I. General Objects and Goals of Corporate Law

a. In general, the law of corporations is a creature of state law, and this course specifically focuses upon the law of Delaware.  However, some aspects of the law governing corporations is subject to federal law, especially as regards the trading of corporate securities for publicly held companies.  

b. Corporate law is more often enabling rather than mandatory: the statute generally provides a default rule if nothing on that point is specifically provided by the charter or bylaws, but allows the corporation to adopt a different rule covering the situation if they wish.  

c. Evaluating Corporate Law:  There are 2 basic rubrics that could be used to evaluate corporate law, and whether it is socially beneficial.  

i. Fairness:  One might consider rules from the perspective of fairness, but this is tricky: it requires a theory of what is and is not fair.  

1. This is especially problematic since corporations are, at bottom, voluntary associations: no one forces the shareholders to buy stock in any corporation, and as long as the shareholders know the their rights ex ante and choose to accept that, on what theory can that allocation of risks be called unfair?  

a. This is a more serious concern where the rules - the rights of shareholders and the duties of directors - change in mid-stream, after the shareholders have bought in, because then the change in expectations could be argued to be unfair.

2. Courts often use the language of fairness rather than efficiency, but the fairness the courts often concern themselves with is that of fairness to the shareholders, so it normally dovetails quite nicely with efficiency anyway.

ii. Efficiency:  Another option might be a consequentialist notion, like efficiency: what are the costs and benefits of adopting the new rule versus some other or staying with the status quo?  Efficiency is also a tricky concept that needs definition. 

1.  Pareto efficiency: This is an older, less used definition.  A change in a distribution of resources is efficient when it makes at least one person better off without making anyone worse off.  

a. But there are very few changes to the distribution that won't make SOMEONE worse off, and this explains why this definition has fallen out of favor.

2. Kaldor-Hicks efficiency:  This is a more modern, preferred measure of efficiency.  The basic issue here is whether all the benefits are greater than all the costs: if so, then the change is efficient, even if those who win out never actually compensate those who lose.  

3. Commentators generally say that corporate law rules are efficient when they maximize shareholder wealth.  This is because, as long as the creditors are paid off, if a rule makes the shareholders wealthier, the rule has to be good in the corporate setting, since it facilitates capital production and economic prosperity.  

iii. Generally, experience suggests that redistributing wealth works better through tax policy and other bodies of law (i.e., employment law, environmental law, consumer and commercial law, etc.) than through corporate law policy. 

d. The Purpose of Corporate Law and the Theory of the Firm:  The corporate form is often described as a nexus of contractual relationships between various people (shareholders, directors, managers, employees, etc.).  The question naturally arises why people choose to organize their relationships within the corporate form.

i. Ronald Coase's "Theory of the Firm" postulates that the main reason that people employ the corporate form is as a means of reducing transaction costs as the size or complexity of the firm's business grows.  

1. Corporations really don't do much you can't do in a simpler kind of business model (like sole proprietorships), but they make it a lot cheaper to do.   It's a way of solving collective action problems by establishing a hierarchical framework within which to run the business.

2. But these transaction costs savings come at a price, that of agency costs.  Basically, these are the costs a principal must incur in an agency relationship in order to monitor, control, and ensure the loyalty and reliability of the agent, who may have different interests than his principal.  It's the cost one must incur to prevent employees from doing crossword puzzles, defrauding the company, etc.  

a. Agency costs may often be kept down by entering into contracts with the agent which cabin or limit his discretion in certain matters.  Other ways include methods of tying the agent's interests to the principal's, as with stock options (which only pay off if the senior executives succeed in making the stock price go up).  Another way, discussed below, is to make agents subject to being sued.

b. Commentators have often divided agency costs into 3 categories:

i. Monitoring costs: the amount spent by the principal to try and reduce agency costs.

ii. Bonding costs: amounts spent by the agent to try and convince the principal that the agent is reliable and can be trusted.

iii. Residual costs: the amount of agency costs that must inevitably be paid in the use of an agency relationship; you can't completely eliminate agency costs without forsaking agency relationships altogether, so most people accept a certain, tolerable amount of agency costs.

