 corporate governance proposals, 414 withdrawn, 47% made by individual SHs, 43% by Labor unions, 3% by public pensions, 2% by religious groups.

· Common view sis that Sarbanes Oxley made it less inclined to fight SH proposals relating to governance policy. 15% of votes were withhold with the just vote no campaigns. 

· In 2003, 299 social policy resolutions concerning wide range of issues, Only two in 40% range, 5 in 30% range, and 18 in 20% range.

· Double the proxy fights as in previous years. Efforts to eliminate staggered voting in favor for straight voting and more institutional activism, and shift to greater shareholder power, also less poison pills 9though still 50%+)
· AFSCME v. AIG
· Facts: Corp wanted to exclude Union proposal, and SEC issued no action letter saying election exemption applies not just to election of individual nominees but method for how board members elected. 

· Law requires that you cannot force corp. to include competing board member in proxy statement. AFSCME’s bylaw would require company to include opposing board member. Proposal would allow 3% shareholder to put up nominee against those nominees made by board, and this person could fill vacancy or beat out other board members. Holds open shareholder democratic oversight of board.
· Holding: Court noted normal deference to administrative agency, but less so when they change policy (as here the recent change to expand definition to include method for election). Court says proposal does not relate to particular election (looking at old SEC interpretation requiring relation to particular election not election procedure rules) and thus must be included on the proxy statement. 

· Will SEC close loophole
· Rosenfeld v. Fairchild Engine and Airplane Corp. (NY Court of Appeals 1955)
· Facts: New board paid old board 28,000 as well as to prevailing group for expenses spent on proxy fight.
· Previous Case: Lawyers Advertising Co. v. Consolidated Railroad - Four as published, authorized by board and simple publication of notice of upcoming special shareholder meeting and reason being published. Others involved directors seeking to solicit proxies, putting their proposals and looking to beat out president and overturn president’s policy position. Court founds directors basically trying to keep jobs and weren’t acting in best interest of corp so costs should not be paid by corp.
· Holding: In contest over policy (as compared to pure power contest), corp. directors have right to make reasonable and proper expenditures (subject to judicial scrutiny) from corp. treasury for purposes of persuading stockholders of correctness of position and soliciting support for policies which directors believe, in good faith is in interested of corp. Says reasonableness sis broad and can include entertainment, expenses can be used as matter of persuasion (but not if matter of pure control.

· P has burden of proving expenditures were inappropriate.

· Gives deeper pockets to incumbent board of directors to insurgent. Dissident shareholders entitled to reimbursement upon SH approval.
· Concurrence: Not acceptable for unusual expenses, like dispatching special messages

· Dissent: Only expenses allowed are those that inform shareholders of issue at meeting, but any expenses spent on persuasive intent and convincing your side is right is outside scope will not be reimbursed. D should have to justify their expenses and show what they did was done for legitimate purposes for benefit of corp. 

· Line between what is policy issue and line dealing with policy is gray line and hard to distinguish because policy issues in end are about incumbency.

· Idea that SHs only get reimbursed to extent they prevail (only recover if they win). Disparity of who bears risks, boards vs. shareholders. Wants to level playing field and cut back on scope for incumbents and don’t allow reimbursement unless unanimous SH approval. Not only does Board have incumbency but also access to corp treasury
· Aside Fact: Can buy up to record date, stock bought before record date allows those owners to vote, but not after, unless as part of agreement of purchaser seller gives buyer right to vote by proxy.
chapter 8 - Valuation
· Piemonte v. New Boston Garden Corp. (SJC 1977) – Ps objected to merger and didn’t vote in favor of it, and demanded payment, and no agreement on fair value so went to court to get judicial valuation. If public corporation on national exchange or held by more than 2,000 no judicial valuation because rely on market.
· Various judicial methods for valuation
· Delaware Block Method (Used by MA but not DE, DE now looks at whole host of valuation techniques to get right approach can also look at control premium): 

· 1) Market Value – Relevance of this depends on how liquid the market is for stock. (Here 90% ownership and non-liquid stock so majority can manipulate company and choose not to issue dividends and deflate stock market value relatively inadequate, felt obligate dot use it but only gave 10% weight)

· 2) Valuation Based on Earnings – Shares price reflection of share of company’s earning adjusted for riskiness (capitalized earnings). Look at history (five years customary) and adjust for any extraordinary gains or losses, and look at comparable prices and look at price they trade as reflection of future earnings potential and riskiness. 

· Also look at comparables and look at earnings and price (if value is 10 times average earnings, take 10 times multiple of this company’s earnings and come up with aggregate value, lots of subjective in comparables and determining what is aberration. Judge in Piemonte did not look at this, judges have discretion whether or not to do this. 
· 3) Net Asset Value – Look s assets and assess value. Court decides whether to consider book value at which assets were purchased (problem with this is doesn’t take into account any increase or decrease to date), court found a bad lease would come to an end and adjusted asset because subject to unfavorable lease, and court also looks at termination value.

· Le Beau v. M.g. Bancorproation (Del. Ch. 1998) – Look at control premium and look in hostile take over case, idea that assign premium to stock that gives controlling interest in corporation. Addition 1% giving control has greater value and control premium reflects this value, and this control premium not reflected in market value of stock because markets deal with minority shareholdings.

CHAPTER 9 – DUTY OF CARE & DUTY OF GOOD FAITH
· Directors more liable in last 20-30 years and see things after Enron and Sarbanes Oxley. Increase in number of hours spent by directors. 
· Francis v. United Jersey Bank (SC of NJ 1981)
· Facts: Family business. Father dies, and wife takes over his shares. Son takes money. William and son gut company leaving insufficient funds to operate and create ponzi scheme. Company eventually went into insolvency because not enough assets to exceed liability. Mrs. Pritchard owns 48% of company, she is board member, but said to old and sick and had drinking problem to know what Charles and William were doing and whether consistent with industry practice. 
· Holding: Court applies negligence standard (Pritchard would meet gross negligence). Court finds that if she would have looked have seen everything was going on, and on face she could see financial statement inaccurate. So failed because she didn’t look and had she looked she would have duty to inquire. Affirmative duty to inquire, ask questions, be informed, and even in bring in outside consultants if necessary. While can’t look at every document and must rely on reports by officers and if good faith rely on them, but can’t not look and say good faith. Continuing duty to keep informed about activities of corporation. Don’t need day to day inspection but general monitoring of corporate affairs and policies, and attendance at meetings and familiarity with financial status of corp by review of financial statements. 
· Inaction doesn’t get you out, because as director, she had duties. Resigning is not enough to escape liable. She should have gotten independent audit review, voted against taking of money, and other things short of outside reporting.

· Causation: Court says immediate activities cause of loss, but negligence was cause of son’s continuing corruption and taking of money. Court finds Mrs. Pritchard 100% liable. Even if mere objection would not have stopped them, threat of suit might have deterred them, duty to do more than object and resign. 

· Director might be able to absolve himself from liability by informing other directors of improprieties and voting for proper course.

· Scope of duties encompassed all reasonable action to stop continuing conversion.
· If board as whole breaches duty, each director may be  held liable. Fact that one a little less negligence doesn’t not affect a board member’s liability. All directors are responsible for managing business and affairs of corp.

· ALI standard says can apportion risk among 12 directors and decider who is more liable or put in joint and several liability and put burden on director to sue for damages.

· Subjective inability not a defense, some minimum standard such as common sense and informed judgment. Minton v. Cavaney – added that just because don’t know business, if you become director, you have minimum requirement to know how business operated and act in common sense and exceptions will not be made in individual circumstances.

· Aronson v. Lewis – Delaware look stop negligence standard whether prior to making business decision, directors informed themselves of material information reasonably available to them and acted with requisite care. Says gross negligence.

· Trans Union – Delaware SJ justice says negligence and gross negligence is meaningless distinction if you focus on circumstance analysis, and circumstances let you decide what duty to put on board member (individual circumstances of director and type of oversight).

· ALI Principles of Corp. Governance s. 4.01 (1357) – Fiduciary duty to protect equity holders and sometimes running for benefit of corp.
· Barnes v. Andrews (J. Hand) – Imposes same duty of care as modern judges, he puts burden on P to show proximate cause of breach caused damages to P. (although causation not as modern. Can stand for modest proposition that inattentive director will not be liable for corporate loss if full attentiveness by all directors would not have saved the situation because the inattentiveness of directors will not have been cause in fact of loss.
· ALI s. 7.18 – If the board violated its duty of care by commission or omission each director will be liable for any loss of which board’s failure is cause in fact and legal proximate cause. Not a defense that damage to corp would not have resulted but for acts or omissions of other individuals. 
· In re Emerging Communications Inc. Shareholders Litigation – In relying on good faith on outside reports, courts will look at person’s subjective qualifications and particular qualifications a board member has. If particularly sophisticated will put higher standard, and while subjective inability not a defense, will decide whether in good faith you could rely on information as board member. So if you have more info must use it.

Business Judgment Rule
· Kamin v. American Express Co.
· Facts: AE buys DLJ stock (very volatile). Substantial loss (29-4 million). Had options, sell stock and suffer capital loss or dividend stock out to shareholders. If sold it they could claim loss and get $8 million tax reduction. No fraud or self-dealing alleged although directors had bonuses based on success of company.
· Holding: Court looks at process if not satisfied then looks at entire fairness analysis. Even if board made bad judgment, court will not second guess the decision. W/o fraud, self-dealing or breach of trust will not interfere with Board discretion. Neglect is neglect of duties not misjudgment. They must use sound business judgment and be informed and they were.

· Business Judgment Rule s. 401(d) -  Burden of proof on P. Not interested in subject business judgment: Ask: 1) Is decision informed? Did Director rationally believe judgment in best interest of corp. If fail business judgment, look to fairness and board has duty to show it is fair.

· Idea that risks inherent in all investments, and can’t penalize director because they choose more volatile investment with greater chance of return then safer investment with lower return, otherwise always will choose latter.

· Standard of conduct states how actor should conduct himself in a given activity or role, and Standard of Review states the test a court should apply when it reviews an actor’s conduct and determines when to apply liability.

· ALI says director or officer has a duty to the corp to perform the director’s or officer’s function in good faith, in a manner he or she reasonably believes to be in bets interests or corp and with care ordinary prudent person would reasonably be expected to exercise.

· This results in several distinct duties, duty to monitor, duty to inquiry, duty to make prudent or reasonable decisions, and to employ reasonable process to make decision.

· Business Judgment Rule consists of four conditions: 1) Decision made; 2) Director informed himself to extent he believes appropriate under circumstances; 3) Decision must be made in good faith and satisfied not bad decision or illegal; 4) Director may not have financial interest in subject matter of standard. 

· If this fails get SDOR based on entire fairness or reasonability. 
· NY says managers held to reasonable prudent person standard also.
· Cede & Co v. Technicolor – Burden on P, but once P demonstrates that director failed in duty, burden shifts to board to demonstrate that breach did not result in damages to P. Here, P proved Technicolor’s board failed to reach informed decision so business judgment.
· Selheimer v. Manganese Corp.
· Facts: Court puts all money in factory, and even though satisfies all procedural requirements of BJR, it is irrational. 
· Holding: Rare case, distinguishes between irrationality and unreasonableness, idea that something doesn’t sound right, and not just a difference of opinion but complete irrationality and no rational basis for a decision. 

· But have to be careful of hindsight bias, and that is what you don’t penalize board for taking risk. Needs to be some rationale behind decision and must be informed even if most would disagree.
· Smith v. Van Gorkom
· Facts: Gorkom and Pritzker negotiating takeover. 10 directors, five insider and five outside. None investment banker or trained financial analysis. All well informed about company. Van Gorkhom distributes deal and doesn’t look at form (though Brennan (lawyer) sitting in room and has draft, Van Gorkom sophisticated about speech gives 2- minute speech, only 2 hour meeting, and no discussion of methodology at which he reached the $55 offer value. No director asked for details of study or ask why $55 was at low end of Romans decision that $55-$65 was a reasonable value (and he was not there so could not ask him) Nor did they have investment banker there.
· Brennan was Van Gorkom’s lawyer hired by him. Board didn’t know him and no duty to directors. 