II. The Law of Agency and Fiduciary Duty:  
a. This is the law which governs the agency relationship: how they're created and terminated, and what duties they impose on agents and principals.  The point of an agency is to enable the principal to deal with third parties through the efforts of the agent. 

b. An agency relationship normally involves 3 parties: 

i. Principals

ii. Agents

iii. Third parties, with whom the agent deals on the principal's behalf  

c. Agents have the power to bind their principles to contracts and to oblige them to pay liability in tort in some instances.

d. Classification of Agency Relationships:  Agencies may be classified along a number of different lines, including duration, the degree of control the principal exercises over his agent, and the extent to which the principal is disclosed to third parties.

i. Special agents are those employed or hired for a single transaction, whereas general agents are employed or hired for multiple or a series of transactions, usually over time.  See R2A § 3.
ii. A principal is disclosed if the third party has notice that the agent is working for a specific individual, and of that individual's identity.  A principal is partially disclosed if the third party has notice that the agent is working somebody, but doesn't know whom.  A principal is undisclosed if the third party has no notice that the agent is working for anybody (i.e., he thinks the agent is acting as his own principal).  See R2A § 4.
iii. One also distinguishes between employees (or "servants") and independent contractors.  Both are agents, but in the case of the former, the principal exercises a lot more control over how the agent conducts his business.  See R2A § 2.
e. Formation and Termination:  Agency relationships arise out of consent: agency is the fiduciary relation which results from the manifestation of consent by one person [the principal] to another that the other shall act on his behalf and subject to his control, and consent by the other [the agent] so to act."  See Restatement 2d Agency (R2A) §§ 1, 15.  

i. Such consent must be manifested, but need not be express; it need not be verbal, let alone in writing.  It can be reasonably inferred from the behavior of the parties and the circumstances, or from the parties' prior course of dealing.  The parties' understanding as to whether an agency relationship exists DOES NOT control.  See Jenson Farms v. Cargill (Cargill financed Warren's grain purchases, bought almost all their grain, and essentially ran their business; HELD: Cargill had unwittingly entered into an agency relationship as Warren's principal, and thus Warren bound Cargill to its agreements with creditors).
1. A creditor who assumes control of his debtor's business for the mutual benefit of himself and his debtor may become a principal with liability for the acts and transactions of the debtor in connection with the business.  See R2A § 14O; Jenson Farms v. Cargill.
2. Many factors (most of them common to most creditors) may be relied upon in determining whether a creditor has become a de facto principal of his debtor, including:

a. Frequent recommendations to the debtor regarding how he should run his business

b. Creditor's right of first refusal

c. Debtor’s inability to enter into mortgages, purchase stock, pay dividends, without creditor's permission

d. Creditor’s right of entry for audits

e. Creditor’s correspondence regarding debtor’s activities

f. Creditor’s manifest decision that debtor needs “paternal guidance”

g. Creditor's giving forms to debtor with creditor's name on them

h. Financing all of debtor's purchases of expenses

i. Creditor's power to discontinue financing of the debtor

ii. Agency relationships may be terminated at any time, by either party.  See RSA § 118.  

1. Agency contracts can specify how long they will last, but they aren't specifically enforceable for breach: you only get damages, you don't have the right to force someone to remain in the relationship.  

2. If no duration is specified, then the agency ends after a reasonable time.  

3. A special agency ends when the transaction for which the agency was formed has been concluded, or after a reasonable time has elapsed, whichever comes first.  

f. Authority of the Agent:  A major consequence of the agency relationship is that the agent has the power, under many circumstances, to bind his principal to contracts which the agent enters into on his behalf (the principal may also be liable for certain torts of the agent, but we won't get into that here).  

i. Whether the principal may be so bound depends upon the authority of the agent to act for him.  The key question is whether the principal is liable for actions of the agent which are in fact unauthorized or mistaken, and who (as between the principal and the third party who dealt with the agent) should bear the risk of loss in such cases.  The rules seek to impose the risk of loss on the one most able to avoid that loss in a given case.

ii. There are various kinds of authority:

1. Actual Authority:  Actual authority is that which a reasonable person in the agent's position would infer from the principal's conduct.  See R2A § 33.  Actual authority also includes incidental authority, which is the authority to do those incidental things that are ordinarily done in connection with facilitating the authorized act, as well as those things which are reasonably necessary to accomplish the authorized act.  See R2A § 35.  

2. Apparent Authority:  Apparent authority is the authority of an agent the existence of which a reasonable third party dealing with the agent would infer based on the actions and statements of the principal.  See R2A §§ 8, 27, 49, 159.   

a. Apparent authority exists even if the principal, unbeknownst to the third party, has explicitly limited the agent's actual authority, or terminated the agency.  This is meant to prevent fraud or unfairness to third parties who reasonably rely on the principal's actions or statements in dealing with the agent.

b. Apparent authority does NOT bind an undisclosed principal, since there is no way in such a case where the third party could reasonably rely upon the principal's actions or statements without the principal becoming at least partially disclosed.  

c. A variation on this theme is agency by estoppel.  Where a person negligently or intentionally leads others to believe, or lets others persist in believing, that he is a principal of someone else, then if the other person leads third parties to rely, the alleged principal is held liable.  See R2A § 8B.
i. Agency by estoppel also works in cases where the principal has intentionally or recklessly caused the third party to believe the deal is authorized, or where he has acquiesced in receiving the benefit of the unauthorized deal.  In the latter instance, the principal is considered to have ratified the deal by affirmance of its obligations as well as its benefits.  See R2A §§ 82-100.
3. Inherent Authority or Power:  Inherent agency power is the power of a general agent to bind his principal (whether disclosed or not) to an unauthorized contract with a third party, if the agent would ordinarily have the power to enter such a contract and the third party doesn't know that matters actually stand differently.  See RSA §§ 161, 194.  See also Nogales Svc. Ctr. v. ARCO (ARCO agent induced NSC to make changes to its business plan, promising without authorization and to keep NSC "competitive" and a discount on fuel; HELD: although there was no actual or apparent authority, there may have been inherent authority to promise the fuel discount and the jury should have been instructed on it, but the issue was waived).  

a. The  rationale is that it is fairer to place the risk of loss caused by disobedience of agents on the principal, rather than the third party.  However, some commentators argue that it is an inefficient and unwarranted shift in balancing monitoring costs between principals and third parties.

b. The success of an inherent authority claim depends on what the customs and practices are in the industry: does someone in the agent's position ordinarily have this kind of power to offer this kind of deal?

i. In general, the third party's reliance is probably unreasonable (and thus they have no recourse against the principal) if the promises of the agent are so sweeping, or so sweet as to lead a reasonable third party to express skepticism and investigate the scope of the agent's authority.  

ii. The key question would be whether the deal seems too good to be true.  If so, then the third party becomes the biggest cost-avoider; the principal's ability to monitor makes him the biggest-cost avoider only if the third party wouldn't normally know any better.

iii. Giving the agent the power to bind his principal to certain contracts with third parties which were not in fact authorized by the principal both protects third parties creates salutary incentives for principals to monitor their agents and keep them in line.  

1. The contrary rule would lead third parties to constantly question an agent's authority to enter into a deal, and would encourage wasteful searching for undisclosed principals in order to avoid nasty surprises, both of which go against the grain of the commercial world.

g. Fiduciary Duties and Policing the Agency Relationship:  There are three basic means of governing the conduct of agents and principals with respect to each other: contractual obligations or covenants, exit rights or the ability to quit at any time, and fiduciary duties.  

i. Fiduciary duties are a critical means by which the principal can mitigate his agency costs, and fiduciary duties figure prominently in both partnerships and corporations as well as simple agencies.

ii. There are three basic fiduciary obligations which an agent owes to his principal (most of which may be contracted around or waived, at least in the simple agency context):

1. Duty of Obedience:  This is the rather obvious proposition that, where an agent has agreed to perform services under the control of his principal, he must either perform those services as agreed or quit.  See R2A § 377. 

2. Duty of Care:  A paid agent is obligated to perform services for his principle with the standard care and skill which is standard in the locality for that kind of work and to exercise any special skills he has for the benefit of the principal.  An unpaid agent must act with the same level of care and skill with which other non-agents perform similar unpaid undertakings for others.  This is basically a rule against negligence.  See R2A § 379.  

3. Duty of Loyalty:  The agent is obligated to act solely for the benefit of his principal in all matters connected with the agency relationship.  The agent is barred from pursuing his own personal benefit with respect to the agency relationship.  See R2A § 387.  

a. It doesn't matter whether the breach of the duty of loyalty causes harm to the principal.  A disloyal agent who makes a profit by violating his duty of loyalty is accountable to his principal for any profit resulting from his breach: for the agent to keep the profits of his agency for himself is unjust enrichment.  See R2A § 388; Tarnowski v. Resop (principal employed agent to investigate the prospect of purchasing some jukeboxes, agent took a $2000 secret profit and made misrepresentations to his principal to get him to buy third party's jukeboxes, which were junk; HELD: principal may recover from both the third party for breach of warranty, and may disgorge the agent's secret profit, even though it exceeds the principal's loss).  

b. Acting Adverse to Principal:  The agent is obligated to refrain from dealing with his principal as an adverse party in a transaction connected with the agency without his principal's knowledge.  See R2A § 389.  Even where the principal consents to the agent's acting as an adverse party with respect to a transaction connected with the agency, the agent has a duty to deal fairly with the principal and to disclose all facts which the agent knows or should know would reasonably affect the principal's judgment, unless the principal indicates that he already knows those facts or that he doesn't care.  See R2A § 390.  