· 141(e) provides directors can rely on good faith reports made by officers. Van Gorkom controlling access to information. Dealing with fundamental change in corporate structure and Board ended existing relationship with stockholders by selling to Pritzker.

· Brennan advising them they could be sued if they did not accept the offer (although none), plenty possible BJR and discretion. 
· Holding: Court says don’t need fairness judgment but need to have more information that Board had in this case. Board attached two conditions: reserved right to accept better offer during market test period and could share proprietary info with any other potential bidders but did not reserve right to actively solicit alternate offers. Cort says they didn’t reserve right to actively solicit alternative offers. Court implies it is something court should do to reinforce value.
· Two companies come out, KKR and GE Capital. GE Capital says they won’t make agreement unless TU terminate contract with Pritzker probably because GE Capital worried about suit brought for Tortious interference.
· Court says Board allow shortening of period and didn’t let market confirm that $55 good price and shortening due diligence process.

· Court says burden of proof on P and says material information (same standard as in TSC industries), Board has duty to make inquiry, can’t be conflicted, and honest belief it is in best interest of company. By not getting full story and context of transaction Board was grossly negligent.

· Court says they knew stock was undervalued and traded as discount, and how Van Gorkom is directly vested in good price, and says Board did not know much about process and should have got independent bank analysis. 

· Court spend substantial time on process. They knew market was low and that doesn’t value subsidiaries and also no control premium. So process relevant. Can’t have shareholder ratification because they lacked sufficient information. 
· Emphasized the fact that it would end the relationship between directors and SH.
· Modern Practices: Board meetings tend to take longer than 2 hours and don’t depend on size of transaction but the nature of it. Not expect CEO to go through all contract details, independent directors will hire own counsel and they could conduct own review and report to investors. Always have investment bankers when talking about price. Even though court says no fairness value appraisal, it would be very prevalent. 

· There was dissent that say they had informed judgment (3-2 decision)
· Passed 102(b)(7) in response to skyrocketing prices. 102(b)(7) effectively  blocks liability for money damages, doesn’t stop injunctive relief or other actions. Blocks claims as affirmative defense for money damages for nay breach of duty of care. Doesn’t cover duties of loyalty or bad faith.

· In re Caremark International Inc. Derivative Litigation (DE Ct. Chancery 1996)
· Facts: Caremark is conglomerate and has full health care industry. Concern one side would be paid off to get business on other side and got investigated on that side and got fined. Derivative action against Board on behalf of Corp that Corp. agreed they would be found guilty of mail fraud and takes them out of many state and federal contracts and if felony can’t bid for public contracts so took them out of business and P is saying that directors violated duty to actively monitor corp. and as failure to actively monitor corp these regulatory actions came up.
· Graham v. Allis-Chambers Mfg. Co. Said absence cause for suspicion no duty to do anything like establish monitoring system so must be reason for suspicion that would prompt board to create monitoring system. NO duty to create system of espionage to ferret out wrongdoing. Can rely on good faith and ongoing of employees. Caremark changes Graham Standard to be more affirmative and more proactive in monitoring.
· Holding: Corporation has duty to have ongoing monitoring system and administer it in good faith, though if they fail to put one in or don’t look at in good faith, they will bust good faith analysis. Good faith gives Board wiggle room. Further affirmative duty requires knowledge of illegality. Board can rely on business judgment in working out details of system, so high threshold before board has liability for failure of monitoring system.
· Taking opportunity based on federal guidelines of what he expects Board to do, it is dicta but it can be DE standard (Court highlights Federal Sentencing Guidelines, and how Court looks to guidelines to look to monitoring system in provision in determining final sentence so would make sense to put monitoring system in place. 

· Neither fact that Board did not accurately predict severe consequences to company that would follow from deployment by company of strategies and practice that led to liability or scale of liability, gives inference to breach of any duty of Caremark. Record showed active consideration of Caremark structure and program.

· Only sustained or systematic failure of board to exercise oversight, such as failure to attempt to assure a reasonable info and reporting systems exists, will establish lack of good faith necessary for liability. 

· Director must attempt in good faith to assure corp has info and reporting system which court conclude is adequate, and exists. 

· Two kinds of Liability for Director (one for where decision was ill advised or negligent and arised form unconsidered failure to act in circumstances in which due attention would have prevented loss) and second when director fails to monitor or give due attention. 

· Martha Stuart International  - Can’t bring action against Board for failing to monitor Martha Stewart, Caremark focused on monitoring system not private activities.

· Federal Law took over Caremark and put in requirement that they put in some monitoring and accounting system and affirmative obligation to put in these kinds of monitoring systems: independent audit committees, Board files with SEC to make them available to public including certification, and they take direct responsibility for controls and to assure reporting obligations satisfied. SEC using enforcement authority to impose kinds of duty of care as in Caremark.
· DGCL 120(b)(7) (made in response to massive rise of D&O insurance and court expenses) allows charter/amendment that would free Board form liability under duty of care breaches. This only picks up monetary damages not injunction relief and excludes duty of loyalty, bad faith, and inappropriate dividends or by back of stock where Director acquired personal benefit (insider trading) and then there is monetary damages

· If break good faith not entitled to 102(b)(7)( and was part of Caremark analysis. Disney tries to fix ambiguity and distinguish between good faith in duty of care context and in 102(b)(7).

· Emerald Partners v. Berlin – The shield from liability provided by certificate is in the nature of affirmative defense. Ds seeking exculpation under such a provision will normally bear the burden of establishing each of its element. Burden of demonstrating good faith is upon party seeking protection of the statute, nonetheless there was factual basis for claim of violation of duty of care.
· Malpiede v. Townson – As part of out of merger agreement with KB, Frederick’s Board could respond to other offers. They do get offers and delay merger agreement but eventually make agreement with KB at higher price not to get higher offers. They do get high offer after this agreements. Ps make duty of care and duty of loyalty claim (in order o beat 102(b)(7). P does not allege bad faith so court dismisses duty of bad faith, and says even though duty of care claim they are protected by 102(b)(7).
· Revlon create new type of fiduciary duty that requires board in performing fiduciary duties to maximize sale price. P only alleges conflict of interest to one director, and no allegation that lone director dominated other three directors so no duty of loyalty. Gross negligence in accepting extreme contractual restrictions but 102(b)(7) exempts directors from liability for due care claims. Duty on Ps to show no protection under 102(b)(7)

· DGCL s. 145- (a) Deals with claims brought by 3rd parties. Corp can indemnify Board,. Need reasonable basis to believe acting on behalf of corp and not acting  illegally. Covers fines, settlements, and judgments. Indemnified for expenses.

· 145(b) – Talking about shareholder derivative action brought on behalf of corp and get indemnified against expenses as opposed to (a) which deals with 3rd parties and includes fines, settlement and judgment
· 145(c) – Says if you win indemnity under (a) and (b) is automatic. Has language to “extent that you win,” different from MBCA says “must be wholly successful.” 
· If Director A who makes violation of 145(a), but SEC goes after Director A, and A says no contents on one claim if dismiss other 4. Get indemnity on 4 even though you did not win but just settled out. MBCA changes provision because of cases. 
· DE more protective as does allow in situation where plead on one to get coverage on 4 claims that are dismissed for admitting one crime. RMBCA a little different and requires you to be wholly successful.

· 145(d) – If director meets standard under A or B, board can make decision to indemnify costs if they determine directed acted in manner that satisfies (a) or (b)

· 145(g) – Corp can maintain directors and manager’s insurance and can cover director or executive even if corp. could not indemnify. D&) insurers usually exclude fraud.

· SEC takes view that indemnification under 1933 SEA as void under public policy. NO case long, but way SEC has taken for a long time. As part of settlement Enron and Worldcom director shad to pay certain amount of money out of their own pocket and could have insurance companies cover it. 
· Criminal Liabilities of Directors and Officers – Liability even if director had no direct control over employees. Cases like Dotterwiech becoming very common today., Liability for those under your action or authority is getting greater in today’s society. 

· More liability because more media attention and people upset by this, and also with insurance, indemnification, 120(b)(7), and standard relatively easy to satisfy when you see violation rends to be egregious. 

· Regulators beginning using criminal liability when normally would only be monetary damages.

· People v. Film Recovery Systems – Film recovery president, plant manager and plant foreman found guilty of murder and sentenced to 25 years after they didn’t transfer him when he was feeling sick. 

· US v. Park – Responsible Corporate Officer Doctrine – Park found guilty because had responsibility of different phases of operation assigned to individuals who had staff and departments, and conceded he was responsible for sanitary conditions in entire operation of company and thus liable.

· US v. Dotterweich – Convicted corp’s president and general manager of purchasing drugs form manufactures and shipping them under its own label. Dispense with conventional requirement for criminal conduct, namely awareness of wrong doing. Puts burden of acting a hazard on a person otherwise innocent but standing responsible relation to public danger.

· Meyer v. Holley limited responsible corporate officer doctrine – Under agency theory, person not vicariously liable unless B not only subject to A’s control but acted for and on As behalf, and corporate employees acts on behalf of corp not an owner or officer. Courts apply strict rules only hen Congress showed intent as in Dottweich.

· Roth v. Robertson – P allowed to recover form managing director of amusement park who used corporate funds to purchase silence from those who threatened to complain about unlawful operation on ground it was an illegal payment.

· Abrams v. Allen – Affirmation of principle that directors must be restrained for engaging in activities which are against PP. Closing factories was violation of NY labor law and National Labor Relations act and thus cannot be insulated by JR.

· Under Barnes- Hard to get board member for her breach of duty for actions of rest of board, if whole board is protected by BJR. However can’t allege concurrent negligence as defense to liability. 
· Disney Case
· Issue: Question whether in course of hiring and terminating Ovitz they acted in good faith and protection of BJR?
· Facts: Ovitz and Eisner had longer term relationship and knew Ovitz good executive who know how to run a business and has good intentional ties. Ovitz didn’t want o leave because had assured revenue and needed guaranteed payments and worried he would beholden to board in public company. Upside protection of stock option (5 million) and come sup with no fault (without cause) termination clause and says if fired without fault (no gross negligent or malfeasance), he will get significant compensation. Total compensation package of $130. Ps allege Ovitz violated his duty y taking money as he was board member also and say Disney board just followed Eisner’s lead and didn’t have enough information and didn’t debate enough when they let Ovitz go.
· Focus on fact that Eisner were friends, so not arms length negotiation between them and Eisner so dominant at Disney that control info and include only Russell (chairman of compensation committee) and Watson (no compensation committee) and were only two who knew of discussions. Other 12 in dark.

· Three Board members make decision and cal rest of board and issue press release though say subject to Board approval and stock goes up. A month after press release compensation committee meets for one hour and one is Ovitz contract and discussed based on 4 oral speeches.
· Termination – Board trusted Eisner and Litvack’s conclusion and board entitled to rely on these conclusions. Looks like Eisner unilaterally fired Ovitz. 
· Holding: Court finds compensation committee satisfied duty of care and that were aware of options, so spare documentary evidence but not base don options of Eisner and Watson, knew general terms and to protect Ovitz from down side loss and no dollar value form rough sketch and oral presentation. So without detailed analysis committee generally knew what was going and satisfied duty of inquiry and duty to have sufficient information.
· Court found no duty of care breach, Eisner didn’t need board approval and even if they don’t they were informed and had reasonable reliance on Eisner.
· Rationale: Court defines BJR “in making a business decision, directors of a corp acted on informed basis, in good faith, and in honest belief action taken was in best interests of company.” Presumption only rebutted if P shows breach of duty of care, loyalty, or acted in bad faith, then burden shifts to D directors to show transaction entirely fair.