i. Complying with this duty can be VERY tricky.  In practice, most agents are advised to simply not deal adversely with their principals, if they can avoid it.  Another option might be for the agent to step back from the transaction and hire their own agent to deal with the principal at arm's length.  

ii. Although the agent must disclose all the material facts which would reasonably affect the principal's judgment, the courts have almost uniformly held that an agent need not disclose their bottom line, i.e., the highest price they are willing to pay or the lowest price which they will take.

iii. The duties of the agent are identical in the case of the agent who represents 2 principals who are adverse, except that the agent owes each an identical duty to get consent and to disclose all the material facts to each (which is even harder to comply with).  See R2A §§ 391, 392.  

1. Similarly, the agent is under a duty not ot act or to agree to act during the period of his agency for persons whose interests conflict with those of the principal in matters in which the agent is employed.  See R2A § 394.
c. The agent is under a duty not to compete with the principal concerning the subject matter of the agency during the life of the agency.  See R2A § 393.    The duty not to compete ends when the agency terminates.  See R2A § 396(a).  

d. The duty of loyalty carries with it an included duty not to use (on either his own account or on account of another, whether or not a competitor of the principal) or communicate confidential information entrusted to the agent by the principal, unless the information is common knowledge.  See R2A § 395.  This  duty of confidentiality continues after the agency has terminated, and misappropriation of the former principal's information makes the agent subject to disgorge any profit gained thereby.  See R2A § 396.  

III. Joint Ownership and the Law of Partnership:  A partnership is a form of joint ownership, an association of 2 or more persons to carry on as co-owners a business for profit.  See UPA § 6.  In a partnership, the partners jointly own the business and are entitled to the rewards (and share the risk).  See UPA § 18(a). 
a. Partnerships are creatures of contract, and partners are all general agents and principals of each other, share in the debts of the business, and (unless otherwise agreed), share equally in the control of the business.

b. A partnership which is formed with a view to exploiting a specific business opportunity is called a "joint venture," rather than a general partnership.  

c. Property in Partnerships:  The partnership property is jointly owned by the partners as a "tenancy in partnership."  See UPA §§ 8, 25.  It includes:

i. All property originally brought into the partnership stock or subsequently acquired by purchase or otherwise on account of the partnership

ii. Property acquired with partnership funds (unless a contrary intention appears)

iii. Any estate in real property  acquired in the name of the partnership.  Such property may be conveyed ONLY in the name of the partnership.

1. A conveyance to a partnership in the partnership name, though without words of inheritance, passes the entire estate of the grantor unless a contrary intent appears.  

d. Governance and the Duties of Partners to Each Other:  Partnerships, with their joint ownership arrangements, implicate a new agency problem: the risk that one partner may attempt to cheat another using control rights or partnership property.  

i. Because each partner is a general agent of the other partners, each partner owes his co-partners fiduciary duties of care and loyalty.  See UPA §§ 9, 21; Meinhard v. Salmon (joint venturers ran a hotel for 20-years on small plot, active partner signs new deal with local land magnate for 80 years, cuts other partner out; HELD: active partner breached his fiduciary duty of loyalty to the other joint venturer by  misappropriating for his own benefit a business opportunity belonging to the joint venture, and was obligated to disclose the facts and allow the passive investor at least the opportunity to compete).  

1. Complying with one's duty of loyalty can often be tricky, since in many cases there can be ambiguity whether the business opportunity or information comes to a person in his individual capacity rather than in his capacity as a partner.  

2. The key question in such cases is whether the Δ has misappropriated the partnership's property or assets, rather than merely used his own property or assets.

e. Liability to Third Parties:  All partners have equal rights in the management of and conduct of the partnership business.  See UPA § 18(e).  Furthermore, each partner's act which carries on in the usual way the business of the partnership is binding upon every other partner, unless the partner who does the act has no authority and the third party dealing with him knows that he has no authority.  See UPA § 9; NABISCO v. Stroud (one partner went behind the other's back and bought bread for the store, for which the other refused to pay the supplier; HELD: buying bread was in the ordinary course of the partnership's business, and so each partner had the power to bind the partnership to a contract to purchase bread).  

i. Differences of judgment which arise as to ordinary matters connected with the partnership business may be resolved by a majority of the partners.  Acts which are in contravention of any agreement between the partners require the unanimous consent of all the partners in order to be rightfully done.  See UPA § 18(h).  

1. In effect, § 18(h) may be waived by agreement, which would require unanimous consent of all the partners, but under § 9, such agreement would be ineffective unless the third party knows about it.

2. The rationale is to protect third parties who deal with any of the partners, by obviating the need for them to question or investigate that partner's authority.

ii. For the purpose of determining a majority under UPA § 18(h), you look at the number of partners, not their proportionate shares of the profits (each partner gets one vote).  Exactly half of the partners is NOT a majority.  See NABISCO v. Stroud.  

iii. Under UPA § 9(3), partner may not (absent authorization of the other non-abandoning partners):

1. Assign partnership property in trust for creditors or on the assignee's promise to pay the partnership's debts

2. Dispose of any good-will of the business

3. Do any act which would make it impossible to carry on the ordinary business of the partnership

4. Confess a judgment

5. Submit a partnership claim or liability to arbitration or reference.  

iv. The partnership and all its partners are bound by the admissions of any partner concerning partnership affairs within the scope of his authority.  See UPA § 11.    

v. Competing Creditors' Claims:  Partners are jointly and severally liable for the torts of any partner who commits a wrong acting in the ordinary course of the partnership's business or with the authority of the other partners; partners are jointly liable for contract claims against the partnership (like debts).  See UPA §§ 13-15.  All the partners are liable in the way that a principal would be, and each partner's liability is potentially unlimited (they can lose more than what they have invested, which is not the case in the corporate form).  

1. In general, the personal creditors of the partners can't reach the assets of the partnership in order to satisfy their debts, but the creditors of the partnership can reach the assets of the individual partners.  Generally speaking, partnership assets may only be used to satisfy a claim against the partnership.  See UPA § 25(2).
a. Individual partners' creditors can collect their debt from partnership assets only in limited circumstances.  In order to be able to do this, the creditors must first order the partnership dissolved and the assets liquidated and distributed, through the judicial process.  

b. The individual creditors can reach the partner's share of the profits, since those are personal to the partner, not an asset of the partnership.  See UPA §§ 26, 28.  

i. Partners don’t “own” partnerships assets, but rather a transferable interest in the PROFITS arising from the use of partnership property. Partners can’t possess or assign rights in partnership property, a partner’s heirs can’t inherit it, a partner’s creditors cannot attach or execute upon it.  See UPA § 25(2).  

2. A partner who pays the debts of the partnership may, of course, demand contribution from any partners who haven't paid their fair share.  

3. The Revised Uniform Partnership Act (adopted in NY and CA) takes a different approach.  All partners are jointly and severally liable for all the torts AND debts of the partnership, BUT the creditors must exhaust the partnership assets to satisfy their claims before they can reach the partners' personal assets.  See RUPA §§ 306-307.  The original Uniform Partnership Act contains no such requirement.

4. When both the partnership as well as the individual partners are insolvent, and there are competing creditors for both, an important issue arises regarding which creditor gets paid first, and out of which assets.  There are 2 competing approaches:

a. The first approach is the Uniform Partnership Act's "jingle rule" under UPA §§ 40(h) & (i): 

i. Partnership creditors get first priority against partnership assets, and individual creditors get priority against personal assets.  

ii. The partnership creditors could go after the individual assets only if there's something left over after the individual creditors have satisfied their debts from those assets.  

b. The second approach is that taken by the Revised Uniform Partnership Act § 807(a) and the Bankruptcy Code § 723(c):  

i. The partnership creditor still has first priority over partnership assets, but now also over individual assets, and individual creditors also have first priority over individual assets.

ii. Since the priority is equal, the individual assets are divided pro rata amongst the creditors.  Individual creditors still have only second priority over the partnership assets, no real change here.

iii. Generally, this approach is more favorable to partnership creditors, since they now have first priority over 2 sets of assets.  This makes partnership liability more "unlimited" in practice, as it is in theory.  

1. There is no difference between the two regimes if the partnership assets are sufficient to satisfy the partnership debts (since under RUPA those creditors can only reach the individual partners' assets if the partnership assets are inadequate), and also, of course, if no one has any money at all.  

2. Generally, the change also makes it more risky to extend a personal loan to individuals who happen to be partners, since the personal lender also has to worry about the partnership's creditworthiness, since they now have to compete with the partnership creditors if the partnership and the debtor both go under.  

vi. Notice to one partner regarding a matter relating to partnership affairs is notice to all (except where that partner is defrauding the partnership).  See UPA §§ 12.  

vii. Discharge of Withdrawing Partners:  When a partner withdraws from the partnership, he is no longer liable for the debts and claims the partnership incurs after his departure, but he may still be on the hook for claims or debts which were incurred before he left the partnership.  See UPA § 36(1).  