· Court says bets practice would have done spreadsheet listing permutations of contract and full disclosure, court points out that different world form mid 1990s, and one is Sarbanes-Oxley which focus on things like executive compensation and distinguish that from minimum fiduciary duties.

· Case sounded very much like Van Gorkom but difference is Court stretching Board to meet their duty of care. This involve compensation which is not as substantial not as substantial as sale of company and termination of board relationship SHs, Van Gorkom closer to negligence, because more money and so fundamental. 
· Ps allege good faith quoting language form Chancellor’s 2003 definition that directors “must have consciously and intentionally disregarding their responsibilities adopting as we don’t care about risks attitudes with material corporate decision. Court says in substance it is whether person with intention knowingly disregard duty. Court says both duties same concept with different language.
· If duty of care and duty of inquiry put you in good faith have same duty which doesn’t make sense with indemnification and 102(b)(7) protections for actions as long as in good faith. Court gives definitions in dicta even though this case didn’t rise to gross negligence.
· Three Categories:
· 1) Subjective Bad Faith – Fiduciary conduct motivated by actual intent to harm. Quintessential bad.

· 2) At opposite end, fiduciary action taken solely for gross negligence and w/o any malevolent intent. To adopt a definition that conflate duty of care with duty to act in good faith by making a violation of former automatic violation of latter, would nullify those legislative protections and defeat General Assembly’s intent
· 3) Falls between first two categories – It is Chancellor’s definition of bad faith-intentional dereliction of duty, a conscious disregard to one responsibilities is intended to capture. Question is whether such misconduct is properly treated as a non-exculpable, non-indemnificiable violation of fiduciary duty to act in good faith. Idea cannot be somewhat aware there id a problem but choose consciously to not look at it and still be protected by 102(b)(7) or 145.
· Not addressing actual definition between bad faith and gross negligence: enhance egregiousness. Trying to find what would be violation of due care and where crosses into bad faith. Fiduciaries who don’t show up for information and don’t ask right question seem to violate BJR and depending on egregiousness may also violate good faith.
· Failure to attend board meeting violates duty of care, but doesn’t address board member who attend sand discusses things but had evil intentions. Courts will have to assess by looking at board decisions. IF acts bad so that no reasonable and properly acting fiduciary taking this action would be violation of good faith.

· So require court to make judgment of decision itself, and must look beyond just procedures, and have to determine what board could reach in good faith. If talking about rationality and talking about test of BJR, and distinction meaningless if no, then go down slippery slope that court using god faith standard will make judgments as to substance of decision. 
· Footnoe 14 Doesn’t address whether violation of good faith ,like care and loyalty, can be independent basis for imposing liability.

· Waste Claim – Waste = Irrational business judgment and court says high burden to meet and because simply paying based on contract and contract duly entered into w/ due care no waste. This refers to rationality which applies after BJR satisfied.
· Miller v. AT&T (Ps alleged AT&T violated s.202(a) of Communications Act which prohibits corporate campaign spending by not collecting on bills run up by DNC)– BJR cannot insulate Ds form liability if did violate s. 610 because P have alleged actual damage to corp form transaction in loss of 1.5 million. If decision to not pursue corporate claim would have been protected by BJR, however here it was illegal act so different rules apply. 

· IF BU and not DNC, no violation. Fact that you do things illegal runs against statutory construction of corporation and charter. 
· NO protection under 102(b)(7) or indemnification if violation of law.

CHAPTER 10: HOSTILE TENDER OFFERS
· Hostile Acquisition usually refers to hostility to target’s board and managers. Most times senior management won’t like takeover because loses reputational benefits and money as manager (Agency problem).
· Three methods of Taking Control
· 1) Proxy Fight – Taking proxies and trying to remove board

· 2) Consent Solicitations – Rather than wait for shareholder meeting get shareholder consents to push board in direction wanted

· 3) Tender Offers (buying stock)
· Takeovers good or bad
· Good – Helps get rid of entrenched boards, helps stockholders, threat of tender offer keeps managers more responsible and way to get around proxy problems.

· Allows shareholders to get rid of bad management and dead wood. Hard to get bylaws to restrict bad management. If company goes bankrupt equity gets screwed. Hostile takeovers may have depressed stock prices because reflect bad management. Just threat keeps them honest. 

· Also takeover company can break up assets not functioning efficiently and more money to invest in new more innovate companies and technology.

· Bad – Valuation is subject and market price not very realistic and may not be creating value but may be moving assets around. No guarantee that sale of assets will be reflected in market price and may move items based on market inefficiencies. 

· Not all have benefits, complicated structure, aspects of company not fully understood, coercive nature may reflect inefficiencies, and not reflect true value of company. Also investment banks earn fees and incentive to recommend transactions. 

· Depends for stockholder – Could get good return if high market price, or could be hurt in long run, or held in long run depending on synergies, potential economies of sale, and others.
· Lately see many people looking to come in and break up conglomerates formed in the 19802 like in Van Gorkom who come in and sell pieces to maximize synergistic effects.
· Terms
· Bidder/Raider – Seeks to acquire target company

· White Squire/White Knight – Someone who comes in and takes over company instead of hostile acquirer. White squire is someone who doesn’t buy control but buys large blocks of stock to prevent hostile takeover. (Hostile takeovers lead to stock price shooting up)

· Arbrartagers – Those that create liquidity in the market. Uncertainty in the market, may buy p[position betting hostile position will take place, or if you think hostile takeover will not take place sell position.

· Management Buy-Out – Acquisition for cash or non-convertible securities of the business of a public corp by a newly organized corp in which members of former management of public corp. have significant equity interest. Creates conflict of interest between management who will seek to maximize their profits rather than stockholder profits. Usually Board will hire independent board or may solicit bids in this case. Must usually rely on independent directors to set appropriate price and balance conflicts.
· Lock-Up is a device that is designed to protect bidder against competition by other bidder. Favored bidder given an option to acquired selected assets at a favorable price under designated conditions.

· Crown Jewels - o defeat a takeover bid by a disfavored bidder, the target's management may sell or give to a white knight a lock up option that covers targets most desirable business, or most coveted by disfavored bidder, its crown jewels.

· Fair-price provisions requires that a super majority (usually 80%) of the voting power of a corp. must approve any merger or similar combo with an acquirer who owns a specified interest in the corp. A fair price provision discourages purchasers whose objective is t o seek control of a corp. at a relatively cheap price, and discourages accumulations of large blocks, because it reduces the options that an acquirer has once it reaches the specified level of shares.

· Leverage involves use of debt to increase the return on equity. The extent of leverage is measured by the ratio of debt to equity. The higher the ratio, the greater the leverage.

· Leverage Buyout (LBO) is an MBO that is highly leverage, in which the newly organized acquiring corp. has a very high amount of debt in relation to its equity. Characteristically an LBO is ranged by firm that specializes in such transactions.

· Junk Bonds is a bond that has an unusually high risk of default (therefore below investment grade) but correspondingly carries an unusually high yield. Theory that by holding a portfolio of junk bunds, investors can insulate themselves from catastrophic loss if any one bond issue goes under. Because an LBO is so highly leveraged, much or most of the debt issued to finance an LBO consists of junk bonds. 

· No-shop clauses - A board of a corp. that enters into an agreement for a merger or other corp. combination may agree that it will recommend the combination to its shareholders, that it will not shop around for more attractive offer.

· Standstill - A target may seek an accommodation with a shareholder who has acquired a significant amount of stock, under which the shareholder agrees to limit his stock purchases as long as shareholder makes one or more commitments:

· It will not increase its shareholding above designated limits for specified period of time, it will not sell shares without giving corp first refusal, it will not engage in proxy contest, and will vote stock in designated matter in election of directors.

· In representation to register the shareholder's stock under SEA on demand, and to not oppose the shareholder's acquisition of more stock up to the specified limit.

· Take-Over Defenses
· Staggered Boards – Board seats elected at different times.
· Super-majority requirements - Instead of requiring a 51% vote for merger require 80 or 90% so more difficult to get takeover.

· Different classes of stock with different voting rights. - Different types different voting powers and giving enhanced voting stock to your friends or have charter provision that if you own over particular amount you are capped at a certain amount of votes even though you may hold a higher percentage of stock.

· Pac-man Defense - Where you are the target and being pursued by hostile acquirer and turn around and take over the hostile acquirer. Martin Martineta was trying to be acquired by Bendex, and Martin Martineta bought Bendex stopped and forced Bendex to run to white knight.

· Poison Pills - Gives voting rights to people that would become exercisable when a certain event happened (such as a person acquiring a certain amount of stock). Called options but usually issued under rights plans.

· Flip-In Pill - Entitles holder to purchase shares usually at discount, at occurrence of some event (usually acquiring of a certain percentage of company or announcement of hostile take over (meaning board doesn't support it) and then stock issued contemporaneously and become effective and entitles holder (everyone but hostile acquirer) to then buy stock of the target corp. at a substantial corp, which has effect of diluting the value of stock the acquirer has gotten.

· Company can typically redeem these pills. Board has ability to redeem pill and there is a weakness to this. If you can get board by proxy fight you can redeem pill and eliminate effect of the poison pill. 

· Dead-hand rules to prevent subsequent boards to redeem this pill (Courts disallowed these strategies)

· Every time board issues stock it could have potential dilutive effect and have affect on the stock price. 

· Shelf-registration making easier corp. to issue public stocks. Identify up front if equity or debt. Whenever company set up shelf to help issue stocks let to downturn in price because of dilution factor. But this is part of board discretion to manage daily business as long as preclusive or inconsistent with their statutory rights and duties. 

· Flip-Over Pill - Essentially work like flip-in pills in that are triggers and trigger is typically merger so instead of allowing stock in the target but allows person to get stock from the acquirer in order to dilute the acquirer's price and affect acquirer's shareholder.

· Other defenses based on triggers: 

· Company debt (see triggering conditions in debt), upon takeover trigger, the debt automatically becomes due and payable. Works well in rising interest rate environment. If 3% debt and now 10%, new parent would have new problem of higher interest rate.

· Jones Town or Suicide Defense -  Good example, when Peoplesoft being acquired by Oracle, if Peoplesoft required and product reduced, will go ahead and not just return the money got from customers but return 2-5 times the amount and that would force them into bankruptcy.

· Golden Parachute - Clause in senior's executive contract and would mean if there is a change in control, a senior executive gets automatically terminated but gets lucrative benefit, often like 10x salary (and average salary is $12 million so talking payout of 120 million. If you acquire company will have a couple million dollars worth of debt when you have terminated executives and makes target less attractive. If lower level executive they are called Tin Parachutes.
· If target's lawyer smart, they would put parachutes in entire corp. and way for senior executives to be comfortable to not rely on acquirer to make sure they had bail out or fall back upon leaving corp. 

· Two basic problems with parachutes even though a takeover defense: 

· Viewed as takeover defense but if reason you are acquiring company because management is back and so stock value not reflective of stock price, why should they get this enormous benefit. 

· 2nd, gives senior executives to pursue being taken over. Balance good reasons to be CEO or Board member versus 120 million, a hostile takeover doesn't look so bad, so really wont negotiate or work with hostile acquirer.
· Williams Act (Added s. 13(d) and (3) and 14(d), (3), and (f) to SEA, and change 14(d) and Rule 14(d) and made 14(e0 and Rule 14e apply to any tender offer – Requires person to file Schedule Ds when they acquire certain amounts of property. Often 5% and any additional 1% stock acquired.
· Toehold Acquisitions - Under section 14(d) of the SEA, a person who has acquired beneficial ownership of more than 5% must file a Schedule 13D and has the amount and sources of the funds for the purchase, the purpose of the purchase, and plans with respect to extraordinary corp. transactions, any material changes in the info disclosed in a Schedule 13D must be promptly updated and any further acquisitions of an additional 1% or more of the corp.'s stock will be deemed a material change.

· Idea is to limit coercive effect of tender offer.