1. The rationale is to prevent partners (especially those with the deepest pockets) from just taking their marbles and going home at the first sign of a lawsuit.  This protects both creditors, by ensuring they may have some recourse, and the partnership as a business, because it mitigates the possibility that it will fold.

2. Under some circumstances, a withdrawing partner may be discharged from obligations which were incurred prior to his departure.  

a. Such discharge may be effected by an agreement between the partnership creditor and the continuing partners (and this agreement may be implied from their course of dealing, if the creditor has notice of the withdrawing partner's departure).  See UPA § 36(2).  

b. A discharge may also occur where the continuing partners agree to assume the withdrawing partner's obligations, the partnership creditor has notice of the agreement, and the creditor consents to a material alteration in the nature or time of the payment of those obligations.  See UPA § 36(3); Munn v. Scalera (partners hired to build Πs' house, project fell behind, one partner left, and everyone agreed the remaining one would finish the house, but he fell couldn't afford the materials, so the Πs' paid for them and sued; HELD: the withdrawing partner was discharged because the Πs agreed that the remaining partner would assume the obligation and they renegotiated the payment schedule).  

i. The rule of UPA § 36 has at least one downside: it creates a disincentive for creditors to renegotiate the credit terms in the event of partner withdrawal.  The creditor will be wary of renegotiating payment of the debt for fear of losing their recourse against the withdrawing partner, especially if that partner is the one with the deepest pockets.  Letting him off the hook and allowing him to withdraw could also raise the risk that the partnership will default in the first place.  

ii. Perhaps, though, the creditor have other options, like demanding security or a guaranty from the withdrawing partner, etc.; it's still their choice.  However, one ought to be concerned when dealing with a relatively unsophisticated creditor, like consumers.

f. Formation:  A partnership is often established according to an express partnership agreement or contract, but it need not be: the existence of a partnership between parties may be implied, as well.

i. The finding of a partnership depends, similar to agency law, upon the intent to form a partnership and to do the things which partners do, as manifested by the objectively observable acts of the partners.  See UPA §§ 6-7.  However, the common law definition of a partnership is "admittedly vague" and the analysis relies upon a number of factors.  

1. Joint ownership under common property law, or sharing in gross returns doesn't necessarily make a partnership, but the sharing of profits of a business is prima facie evidence of a partnership, in most cases at least.  See UPA § 7.  The inference does not apply where: the profits were received:

a. As a debt by installment or otherwise

b. As wages of an employee or rent to a landlord

c. As an annuity to a widow or representative of a dead partner

d. As interest on a loan, although the amount of payment may vary with the profits of the business

e. As the consideration for the sale of a good-will of a business or other property by installments or otherwise.

2. The Uniform Partnership Act draws a distinction between the sharing of returns and the sharing of profits because the latter looks more like ownership.  The owner of a business is responsible for both profits and costs/losses, not just revenue generation, which any employee can do.  The distinction also excludes people who work on commission from automatically becoming partners.

3. One need not necessarily contribute CAPITAL to the business in order to be a partner (although that is a common reason for entering into a partnership in the first place).  The contribution of labor or other things (like expertise, contacts, etc.), combined with the sharing of profits from the business, may be enough to create a de facto partnership, even in the absence of any express agreement, although a difficult question often arises whether the business is a partnership rather than a mere agency (employer-employee) relationship.  See Vohland v. Sweet (nursery worker sued boss for his share of the profits of the nursery, claiming to be a de facto partner; HELD: finding of a de facto partner was reasonable, since Π shared in profits of business and agreed to take a pay cut).  

4. Another factor which might contribute to the finding of a partnership is whether the business is named after the purported partners.  E.g., Smith & Johnson Elec. Co.

g. Dissolution, Disassociation, and Windup:  There are a number of different terms to describe the end of a partnership.  

i. Dissolution means that one partner has left a partnership, for any reason; other partners who disagree cannot stop any partner from choosing to dissolve the partnership.  See UPA § 29.  

1. This doesn't necessarily mean that the business won't continue with the remaining partners after that partner leaves, however.  If the remaining partners want to continue the business, that's their decision, but the result will technically be a NEW PARTNERSHIP, even if they don't have to change the office letterhead.

2. Dissolution is called "disassociation" under RUPA § 601.  

ii. Dissolution or disassociation may be wrongful, if done prematurely from a partnership for a term of years.  This significantly affects the kind of rights and obligations the withdrawing partner has going forward: he is entitled to his share of the partnership property if he demands a windup, but he takes his share subject to the other partners' claims for damages against him for his breach of the partnership agreement.  See UPA § 38.  If the partnership is at will, then anyone can dissolve or disassociate for any reason.

iii. Winding up refers to the orderly liquidation and settlement of partnership affairs.  See UPA § 37.  