· The more time you have the less pressure you have to consider alternatives to see if terms are valuable.

· Tender must be offered to all classes of stock. This displaces Unocal (still good law in that establishes duties board must adhere to in addressing takeover) but in way that they tendered to everyone but hostile takeover, is no longer allowed under the Williams Act.

· Terms of tender offer can include condition including minimum number of shares to be tendered.

· Can require minimum to be tendered before proceed with acquisition.

· Could say tendering for 51% of company and know that could have poison pill problem so one of requirements of acquiring company than poison pill must be removed.

· All holder rules - Tender offer should be open to all securities holders 14(d) is best price rule and says price paid to security offer must equal highest price offered to any other securities holder. Like most favored nation clause, everyone gets the best price.

· Idea that irrespective of when you tender your shares or agree to have your shares purchased if that price goes up form who you have tendered, you will get the higher price as well.

· 14(d)(5) of Williams Act, Tendeing shareholder can withdraw tendered but unaccepted shares at any time after 60 days from the date tender offer was disseminated.
· Prorate s. 14(d)(6) and 14(d)(8) - Receive indications of interest from 50% of stockholders, so will prorate the 50% who offered shares even if only acquiring 38%.

· Target Corp. must notify shareholders whether it recommends acceptance, rejection, is neutral, or is unable to take a position. Under 14d-9 any person who solicits or makes recommendation in respect to tender offer must file 14D-9 which requires disclosure of nature of and reasons for solicitation and recommendation, conflicts of interest, and any negotiation or transaction being undertaken which relates to extraordinary transaction.

· Standing – Bidden does not have to sue for damages under Williams Act on theory that purpose of act is to protect target’s shareholders. Target shareholders have right to sue under 14(d)(6) (pro rata requirement, 14(d)(7), the equal consideration requirement and 14(e) (anti fraud requirement) or may apply for injunctive relief under antifraud provision. Also gives standing for shareholders to seek injunctive relief for continuing violations for violations of s. 13(d) but divided whether implied right of action to damages under s.13(d), majority rule is they do not.

· Disclosure obligations

· Also disclosure standards in 14(e) as we saw in proxy rules of 14(a)

· Materiality same as in 14(a) - TSE industries standard.

· Unlike 14(a), where 2nd circuit imposed negligence standard (fairly law standard for liability), requires scienter (recklessness or knowledge).

· Hart-Scott Radino Anti-Trust Improvement Act – Requires notification when acquisitions of stock in medium and large public held companies if acquisition will result in acquirer’s voting stock in corp in excess of $75 million.

· What Constitutes Tender Offer
· Some courts have eight factor test: 1) Whether the purchases engage in active and widespread solicitation of public shareholders; 2) Whether the solicitation is made for a substantial percentage of the corp's stock; 3) Whether the offer to purchase is made at a premium over the prevailing market price; 4) whether the terms of the offer are firm rather than negotiable; 5) whether the offer is contingent on the tender of a fix number of shares; 6) whether the offer is open only for a limited period of time; 7) Whether the offeree are under pressure to sell their stock; 8) Whether public announcements of purchasing program preceded or accompanied a rapid accumulation of large amount of corp. stock. 

· Hanson Trust PLC v. SCM Corp. (2nd Circuit) rejected eight factor test and held that whether an offer to buy stock constitutes a tender offer under the Williams Act turns on whether there appears to be a likelihood that unless the Act's rules are followed, there will be a substantial risk that solicited shareholders will lack info needed to make a carefully considered appraisal of the offer.
· Unocal Corp. v. Mesa Petroleum Co. 
· Facts: Price of $54 s share for 37% of Unocal’s Outstanding stock (Mesa had 13% so would have 50%), any shareholder who didn’t tender at first step would get junk bounds with face value of $54 (but because deeply subordinate value probably at 15-20% discount).
· Unocal says offer is coercive and inadequate because doesn’t reflect overall value of company and that large premium over $46 (market price) and GS says more like $60 a share (coercive because SHs who don’t share get junk bonds worth less than $54, Prisoner Dilemma, everyone looks out for self and not what best)). Basically freeze out two tier tender offer, force you to take other compensation cash or junk bonds.
· Coercive because acquirer gets ability to freeze out existing shareholders after taking control and difference between front and back end consideration.

· Amount up front is even reduced because only offering to buy 51% and if f every tenders, they get on pro-rata basis.

· Greenmail – Get toehold poison and threaten to acquire other stock because undervalue, try to black mail corp to buyout stock in return for acquirer going away. Unocal did selective tender offer to everyone but T. Bone Pickett (Mesa) and court says odd argument coming for him as he himself uses method to acquire companies.

· Unocal proves tender offer coercive, and their response was exchange offer was if Mesa got 64 million share, Unocal would buy remaining 49% outstanding or an exchange of debt securities with aggregate par value of $72 a share. This means lot of debt and lots of interest and will have to cut back on projects and explorations and make themselves less attractive and profitable.
· Holding: Court says if sole and principal purpose is for Board to entrench themselves even if legally permissible, court sill not allow it. They allow Unocal to preclude Mesa from being involved in liquidity offer even though have duty to Mesa, because have broader duty to shareholders of harm and to protect them from harm regardless of source (including if stockholder).
· Court says problem with BJR in hostile takeover situation because Board is self-interested (inherent conflict). Independent directors more likely to also have decisions influenced by other directors.

· Court creates enhanced (heightened) Unocal standard – Directors must show reasonable basis for concluding some danger to corp and must be reasonable relationship between threat it perceives and response, and Board response must be in proportion and not be draconian. This standard imposed before you get to BJR.
· Court Holding on Board Response: Court had reasonable basis to believe Mesa offer was coercive and inadequate (GS valuation and nature of offer). Court found that excluding Mesa was a reasonable responses because they would then be funding what Mesa was trying to do which was purpose of measure.  Court says if directors disinterested and acted in good faith and reasonable relationship, court will determine acted within BJR. Which court found here, threat and reasonable response that not too draconian. (Court clouded by T. Bone offer and didn’t look at which offer more favorable to shareholders).

· Technically T Bone offer was better and not more coercive if not less coercive.
· Note on Unitrin Inc. v. American General Corp.
· Also Bennett v. Propp said Board must act in good faith and reasonable investigation (duty of inquiry), was say take good faith and reasonable analysis of threat, then court looks to see whether defensive measure is draconian (whether preclusive or coercive), and if third step of analysis is whether response is within range of reasonableness (proportional to threat). Nature of threat sets range of reasonable responses.
· Bennett also said proof enhanced if majority of outside independent directors who acted with standards of good faith and reasonable inquiry.

· Three Kinds of Threats
· 1) Opportunity Loss – Where a hostile offer might deprive target shareholders of the opportunity to select a superior alternative offered by target management; Shareholders no opportunity to accept another offer either by target or another hostile offer. 

· 2) Structural Coercion the risk that disparate treatment of non-tendering shareholders might distort shareholders' tender decisions, whether structure of shareholders pushes shareholders to take a certain deal, as in Mesa; 

· 3) Substantive coercion - the risk that shareholders will mistakenly accept an underpriced offer because they disbelieve management's representations of intrinsic value; where shareholders don't believe director's recommendation that proposal is inadequate, so when board thinks price inadequate but shareholders will not listen to them anyway.

· May be substantive determination whether intrinsic value is the same as price offered.
· Is Response draconian? 

· Whether SHs being force to take management sponsored offer. 

· Maybe acquiring other company or selling substantial asset that doesn’t need SH approval, because prevents hostile tender offer form buying company (no longer wants it), coercive because SH have no say and forced to agree to management. 

· or preclusive in that prevents any other form coming in from another hostile tender offeror.

· Factors to Consider – 1) Is Board authorized to take action; 2) Is action limited and corresponded to nature of threat?

· Purpose in Unitrin was to give SHs a reasonable alternative to tender offer. Decided not authorized because cut in intrinsic rights of shareholders to vote. 

· Affect shareholder democracy? 

· Moran v. Household International Inc.
· Facts: Household adopted rights plan (poison pill) which activities upon tender offer of 30% of shares (Rights exercisable to purchase 1/100 share of new preferred stock for $100 and redeemable by board for $.50 per right. or acquisition of 210% by single entity or ground (rights issued and become non-redeemable and exercisable to purchase 1/100 share of preferred. Rights holder can also exercise each right to purchase $200 of common stock of tender offeror for $100 (flip over provision). Moran (largest shareholder) says it is coercive
· Holding: No s.14-10 violation because not tender offer, and they themselves are not tender offer, so state heightened BJR rule, not attempted takeover but preemptive measure. Court says apply Unocal standard even when defensive and pre-emptive measures. 

· Focuses on fact that majority of directors are independent. Court finds good faith and reasonable response, fact that they see tender offers out there makes defensive measures are reasonable. Could see future threat.

· Court says burden is on Board of directors and must show response is not draconian and not coercive or preclusive. Court agrees with Board with fact that it does not apply to proxy fight but only in acquisition of stock (Also thus doesn’t interfere with corporate democracy and no Blasius corporate democracy problem or erosion of shareholder rights), so if hostile tender offeror, must start proxy fight and remove board and bring in new board to vote out or redeem pill, so pill may slow down takeover but doesn’t preclude them. Court says not preclusive because only slows doesn’t stop takeover.
· Court says everyone does these shareholder rights plans and points to s. 157 which gives Board discretion to issue rights. Household says that Rights Plan analogous to anti-destruction and anti-dilution provisions which are customary provisions which are customary features of wide variety of corp. structures
· Court accepts that they have right under s. 157 and 151. In light of perceived threat, offer not coercive, preclusive, or damaging to capital structure and within statutory grant of 141(a), and in light of this it is a reasonable response. Once Unocal is satisfied, P has burden to should BJR should not apply (gross negligence) and P failed to meet this burden. More appropriate for BJR to be used in pre-planted defensive mechanism.
· Court did say that why adoption f pill is ok, they could look at pill in future to see if court meets Unocal SOR in applying it and whether response is reasonable at time o hostile tender offer.

· Courts will look at poison pills as advantageous because gives time to SH and Board to find better bid or negotiate better terms but if used inappropriately get Unocal or Blasius Standard.
· Charlestown Boot found that dead hand or no hand rule interfered with Board’s discretion in managing a corporation under 141(a). Charlestown was where wanted outside director to come in and direct directors how to enact their fiduciaries duties, this is not allowed. No way in charter initial board would choose to limit its own power. 
· But can limit Board discretion in charter under DE law (141(a) but cannot do it in bylaws (would likely interfere with charter). Likely a provision limiting future board discretion would fail under liquid audio.

· Carmody v. Toll Brothers Inc. – Courts reluctant to order redemption of poison pills on fiduciary ground because point of pill was to create bidding contest. 

· Dead hand pill only allowed where purpose to delay the process to enable board to develop alternatives to hostile offer, but unsuccessfully where goal to stop proxy contest altogether. Often ordered redemption in case of dead hand pills.

· Board amendment to bylaws to delay shareholder meeting or annual meeting so board and management could explore alternatives was held as valid responses, Board could not erect defense that would preclude proxy contest or improperly bend rule sin favor of board’s continued incumbency. 

· Other than dead hand pills, courts normally did not order redemption of pills. Reasons was that if pills valid and only incumbent directs could redeem them, would make little sense to replace incumbent board and thus eliminate only group having power to give hostile bidder control of company.
· Chancellor Jacobs in Carmody said dead hand pill violates DE statute by creating voting-power distinctions among directors without authorization in charter and interfering with director statutory power to manage business also interferes w/ shareholder voting franchise w/o any compelling justification and is disproportionate defensive measure because precludes or materially abridges shareholder rights to receive tender offer or wage proxy context.

· Quickturn Design Systems Inv. v. Shapiro (SC of DE, 1998)
· Facts: Board adopted a no hand feature of limited duration and to delay holding of special stockholder meeting. Quickturn conclude Mentor offer inadequate recommended stockholder rejection and amended bylaws to say Quickturn could determine record date, time and place of meeting 90-100 days after stockholder request and eliminated dead hand and replace with DRP, under which no newly elected board could redeem Rights plan for 6 months if purpose or effect of redemption would be to facilitate transaction with interested person.
· Holding: DRP will impermissibly deprive newly elect board of statutory authority to manage corp under 141(a) and interfere with exercise of fiduciaries duties and thus is invalid and unenforceable as limits freedom of newly elected board in matters of management policy.
· Revlon Inc. v. MacAndrews & Forbes Holdings, Inc.
· Facts: PP met with CEO of Revlon. Revlon found PP $45 offer inadequate (PP plan to break up company). Revlon commenced own offer for up to 10 million shares of common stock tendered on senior note of $47.50, tendered 87% of outstanding shares, and stopped PP offer. But notes decreased in value (12.5%) and led to lots of senior debt.

· PP new offer conditioned on getting 90% of outstanding stock and less at increase price if Revlon removed bids. Board rejected offer, and raised to $53 on Oct. and $56.27 on Oct. 7. Revlon agreed with White Knight, Forstmann, at $56 a share, would exercise golden parachutes, and Forstmann would assume $475 million debt incurred by issuance of notes at par value, and Revlon would redeem Rights and waive notes. 

· Forstmann made $57.25 offer base don lock up option to buy Vision Care and other company (Revlon Crown Jewels), 100-175 million below Freres value and no shop provision and 25 million cancellation fee. Board approved proposal, because higher than PP, protected note holders, and Forstmann financing in place, PP made $58 share offer on Oct. 14.
· Forstmann would fund purchase through Junk debt, high interest rate, and subordinate debt, he is agreeing to assume $475 in debt, and needs bank commitments and must issue junk debts. 

· Ran to White Knight so that if company taken over they wont lose job and know inevitable company be taken over (would be thrown out if just rejected PP’s tender offer).
· Holding: Court said board responsibilities shifted once it became clear they were going to sell company (when ran to white knight). Knew after defensive measure with Perelman to find best buyer, knew company going to be broken up, just a matter of who, Board duty shifts from protecting company to finding maximum price for stockholders (Board now auctioneers). REVOLON DUTIES. 
· Court looks at how Board considered note holders, and said they are not SHs, so no fiduciary duties and duties defined by contracts (Board worried about nuisance suits from note holders. Court says they cannot consider nuisance cases and have duty to think of best interest of equity holders and has nothing to do with note holders. Remaining equity holders would be hurt by exchange of old debt for new debt because assets would be used to pay down debt.

· Even though only dollar difference between offers says how Forstmann offer would take 3 months to close (net present value idea, time = money)

· No-Shop Provision – Not per se illegal, but to extent it gets in way of Board’s oblgiaiton to find best price, no shop becomes problematic, which is why most M&A agreements provide for fiduciary duty outs, so no-shop provision do not interfere with Board’s ability to fulfill their fiduciary duties. 
· Here court finds Board did not provide for equal opportunity bidding process and favored one bidder over the other and thus violated Revlon duties, and did not satisfy Unocal which required them to consider bids and respond proportionately.
· Staggered board bylaw without shareholder approval likely violate Blasius and preclusive because prevents others from taking control and thus draconian. 
· Barkan v. Amsted Industries Inc. 

· Board must have good faith and due diligence and understand basis. Not required to put company for auction but required to have reasonable basis of how to assess bid and whether reasonable or not and once determine that it is reasonable bid you respond proportionately. Must conduct reasonable diligence that price fair and reasonable.  for bid that might be looking at the market.

· Revlon never got to question between long and short term proposals and never gets to position to decide between the two

· Paramount Communications Inc. v. QVC Network
· Facts: 11/15 P board members are independent. Redstone owns most of stock of Viacom and for all purposes owns company. Davis conflicted because wants to deal with Viacom to go forward because Davis will be CEO of new company. P tries to amend pill to carve out Viacom. Also come up with three defensive mechanisms in agreement:
· 1) No-Shop Provision – Standard No-Shop, Board can’t solicit other companies and any proposal they receive must have material financing completed or else they can’t talk to them regardless of what is required by fiduciary duties.

· 2) Termination Fees - $100 million termination fee if competing transaction or stockholder rejection

· 3) Stock Option Agreement – V option to buy 19.9% of P stock at $69.14 and could do so on senior subordinate debt of questionable marketability. Allows competition to get substantial shares with almost no money and turn around and sell them, P gives outright $11 per share to V, and all it must do is bid 

· QVC makes $80 per share offer, and Paramount says can’t talk to QVC because of no-shop. Have meeting to discuss VC offer and part of process to look at offer, and maybe should have gotten someone (investment banker or lawyer) to get  away form conflict of Davis.

· Court says P had considerable leverage in negotiating with V. 
· Holding: Court looks at problem for minority shareholders and they are losing value of voting rights and can be cashed out and lose their voting rights. Also court sees sale of control premium (asset of SHs) and have Davis negotiating with V to give away control mechanisms which is SH asset

· In light of fact that have less liquidity and less voting authority and sale of a shareholder asset being negotiate by board, reliance on fiduciary duties by SHs becomes particularly important and so enhanced scrutiny and compliance of Board w/ fiduciary duties becomes particularly important especially to minority shareholders.

· Court says even though corp would own stock, corp basically owned by Redstone, so even though selling to company that has other SHs, because Redstone controls company, you are basically selling to one person. (If Viacom was broadly traded and on one owned particular large amount of V stock, there would be no change in control)
· Court focuses on relationship, fiduciary duty of Board to SHs, particularly minority ones and Board seems inherent conflict and negotiating sale of asset that belongs to SHs. 
· Case stands for fact that Revlon duties are not only implicated in break up of company but also when there is some sale of control (whether actively auctioning company, taking others to take interest in company, namely inviting bidding contest.
· Each of the 3 defensive mechanisms is not per se illegal but 3 together effectively stop anyone from bidding and are preclusive. In aggregate they are overly defensive. 

· Two features of stock option agreement are problematic – V does not have to pay get illiquid not of questionable value. Also coercive and forces shareholders into expecting V offer. 

· Court says may be situation that Board may come across where fiduciary duties that they require them to do more than just sit on their hands and do nothing. Court says Board felt constrained by odd advice by talking to unsolicited bidder. May find case where Revlon duties require them to auction company and talk to other bidders. Court says irrespective of fiduciary clause in no shop, any provision that limits board discretion to fulfill fiduciary obligations is void. Effectively changes “and” in this provision and makes it an “Or.”
· Court troubled by fact that have better bid from another buyer and couldn’t take advantage of it by going to V and getting more flexible merger agreement. No shop could not define or limit fiduciary duties of board and because did invalid. Paramount stockholders were entitled to receive control premium. 
· Because of inherent conflict require heightened scrutiny and Unocal Standard. Talks about how board may have actual self interest (applies directly to MBOs), and affects majority of directors approving transaction and court will apply more exacting scrutiny to make sure entirely fair to stockholders. Because not stock for stock basis, long term synergies less relevant.
· Significant disparity of value cannot be justified on directors vision of future strategy because change in control would supplant Paramount Board and uninformed process deprive their strategic vision of much its credibility (why Revlon values).

· Arnold v. Society for Savings Bancorp – Directors for corp have obligation of acting reasonably to seek the transaction offering the best value reasonably available to the stockholders in at least three scenarios:

· 1) when a corp initiates an active bidding process seeking to sell itself or to effect a business reorganization involving a clear break up of the company.

· 2) Where in response to a bidder's offer, a target abandons its long-term strategy and seeks an alternative transaction involving the break up of the company

· 3) When approval of a transaction results in a sale or change of control.

· In the latter situation there is no sale or change in control when control of both companies remains in a large fluid, changeable and changing market.
· Hilton Hotels Corp. v. ITT Corp. (USDC, NV, 1997)
· Facts: ITT seen as undervalued owned by Sheraton and Hilton commenced merger offer. ITT sold core assets to raise cash and make tender offer less effective and went to NV gaming authority and said Hilton did not run proper gaming operation (often companies run to regulatory agencies like in antitrust to stop merger).
· ITT reorganizes and creates 3 corps including ITT destinations holding 93% of its assets and makes company very hard to acquire, staggered board, supermajority vote, and 80% to remove Board members without cause, and put in poison pills (basically put themselves in office for another two years).
· Holding: Court looks at Unocal Standard and Blasius (whether inequitable disenfranchisement). Court found price was reasonable and no demonstration Hilton would not be effective in acquiring ITT. They then look at response (sell off assets, staggered board, monster poison pill). Court says conceive because no shareholder vote required and draconian. Court say for 2/3 of board, shareholders who thought they had a vote no longer have one for 1-2 years, and so invalid under Blasius
· Effect relationship between Board and shareholders, shareholders no choice but to accept plan and a majority of incumbent boards for another year. The timing (less than 2 months before annual meeting where would have chance to vote on board) and structure , entrenchment effect (they get more insulated position), their stated purpose (no credible justification for not getting SH approval, only has vague generalizations like avoiding market risks), and failure to get IRS opinion for plan (stated purpose and makes it evident primary reason was to impede franchise) all make it preclusive and primary purpose of entrenching board. 

· Even if economic benefits does not remedy board entrenchment. 

· Board also failed to show good faith and reasonable investigation.
· Omnicare Inc. v. NCS Health Care Inc. (SC of DE, 2003) – 3-2 decision
· Facts: Class B has 90% voting authority, Class A had limited authority. Olcalt and Shaw (insider board members – executives) and together own 65% of vote because so much Class B. NCS decline to a low as $.09 to $.50 per share. NCS invites Omnicare to begin possible transaction. NCS looked for stalking horse merger partner to get best value and Genesis said they would not do this and wanted degree of certainty (Genesis especially wanted to block Omnicare). July 26, 2002 – Omnicare faxed NCS proposal with exclusivity agreement, next day got Genesis agreement with substantially improved terms but stipulated deal had to be approve by the next day at midnight (36 hours). Board stated balancing potential loss of Genesis deal with uncertainty of Omnicare’s letters agreed to transaction. Board had formed independent committee because talking about bankruptcy and owed duty to enterprise as whole rather than just stockholders.
· Agreement – NCS stock get 1 share of Genesis for every 10 of NCS. NCS would redeem note in accordance with terms regardless whether NCS recommended merger. No-shop agreement (no discussions with third parties unless 3rd party gave bona fide unsolicited written proposal and termination fee of $6 (very small).
· Omnicare gave far superior proposal with due diligence out (reasonable investigation, often can be problem, eats up substance of offer, usually easy to find something that is questionable.)

·  (Genesis had required NCS to omit any effective fiduciary clause out of merger and required NCS to put it before stockholders even if they didn’t recommend it). Part of deal also included that Shaw and Outcalt (65% of shares) entered into voting agreements and would vote in favor of merger. (Basically regardless of support it will pass)

· NCS withdrew recommendation in favor of agreement but submitted it to stockholders, where passed. 
· Holding: When under time pressure need to be able to get info and to act reasonable under all info available and make good judgment. Court gets focused on fiduciaries duties and Board must ensure benefit of all stockholders not just majority. Court says 146 by typing up director’s hands, Board is giving up fiduciary obligations and because inevitable to submit agreement to shareholders they pass and ignore their fiduciary duty.
· Court says heightened responsibility to SHs and no fiduciary out and by not having that requirement, this part of agreement is void. Court reads into transaction a fiduciary out (either put one in or Court will imply one) and to extent fiduciary obligations override terms of contract, we will find provisions of that contract to be void.
· Means directors need to protect minority and have heightened obligations and this is why require fiduciary out. Omnicare did withdraw approval and fairness opinion (delivered by investment bankers and says whether or not price is fair) and in post Van Gorkom world is part of due diligence Board must take in course of duties. Court says they were trying to protect themselves and says their vote doesn’t matter, because deal will go forward because of voting agreement.