1. This is called "dissolution" under RUPA § 801.  

2. Termination means that the business ceases entirely at the end of winding up.  See UPA § 30.  

3. One partner cannot force a wind up simply by leaving, but partners who have not wrongfully dissolved (or the legal representative of the last surviving partner who isn't bankrupt) has the right to wind up and liquidate (i.e., sell off the partnership assets and get his fair share distributed to him) under UPA § 37, unless they agree otherwise.  

4. Thus, the rights of the partners to initiate a windup effectively depends upon their partnership agreement, not on the content of the UPA.  See Adams v. Jarvis (one doctor pulls out of a group practice partnership, and tries to force statutory windup; HELD: parties' poorly drafted agreement clearly contemplated one doctor leaving without winding up the practice, and the court will enforce the parties' contractual intent, paying the departing doctor the agreed share, excluding accounts receivable, since creditors' rights aren't thereby jeopardized).  

iv. Mode of Liquidation in Statutory Windups:  The default rule under the Uniform Partnership Act is that a windup and liquidation of the partnership assets shall proceed by judicial sale of the partnership property, followed by a cash distribution of the proceeds (after paying the partnership creditors first), unless otherwise agreed (assuming that dissolution is rightful).  See UPA § 38(1); Dreifuerst v. Dreifuerst (withdrawing partners demanded a statutory windup, but remaining partner wanted distribution in-kind because he still wanted to run the business; HELD: absent contrary agreement, a statutory windup under UPA § 38 may proceed only by judicial sale and cash distribution).  

1. The default rule applies even where remaining partners can pay off departing partner in cash without liquidating assets, and a fair division.  EVEN IF there is enough cash to buy out exiting partner, DEFAULT IS TO LIQUIDATE AND PAY ALL PARTNERS IN CASH.

2. Most withdrawing partners would probably want their share in cash from a market sale, for 2 reasons: 

a. First, the sale provides the best evidence that the withdrawing partner is getting the best deal and his fair share (because the market is usually the best indication we have of something's value)

b. Second, cash is more liquid, and more certain, and thus more useful.

c. The default rule also protects creditors, somewhat, since in-kind distributions may affect a creditor’s right to collect debts since the assets of the partnership as a whole may be worth more than the assets once divided up.

3. The Uniform Partnership Act doesn't imply that all the assets must be sold individually.  The entire business, as a going concern, could be sold, and the remaining partners will have a chance to bid on the purchase of the business (along with everyone else).  

a. The choice of selling the assets piecemeal, or as a going concern, gives bargaining power over the buyout price of the departing partner to each side, since how the windup is conducted will determine the share of the departing partner.  

i. The business may be worth more or less depending on how it is sold.  Going concern value may or may not exceed the piecemeal value of the assets.  

ii. RUPA § 701(b) provides that the buyout price is the greater of the two.

b. This approach is probably more preferable to the ABA approach, which allows the at-will partnership to continue without winding up, if the remaining majority partners provide the withdrawing minority "fair value."  But "fair value" will be very hard to determine without a real market.  

4. In VERY RARE cases, some courts have occasionally allowed in-kind distribution absent a specific agreement in a statutory windup, where: 

a. There were no creditors to be paid from the proceeds

b. Ordering a sale would have been senseless, since nobody else wanted to buy the business, and

c. In-kind distribution was fair to all partners

v. Limitations on the Right to a Statutory Windup:  As with all the actions of one partner with respect to the others, a partner's right to dissolve and demand statutory windup of the partnership is constrained by his fiduciary duties of loyalty and good faith to his co-partners.  See Page v. Page (major partner wants to dissolve and windup, running the laundry on his own and leaving minor partner out in the cold just as it seems like the business will turn a profit; HELD: this was a partnership at will, so the dissolution was not wrongful, but the withdrawing partner is required to exercise his right to windup in good faith).  