· Dissent – If board had not agreed with Genesis and defensive mechanisms there would have been no deal, said without his provision and lack of fiduciary out clause there would be no deal. Court says minority shareholders (public) knew they would be minority shareholders against two large ones and these provisions needed to keep Genesis in bidding agreement. If Genesis had walked, Omnicare would likely have pushed NCS into bankruptcy, and debt and equity would have been hurt.

· Court has created per se rule and black letter rule of requiring fiduciary out, and says this has no support in case law.
· Says need to look at each situation given fact sand to take Unocal standard and apply it blindly (dissent says) to these facts is odd result, and to say fiduciary out always requires means that Genesis of world will not bid knowing Omnicare could outbid them, and would result in  NCS and others like it getting hurt.

· Court points how Blasius did not make per se rule, and maybe you could switch burden, but bad to create black letter law and court not permitted to consider benefits of defensive mechanism and positive effects. (Didn’t look at benefit that defensive mechanisms brought, namely Genesis not walking).
· State Takeover Statutes
· 1st Generation Statutes – Statutes tend to impose very stringent requirement son bids including fairness reviews. Not limited to states incorporated in relevant states. Edgar v. MITE Corp. held an IL takeover act unconstitutional because unconstitutionally relate commerce across state lines and imposed excessive burden on interstate commence because IL could block nationwide tender offer. 3/6 found unconstitutionally because major objective to balance between management and bidder.
· 2nd Generation Statutes – (a) Control Share Acquisition Statutes – Provide if acquiring shareholder crosses designated threshold, prohibited form voting the acquired share unless gets approval by vote of majority of corp’s disinterested shareholders and corp’s management. CTS Corp. v. Dynamics of America – Upheld constitutionality because only applies to IN, did not give advantage to any bidders, statute allowed shareholders collectively to evaluate fairness. Also nothing prohibited IN statute from consummating offer on 20th day (earliest day permitted by federal law). (b) Fair Price Statutes – requires that if a winning bidder makes a two tier tender offer, it must pay non-tendering shareholders the highest price it has paid for target shares. Exception if transaction is approved by 80% of all shares and 2/3 of shares not owned by bidder.
· 3rd Generation Statutes – (a) Waiting Period Statutes - Prohibit corp who acquires specific percentage form merging with that corp for designated waiting period unless certain conditions met. In addition, acquirer may have various reasons for wanting to merge with acquiree as partly owned subsidiary. Purposes frustrated by these statutes. NY Statute (five year delay unless approved by acquiree’s board), and Del. S. 203 – prohibits business combinations and other designated transactions between A and T for 3 years, unless B acquires 85% of T’s share sin the initial tender offer, or transaction is approved by 75% of T’s shares other than shares held by B.

· Amanda Acquisition Corp v. Universal Corp., 8th circuit held WI waiting period statutes was constitutional. To say Congress wanted to be neutral between bidder and target does not mean it for forbade states to favor one of those sides. CC does not demand states leave bidders a meaningful opportunity for success.

· C. Other 3rd Generation Statutes – Persons who own, offer to acquire, or publicly announce an intention to acquire, or publicly announce an intention to acquire, 20% of public traded PA corp must disgorge any profits they realize form disposition of that corp’s stock within defined period. MA statute requires every publicly held MA corp to have classified board. 

· D. Constituency Statutes – Allow board to consider interest of groups other than shareholders in making decisions, including decisions to resist takeovers.
· Courts permit Defensive mechanisms – so have item to negotiate better deals, assess nature of deals offered, to demonstrate SHs benefit of long term strategy for cop. Idea is to minimize return for SHs.
· BJR not standard because of inherent conflict and courts feel that heightened standard putting burden on Board to show reasonable reflect inherent conflict between Board and Management level. 

· SOR for defensive mechanisms require good faith, Omnicare is law but question whether went to far to apply to board discretion which was done reasonably in good faith and after reasonable investigation.

· Footnote 9 in QVC case requires even higher standard where not just inherent but actual conflict. 

Duty of Loyalty

SELF-DEALING
· Duty of Loyalty comes from explicit and actual conflict of interest rather than just in existence because of a person’s status as board member. Typically involves economic benefits fro themselves family, or their entities. 
· Courts use reasonable standard where directors in same circumstances would be reasonably affected by this ownership. Whether a reasonable director under these circumstances would have objectivity influenced. This is the materiality test
· There are two types of conflict: Direct and indirect (Between associate or family member or where director has significant interest). In direct conflict focuses on director, director’s relationship and family benefits whether directly or through ownership interest. 
· Direct Conflict (Could include if director wants to sell corp property, whether influencing price or to even buy in first place (even at market value), or if they as board member are approached about business opp or investment opp. and whether they approached as representative of corp or themselves. 

· Stockholdings - Less than 10% not presumed to be conflict unless economic benefit shown to be meaningful director (10% is mark). 

· RMBCA s. 8.60 – Defines director’s conflict in section in which related person was material party or had economic interest and related person includes, spouse bunch of family members and in-laws.

· Choose family – Because don’t want to get into nitty-gritty of determining nature of relationship, and also to avoid abuse and the like.

· SEA s.10(8)(3) – Deals with direct acceptance. Require audit committee and don’t just deal with direct acceptance of payment from auditor, but indirect acceptance including situations where audit committee member is partner in firm that provides services and receives fees. Even if you don’t get economic benefit, if connected could be violation of requirement for independent for audit committee.

· Balance: We don’t completely ban self-interested transactions, because especially in small companies, they would never be able to do business (people who are knowledgeable in industries tend to be managers and on boards of other companies) but don’t want to rely on private ordering and stockholders more likely to invest in companies that don’t have self-dealing.

· Duty of loyalty tries to take these considerations and balance them to help corps and those that can possibly hurt company and make sure no abuses in the transactions and that they are done truly for benefit of company.

· General was that contract between director and corp valid if approved by majority of disinterested fellow directors and not found to be unfair or fraudulent by court if challenged, but if majority interested it was voidable at instance o corp or shareholder w/o regard to any question of fairness. Could detail directly if he made full disclosure and took no unfair advantage.

· Lewis v. S.L. & E. Inc.
· Facts: Two closely held corps. SLE owns property and leases to LGT. Argument that assets of SLE wasted and had unfair rental agreement with LGT between 1966-1972, with rate of rent unreasonably low and overlap of directors and management and officers, and this effected sale price (which P forced to sell). Esteberger independent director had resigned
· Holding: NO BJR 9presupposedes directors have no economic benefits). Court just looks to see if deal is reasonable and fair. Factors of this: 1) Profitability (light of increase cost should have increased rent); 2) What opportunities out there and what market is (doesn’t matter LGT could pay, but whether LL (SLE) could get better deal; 3) Look at economic downturn of area making it less attractive.
· Focus on Process: Absence of process, Board never met, no contemporaneous effort to look at this, court focuses on contemporaneous process of setting price to make sure arms length fair dealing(where reasonable negotiation and agreement on price, and when see after the fact rationalization and disturbed by little process). Court uses same fairness standard (whether fair economically) as in duty of care.
· Court discredits fact that LGT could not pay anymore (then they could and points out that as soon as brothers became shareholders they increased their salary).

· Court focuses on conflicted transaction between two companies.
· Damages: Ds as beneficiaries of unfair contract must make up to LGT the difference (unjust enrichment claim). Court says not effective because immoral person only has to give back damages if caught (so if do 10 times and only get caught 9 times they don’t lose).
· Problem with lone director (would lone direct feel comfortable in closely held company making independent determination). Many pressures also the chance of being fired.
· Two kinds of disclosure required when conflicted director or conflicted transaction:
· 1) Nature of the Conflict

· 2) Nature of the Transaction
· RMBCA and Cookies – Says you don’t need to disclose profitability or something board needs to know, if doesn’t go to substance of property and that if they know value of property is sufficient. If number so substantial to recommend something wrong with price or conflict greater than usual, courts will find that knowing about profitability was something board should reasonably find out. Because of materiality, even with Presumption against disclosure , could find reasonable director would find this material
· Mills – Very strong focus on disclosure and lower courts focused on whether transaction fair SC said don’t want judges making judgments about fairness unless absolutely had to and shareholders can be fickle and do many things not in economic bets interest and fur courts to 2nd guess what shareholders might or might not do should not be business of court, they should just make sure they info to act in their own interest, whether they do it or not.

· Generally, duty of loyalty legal sanctions are less severe than legal sanctions for duty of care.  A lot of times it is restitution (although if property value dropped he could benefit), must make any salary earning during relevant period also to make restitution of his wrongful gain. SO return money from transaction and any money he would earn from his contract of employment. There are also sometimes punitive charges (trial discretion and usually when there is proof of fraud – anything calculated to deceive,  including all acts, omissions, and concealments involving a breach of legal or equitable duty, trust or confidence.

· Duty of Loyalty requires terms of self-interested transaction, and that even if fair transactions that it be fair to corp. 

· Cookies Food Products v. Wakes Warehouse (SC of IA 1988)
· Facts: Herrig distributed Cookies’ barbeque sauce, (Herrig got 4/5 board members, under Herrig Cookies got exclusive distributorship and expanded scope of services for which compensates Herrig. Also moved to product development and developed successful taco sauce line.
· Holding: Enter transaction with subsidiary and know it will highly benefit parent at expense of subsidiary and minority shareholders, they could be screwed (IA seems to say if majority agrees, minority could be screwed. Disinterested directors = no financial interest (no focus on structural pressure)
· Statute is a supplement to CL (unless specifically repudiates), and courts says mean to prevent automatic voidance when interested transaction, but does not prevent fairness analysis. And says statute did not intended them to only rubber stamp
· Burden is on interested director to show reasonable. Court finds this is fair and reasonable payment even though Herrig gets 6 times what normal person would get. Focused on Herrig personally and make substantive determination of Herrig in creating profitability for company and based on substantive judgment that fair transaction and amount reasonable.

· DGCL s. 144 – If board gets all info and they make judgment to approve or not prove transaction. Eisenberg suggests that use of good faith s. 144 opens opportunity for court to determine whether or not transaction fair, because board in good faith would not approve bad transaction. Burden also on D to demonstrate Board acting independently, that fully informed, and freedom to negotiate at arms length.   When looking at fully informed and independent focus is on fairness (even though rules procedural, an independent group of directors analyze transaction. Because in good faith and independent and at arm lengths, court used this to look at fairness of transaction. 
· Most states have adopted statutes, like CA, DE, NY, and Model Act that address the effect of approval of self-interested directors 
· 1) Some, like CA statute require some form of fairness test even if transaction shave been approved by disinterested directors.

· 2) Many of the statutes, such as DE statute, explicitly required that approval by disinterested directors be in good faith, and such a requirement can be implied even where it is not explicit. Judge Friendly held that the rationality of a decision was relevant in determining whether the decision had been made in good faith. Box 1
· 3) Even courts seem to use the term "good faith" in a relatively subjective way characteristically go on to review decisions for quality under the guise of a rule that if a decision is irrational, egregious, or the like, this shows bad faith. Still review fairness
· 4) Many of the remaining statutes can be interpreted to merely change the CL rule that self-interested transactions are voidable without regard to fairness, rather than to preclude review for fairness. Thus, some courts have held that such statutes only render a self-interested transactions not automatically voidable.

· Marciano v. Nakash - The DE SC stated that approval by fully-informed disinterested directors under s. 144(a)(1), or disinterested stockholders under s. 144(a)(2), permits invocation of the BJR and limits judicial review to issues of gift or waste with the burden of proof upon the party attacking the transaction. Box 2 again
· For me to conclude that the disinterested directors' approval of the transaction shifted the burden of demonstrating the unfairness of the transaction to the Ps, the Ds must demonstrate that they are entitled to rely on s. 144(a)(1). Burden shifts after demonstration of fully informed, disinterested directors and good faith.

· It is widely believed that regardless of the for of the statute, at least outside of DE approval by disinterested directors will not prevent a court from reviewing self-interested transactions for obvious unfairness.

· Corp. Governance makes this implicit rule explicit, by adopting a test intermediate between the BJR and a full-fairness test in cases where a self-interested transaction has been approved by disinterested directors.

· Waste (distribution of assets w/o consideration and just gives away something). Transfer of corp assets that serves no purpose. ALI (WASTE) – Transaction continues waste if it involves expenditure of corp funds for which no consideration received and no rational business purpose. 

· Shareholder Ratification (concept deriving from agency of conferring legal authority on agent) – Could either shift from fairness to waste (Box 2) or could shift the burden of unfairness to P but leave shareholder protective test in place. Box 5
· Two other general possibilities, is it is complete defense or offers no assurance of assent that deserves judicial recognition.
	
	
	Interested Director
	Interested Controlling Shareholders

	Approval By
	Disinterested Independent Directors
	BJR/Waste (Court consideration of good faith/fairness – Applies irrationality/Waste – BOX 1
	Fairness (Burden of Proof shifts to P, but still look at substance of transaction to see if it is fair. Box 4 (same as box 5)

	
	Disinterested Majority Shareholders
	Waste – BOX 2
	Fairness – Burden of Proof shifts to P (Same as above). Box 5

	
	None or interested directors (not independent)
	Entire Fairness (Burden on interested party). Courts look at fairness and don’t like these kind of transactions, wont rely blindly of process. Don’t like these transactions.
	Entire Fairness (burden on entire fairness and don’t like these kind of transactions, wont rely blindly of process.) Don’t like these transactions. Same as to the right


· Both decision by shareholders and board subject to waste/irrationality but BJR is only a board standard, and courts defer to shareholders absent some waste.

Corporate Opportunities
· Hawaiian International Finances Inc. v. Pablo
· Facts: Pablo was president and Pablo and W directors of Pablo realty. While in CA, Pablo on behalf corp. to buy two parcels of land. 
· Holding: Here, director is representing the corp and using it receive pecuniary benefit. Pablo was representing company was being paid (board not entirely clear they knew Pablo would benefit twice as employee of Hawaiian International and as stockholder & director of Pablo realty), if Pablo had disclosed it Board might have approved it. For corporation to be liable they must known what is going on (to be liable under aider and abetter). Pablo was only director or substantially holder and implied liability and aiding and abetting liability and fact and embedded knowledge. SO both Pablo and Pablo Realty liable.
· Forkin v. Cole – If officer or cannot use corp. funds to line pockets or get additional benefits beyond officer/manager (manager used corp property as a loan)
· In Re eBay Inc. Shareholders Litigation 
· Facts: GS awarded individual Ds (E-bay directors) thousands of IPO shares at initial offering price. Able to turn these investments into instant substantial profit. Done to show appreciation of eBay’s business. Called spinning (now illegal in both NYSE and SEC rules) 
· Holding: GS has ability to decide to get IPOs it is big asset. Give benefits to partner to get future business. Not a corp. opp for eBay. Only reason directors and officers got money was because of their position as directors and officers. Thus not really their money and got it because of position and only entity entitled to position is eBay. Took stock for own benefit and getting allocation at relatively inexpensive price.
· Northeast Harbor Golf Club Inc. v. Harris
· ALI definition of Corp. Opportunity – 5.05
· General Rule: 1) Any opportunity to engage in business activity of which director or senior executive becomes aware:

· A) in connection w/ performance of functions reasonably lead director or senior executive to believe that he person offering the opp. Expects it to be offered to corp.

· B) though use of corp. info or property, if resulting opp should reasonably be believed to be would be in interest to corp (for director or senior executive.

· 2) Any opp to engage in a business activity of which a senior executive becomes aware and knows is closely related to business in which the corp is engaged to expects to engage.

· 5.05(c)- Burden of proof is on the director or senior executive burden of proving that rejection and taking of opp fair to corp. 5.05(d) – A good faith by defective disclosure of facts concerning corp may be cured if original rejection of corp opp is ratified following required disclosure.
· 1) Focuses on role in corp. as director or officer and focused on two respects; whether you got info due to performance as director or officer or whether opportunity is something you would reasonably expect to go to corp. and the other is the use of corp. property.

· 2) Second opportunity focuses on whether activity is closely related to the business of the corp. in which senior executive is an officer. Very similar to the line of business test described in Goth case.

· Goth Test (Del.) Line of Business Test - Officer or director may not take business opp. if corp is financially able to exploit it; 2) the opportunity is within the corp's line of business; 3) the corp. has an interest or expectancy in the opportunity and 4) by taking the opportunity for his own corp. fiduciary will be placed in position amicable to his duties to the corp.

· Whether opp so closely associated w/ existing business activities so as to bring the transactions w/in that class of cases.

· Case goes on to say the kind of requirements that would be there for director or officer to take corp. opp. If the opportunity is presented to the director or officer in his individual and not his corp. capacity; 2) the opportunity is not essential to the corp; 3) the corp holds no interest or expectancy in the opportunity; 4) director or officer has not wrongfully employed the recourse of the corp. in pursing or exploiting the opportunity.

· Difference from interest and expectancy:

· Interest: Something in which company already involved and opp. Is almost consider asset of corp., it is in business they are in an opp. really belongs to corp. 

· Expectancy: more tenuous, something corp. reasonably expects to receive but may not be area of business they are currently involved in, and may be consistent with future plans but not directly related to business they are in.

· Financial Ability - Under ALI concept, the officer should not take into account budgetary or financial constraints, it is not a consideration because there is an inherent conflict. If you are CEO you largely control budget, and for you to decide what is financially viable, puts you in direct conflict and so ALI does not consider it a factor.

· May be courts dealing with financial viability with looking at ALI, maybe for other lines of business or others, and using financial constraint to determine if corp had reasonable expectation to expect MI-2 license (Broz v. CIS case). 

· Facts: Broz president and sole stockholder of RFB, also outside director of CIS. Mackiner Cuellar wanted to sell FCC license area known as Michigan two. Broz told to CIS directors who said it didn’t have money or inclination. New owner of CIS says Broz usurped corp. opp of CIS.

· Holding: CIS not financially capable, no duty to consider interests of Pricellular (new owner) when he choose to purchase MI-2 (depends on circumstances existing at tine presented itself to him without regard to subsequent events). Also done in his individual capacity, the opportunity not essential to corp, corp held no interest or expectancy in opp, director or officer did not wrongfully exploit opportunity while employed.

· Under ALI doesn’t matter how you come across corp. opp (whether in individual or in representative capacity (if it is closely related to your duties as officer, that is it). 

· Second ALI provision (5.5(b)(1)(B)) is limited to senior executives. If Senior Executive and come across something dealing with this it is a business opp. 

· For director doesn’t apply, because too much to impose because director (maybe expert in GS, you will know corp. opp have to disclose it), doesn’t’ make sense.  

· In Delaware - This Corp. opp. idea Applies to directors and officers - ALI, 2nd opp. and 2nd line limited to just seniors and executives where in Delaware applies to officers and directors.

· With Goth test - director may take corp. opp. if in individual capacity - what they are saying is that if director or officer and get something in individual capacity you need not disclose it.

· Whereas ALI test applies regardless of whether in individual or executive capacity or position as officer. 

· Del. extends to directors but much more flexible in what counts as corp. opp. and gives more discretion to directors and officers to decide what it is.

· ALI says if at all remotely related to corp. opp. must disclose and present business opp. to corp.

· o
Delaware is much more flexible standard.
· This is what happened in Broz case - Director of two companies, and wondered if buying FCC license if he breached duty to one company by getting it with a other company. Clear that CIS just came out of bankruptcy and no financial capability and given no opp. to buy this it was not corp. on part of CIS and could buy it for other corp.

· IF an ALI, if he was officer regardless of how he got info he would need to present it to board.

· Much greater flexibility which is why De. Much broader in scope in regards to ALI which is limited to officers.
· ALI s. 5.04- Says a director or senior executive may not use corp. proprietary, material non-public corp info, or corp. position to secure pecuniary benefit unless value is given for use and transaction under 5.02, the use is solely of corp. info and not in connection w/ trading of corp securities, and is authorized in advance or ratified by disinterested directors and meets requirements and standards of disclosure.
· Disclosure (5.02) – First must describe opp and describe conflict and says receive info in such and such capacity and obligation to present nature of opp and why individually he might want it.

· No discretion in ALI, as soon as corp opp must disclose (greater burden on senior executives) but in DE have discretion and can consider other factors like financial ability, whether reasonable expectation corp will pursue opp, and can look at circumstances in which they receive offer.
· If approved or disapproved by Board, it is judge by BJR and P would have burden to show BJR should not apply or might demonstrate lack of fairness, and even if procedural fairness (and look at underlying process) courts tend not to trust procedure because know there is a lot of pressure eon boards to act in consistent manner with shareholders even though economically disinterested. Burden on D to demonstrate entire fairness if BJR not applied (if no board approval or interested board approval)
Controlling Shareholders
· Zahn v. Transamerica Corp.
· Facts: TA (controlling shareholder), and there is a duty from controlling shareholders to other minority shoulders (need not necessarily be 50%). Three Classes of stock. Class B only gets half as much as A if liquidated (also 3.20 in cumulative dividends as compared to 1.60), and gets after preferred but before Class B. Only gets vote if no dividends for four quarters. B Has voting power).
· Call Feature – All shares of Class callable by corp at any quarterly dividend and get $60 + dividends.

· Liquidating Feature – Permits A shareholders to convert to B shareholders. B gets hurt if company does bad (but B does better if company does well, upside benefit because no call feature) and A gets twice as much as B in bankruptcy (downside protection).

· Board finds that C like preferred and if act on behalf of B shareholders at expense of A they re fine w/ duty.

· Tobacco assets worth a lot more tan on books, dominated by TA (large Class B owner), AF selling to Phillip Morris who was mixing low and high grade an couldn’t disclose profits because doing something illegal.

· Holding: Controlling stockholders have right to control but as fiduciary relationship with minority (So. Pacific Co. v. Bogert) s much as the corp itself or its officers and directors are fiduciaries) Idea to let stockholders decide for themselves (not for court to decide what would be decision making process). Uses TSC information of materiality. Courts says stockholders w/ info would covert to class B so will provide damages to ultimate liquidation value minus $60 (amount forsaken had they transferred to Class B. (Puppet-puppeteer relationship between majority shareholder and board)
· There would also be private action under 10(b)(5) to fill holds left by Zahn, like shareholders who sold to Transamerica before to call option executed who sold to TA.

· Delaware Courts have been rigorous in requiring full disclosure by controlling shareholders when they deal with minority.
· Lynch v. Vickers Energy Corp. 46% stockholders had to disclose all info in their possession germane (material) to transaction. Fidicuary duty requiring complete candor of catc sand ciruycmstances surrounding tender offer.
· Rosenblatt v. Getty Oil Corp – Explicitly adopted test of materiality set out in TSC and dropped duty of candor terminology.
· Shell Petroleum v. Gett Oil Corp – Shell minority would get 58-60 shar3e if waived right to appraisal before fixed date (programming error led to understate future net cash flows by 3-3.56 a share. Minority award damage for material misstatements, material if substantial likelihood that disclosure of omitted fact would have been viewed by reasonable investigator as significantly altered total mix of info. Question whether relevant not whether it would change decision.

· With controlling shareholders directors hare positional conflict (keeping position) not direct profit and thus easier for P to focus liability on controlling shareholder (also deeper pockets

· Sinclair Oil Corp. v. Levien (DE, 1971)
· Facts: Three Claims: 1) Improper issuance of dividends; 2) Corporate opportunity; 3) Breach of contract. Have controlling shareholder (Sinclair is owner of Sinven w/ 97% ownership so know Sinclair has fiduciary relationship.

· Holding: Once have controlling shareholder, ask if transaction raising conflict of interest? 2 requirements of self-dealing (what court looks at)
· 1) Did minority receive same benefits as majority? (minority excluded); 2) Whether or not particular transaction involves some detriment to minority shareholders.
· Holding (Cont.): Heightened fairness of review and intrinsic fairness review: high burden that controlling shareholder has to show deal objectively fair and fair to corp as whole and to minority shareholders.
· Specific Holding: Here, no self-dealing because majority and minority treated equally (and dividends issued under s.170, the fairly broad discretionary power for board to issue dividends). 

· Corp opp? Court adopts BJR, after court finds no corp opp denied, corp opps didn’t really belong to Sinven (Sinclair could choose which provisions would get which projects, hence BJR)

· Breach of Contract – Contract between Sinclair and Sinven. Only people benefiting form contract was shareholder (Sinclair) and Sinven. Was detriment to minority shareholders as payment not mad eon time and was basically a breach. Because contracted entered with one shareholder (exclusivity) and contract breached by contracting shareholder at expense of minority, burden shifts to D to demonstrate entire fairness. (Sinclair need contract, couldn’t be pen-ended otherwise would be self-dealing, had to follow all procedural and when they this through contract had to follow contract)

· Zahn – Court worried that even if charter provided, if dividends distributed to X stock (owned by parent/controlling) and not to Y,X benefited at expense of Y and duty of loyalty problem. Transamerica – Court not troubled by this but by duty of disclosure, this court would probably allow cashing in of A for benefit of B if disclosure.
· David J. Green and Co. v. Dunhill International Inc – Said there was duty of loyalty violating when Controlling shareholder of Spalding bought  Child Guidance toys which distributed educational toys, and that this was corporate opportunity that belong to Spalding.

· Kahn v. Lynch Communications System
· Facts: Alcatel owned 43.3% ownership of stock of Lynch (can be controlling w/ less than 50%). Independent board is created (disinterested as no financial interest), although had inherent conflict of Unocal because worried Alcatel would go through takeover and they would lose job. Implied threat of Board did not do tender offer, Alcatel would do hostile tender offer at much lower price (worried stockholders would get less they were entitled to).
· Holding: Board seemed to fulfill Van Gorkom duties (diligence and inquiry), created independent committee w/ separate lawyers and financial lawyers, and says problem majority could go to shareholders w/ lower price (they could do this anyway. But Alcatel sacred non-Alcatel board members, and if they don’t do it is against stockholder’s desires, basically forced shareholders to accept what was inadequate offer (if they had simply made tender offer no problem) but it was fact they used their power as 44% shareholder to get it done what it wanted, it is atmosphere, manners and politeness that create impression to court that Board dominated by Alcatel. By using 44% and scaring other directors to force the at $15 accept, this is where controlling shareholder which gives rise to fiduciary duties that Alcatel owes to minority.
· Levco Alternative Fund v. Rader’s Digest Ass’n
· Facts: RDA proposed recapitalization w/ new class of voting stock, purchase all Class B at premium of 1.24 to 1, and recapitalize not voting stock into one share of new stock. Key was to purchase 3,636,3663 shares of Class B at $27.50 a share. Funds controlled 50% of Class B, and afterwards would hold 14% of new voting common stock.

· Worried about takeover, would give non-voting stock to director. Readers Digest is doing this to get rid of takeover defense and instead of being owned by friendly stock will drop control black and now 50% would only control 14% so no controlled block of votes.
· Holding: Class A sues saying Board should have looked at Corp as whole and class B in addition not look at B as whole. B in the end benefits form exchange ratio. (Transamerica Ps had lost on claims that Class A and Class B should be looked at separately). Here lass A and B equivalent except for voting rights (same in terms of risk liquidation risk, not like TA). Idea that Class A has no voting right and more entitled to fiduciary protection. They are considered equal in terms of liquidation and preference and should be considerately separately when looking at things like exchange ratio.

Sale of Control Scenarios
· During normal courts, majority shareholders must live with decisions and takes risks and benefits of directors it elects. In case of transfer of stock they are getting out of relationship and leaving and focused on own interests and no longer concerned with the corporation. Get misalignment of interests. 
· Majoirty needs to pay control premium to get tcontorl and minority can ride coattails, idea that you pay to get control and through you hardwork and effort,s minority will gain without spending anything. Majority will try to do self-dealing contract and comply with ALI and DE standards and try to benefit. You are going to try within constraints as control shareholders to comply with duty of loyalty and come out in range of low range of fairness to get private benefits.

· Difference if you have fraud or looting, that is one worry of minority, majority will come in and use control to be fraudulent and take assets and loot corp. Idea is you can sell stock and get money for control, but not above that.

· Zelin v. Hanson Holdings (NY Ct. App. 1979) – Ds (owning 44.4% sold to Flintkote for price of $15 (market value = $7.38). Holding: Absent looting of corp assets, conversion of corporate opportunity, fraud or other acts of bad faith, controlling stockholder free to sell and purchaser free to buy controlling interest at premium, and minority not entitled to inhibit legitimate interest of other shareholders.

· Gerdes v. Reynolds
· Facts: Reynolds had majority of stock and directors, large amount of debt and cash w/ market value of $2,814,222 and holdings over $5 million, all of the assets were readily saleable and in practically negotiable form over $5 million. (Sold at $2 per common share).
· Holding: Court says Board has duty of inquiry (affirmative duty to inquire). Says if there are red flags or warnings sings get this duty. Court apply reasonableness test, if you get fact that would reasonably put you on notice that something going on, puts a person on duty of inquiry. Court looks at totality of circumstances and focuses on fact that purchase price not completely paid (held back 1/3 of purchase price, and for only 2/3 of price given custody of assets (cash or securities quickly redeemable as cash). 
· Court says directors and manager should have been more careful who they sell to. So even though company had substantial assets, because of debts, it s net asset value was only 6 cents a share, yet person buying company for $2 a share (company w/ liquidation value of 6 cents a share, because of senior debt).

· Cannot apply BJR because directors and managers all financially interested, also not sure if satisfied Van Gorkom because of heightened standard and supposed to look for red flags and not blindly trust buyers.

· Also cannot pay director and officers to resign, have a fiduciary duty and cannot receive pecuniary position because of position in company, if paid to resign it goes against duties you owe to corp. and shareholders.

· Also directors and officers cannot terminate their agency or accept resignation if immediate consequence would be to leave interests of company w/o proper care and protection. Fiduciary cannot say that he did knot know what circumstances plainly indicated or had faith ion people who ha dubious opportunities for wrongdoing. Gross excessiveness of price may be significant in determining for what it was really be paid and charge seller w/ notice of fraudulent intent. (especially given peculiar nature of assets (basically cash), red flags
· Perlman v. Feldmann
· Facts: Feldmann was dominant stockholder, chairman of Board, and president. Except in times of extreme shortage, Newport could not compete profitability with other stele mills for customer snot in immediate geographical area. No fraud or looting. But sale led to assets being sold for benefit of majority over minority. Asset was ability to build patronage in time of need and says if I sell it now will require you to buy later.
· Holding: Croat says fact that not clear they would do this and the fact that real stigma of no interest loans, and says this is immaterial that they would pursue it, even ability to pursue it was an asset. 

· Go after Feldmann (seller) rather than Willport (once he owned company had duty: 1) because immoral practice, no reasons why Wilport as new shareholder would have to do this and have a good defense to say stopping immoral practice.

· Burden is always no seller because he is conflicted. Nothing wrong with selling premium, but here premium so unusually high that can’t be reflected as purely a control premium and shows that he would take shareholder asset. Court says Feldmann’s breach extends out of his three roles (controlling shareholder, director, and manager).
· Wilpport bought for purpose of vertical integration (Forward integration someone away from end merges w/ distributor, or backwards integration where distributor buys someone away form ultimate end).

· Court worried about fact that sale of control would weaken steel industry (important for Korean war), but given fact that not substantial premium (due to vertical integration and good explanation beyond corp asset and opp_ could say that decision doesn’t reflect business of corp. 

· If you have premium substantially above control premium and value of company reflects asset, asset belongs to corp. as whole than to all shareholders.
· Brecher v. Gregg
· Facts: Gregg (larges shareholder, owns 4%), not controlling but largest aggress to resign and have board resign. Simply 4% getting paid to step down. 
· Holding: You cannot be paid to agree to vote foe successor or vote down/. Court finds only Gregg liable because only he was involved in negotiations and only one who gets payment, court doesn’t want to second guess what other directors doing because hard to know their motivation. Especially that shortly after this, they are not happy with president and fire him. 
· Could maybe stretch to impose duty to require directors to find someone who look competent, but to require directors to check beyond bad acts and honesty and check upon competence is a little much, would probably take egregious cases for court to look down this road.
· Failure to inquire once red flags and circumstances causing red flags and abdication of director’s duty of care, duty if necessary to dissent.

· Essex Universal Corp. v. Yates (2nd Circuit, 1962)
· Facts: Yates and Harris (Essex President) sign contract where Essex would buy 500-600K of R stock, at $8 per share ($2 above market price). Seller must deliver resignation of majority of R directors, and seller will cause special meeting and cause buyer nominees to be elected directors. Essex made the request. Yates tried to back out of deal (because stock rose).
· Holding (Lombard): Board permitted to fill vacancies as they resign, so ok from Del law. Friendly doesn’t buy that Yates acted inappropriately and thus contract should not being enforced. Beneficiary of contract is saying void contract. Lombard says no reason for someone to wait 18 months (because of staggered board) to get control, just allow them to accelerate and take control away as long as no signs of looting, or sale of control or corp asset or sale of control of asset. Control must be a practical certainty (certainty SH will be able to exercise controlling power to elect new board, no reason that should void contractual provision that speeds up inevitable. (need to look at bylaw and charter to see if under 50% rises to practical certainty.

· Concurring (Friendly): Concerned Board abdicating duty to minority. Doesn’t like practical certainty test and presumption in fact that transfer of 30% lead rise to real change in control and allow purchaser to bring in new board, concerned remaining directors who vote in successors not fulfilling their fiduciary obligations. Doesn’t like dropping under 50%.
· Idea that if control shareholder (over 50%) could pass bylaw to eliminate staggered board, or could amend board to eliminate staggered board, in charter).

· Not clear 30% could even amend charter if board made resolution.

· Practical certainty test is too vague and says over 50% would guarantee that absent super majority position will be able to change charter and bylaws. 

· Del. Not decided this case but would probably follow Judge Lombard’s analysis.
· Stone v. Ritter (Delaware) – Caremark/Disney Analysis/Duty of Loyalty
· Caremark is a duty of care case focusing on director’s obligation to be informed as basis of corp. governance question. Court views it as duty of loyalty case and expand duty of loyalty to be beyond just conflict of interest but knowing violations of fiduciary duties. 

· Disney says duty to act in good faith not claim itself but element of duty of care and presupposes that something beyond gross negligence. Board in order not to fulfill Caremark, must met in way that is not good faith. For P to state action under Caremark must show Board did not act in good faith (Disney – beyond gross negligence).

· Thus if Caremark requires bad faith can’t be duty of care(which requires lack of good faith),. So this must require duty of loyalty to come up incases that aren’t just conflict of interest cases and cases like Caremark. Court recognizes that knowing violation of duty, utter failure to implement reporting or information systems, conscious failure to minority or oversee it, or prevent company from being monitored, knowing dereliction of duty.

· Court says this is something akin to breach of duty of loyalty and can come up with no actual conflict of interest
· 102(b)(7) – Stone v. Ritter consistent with fact that this provision does not extend to Director’s action when breach of good faith or breach of loyalty (not same thing). Knowing breach of fiduciary obligation raises good faith and loyalty issues but not necessarily concentric overlapping duties. Court says bad faith implicating loyalty more than duty of care.

· Know from Stone v. Ritter this also raises Duty of Loyalty when have extreme departure from something that simply gross negligence like knowing disregard, may have duty of loyalty concerns.