1. Note that one can have a partnership for a term, even where the precise length of that term is undefined.  However, courts will generally be reluctant to take this proposition too far: they generally will not interpret a partnership intended to continue until the business turns a profit to be a partnership for a term, since that would mean that each partner is bound to stay in forever or until the business makes money, unless they all agree otherwise.  ALL partnerships are established with the hope of turning a profit, so that alone can't possibly be enough, otherwise ALL partnerships are for a term.

h. Limited Partnerships:  The idea behind this form of partnership, is to combine passive investors (limited partners) who aren't at risk (their liability is limited to their investment) with general partners that bear the standard unlimited liability.  This form is typically found in investment partnerships, and the purpose is to raise capital to spend on business opportunities and ventures. 

i. Limited partnerships are governed by separate legislation, the Uniform Limited Partnership Act (ULPA), and (where adopted) the Revised Uniform Limited Partnership Act (RULPA).

ii. These partnerships are only for a term, NEVER at will.  The general partners collect a management fee, but also collect a large share of the profits (if successful) without having put in very much capital.  

iii. The key issue in these partnerships is control: a limited partner may be found to be a general partner with unlimited liability if they try and exercise control of the business.  See Delaney v. Fidelity Lease Ltd. (limited partners attempted to exercise control of the LP through their positions as directors of the general partner corporation; HELD: limited partners who exercise control - either directly or indirectly through the fiction of the corporate form - expose themselves to unlimited liability for claims against the LP, whether or not they hold themselves out as general partners).  

1. A more forgiving standard applies under RULPA § 303: in addition to exercising control over the LP, a limited partner must also hold himself out to third parties as a general partner in order to incur unlimited liability.

iv. Limited partners often derive tax advantages from their status as such, even though they can't exercise control over the business.  The partnership is ignored for tax purposes (they get pass-through status), whereas corporations involve double taxation (once on corporate profits as made, and once on profits when distributed to shareholders).

v. Because the limited partner has to put so much capital into the hands of the general partners, and can't control the partnership, they rely on incentives to keep the general partner in line.  

1. The general partner's profits are directly tied to the success of the partnership, so he has a strong incentive to manage the money to the advantage of the limited partners.  

2. Also, there aren't really many problems of bad faith windup, since the partnership agreement in these arrangements are usually very detailed.  This is the only stage at which the limited partners exercise control.  

a. Also, since limited partnerships are for a fixed term, there's no risk of bad faith pull-out by the general partners.  

b. In addition, the general partner depends so much on his reputation in order to raise capital, he has to stay honest and reputable or he won't be in business for very long.

vi. There are also a couple of variations on the theme of limited partnerships, most importantly limited liability partnerships (LLPs), and limited liability companies (LLCs).  Each offer significant advantages over the classic LP.

1. Limited Liability Partnerships:  A general partnership in which partners retain limited liability, at least for certain liabilities and limited periods.  Typically these organizations limit liability with respect to partnership liabilities arising from the negligence, malpractice, or misconduct of another partner or an agent of the partnership not under the partners’ direct control.

2. Limited Liability Companies:  These arrangements are more popular still.  They can combine pass-through tax treatment with limited liability, participation in control by members (without losing limited liability), free transferability of interests, and continuity of life.   They also offer more flexibility than the corporate form in terms of the almost near freedom to “opt out” of default rules.

a. Thus, one gets the benefits of partnership taxation, corporate limited liability and participation in management.

b. Taxation of LLCs:  The rules changed significantly in 1997, the trend generally being toward greater liberalization of the tax rules.

i. Pre-1997: There was a four-factor test (factors characteristic of corporations à limited liability, centralized management, freely transferable, continuity of life). If one satisfied 3 or more factors, then the LLC was taxed like a corporation.  Thus LLCs would structure themselves to fail the free transferability and continuity of life tests.

ii. Post-1997: The IRS instituted “check the box” rules.  Unincorporated businesses (general/limited partnerships, LLCs, LLPs) can now choose whether they want to be taxed like partnerships or corporations.

1. However, this freedom is limited by IRC § 7704(a) for enterprises with publicly traded equity; these companies face entity level taxation (i.e., they're taxed like corporations).  

2. Thus, one cannot use an LLC to replace a big publicly traded company to avoid corporate tax. (LLCs won’t replace C-corporations).

IV. The Corporate Form:  The corporate form is conceptually different from partnerships and sole proprietorships, in that it is a true "entity."  
a. A corporation is considered to be a distinct and separate legal person (albeit an artificial one), with the ability to enter into contracts, to sue and be sued.  In general (with some extremely important exceptions), the law sees only the entity, not the shareholders and other people who operate behind the corporate veil.  

b. The corporate form has several key features which distinguish it from the general partnership:

i. Taxation: Partnerships have the general advantage of having no tax at the entity level, only the individual level, whereas corporate profits are taxed at both levels.  

1. This is generally thought to be an advantage of partnerships (especially at today's rates), but it really depends on what the applicable tax rates are at the corporate or individual level.  

2. It also depends on what kind of partnership is involved: the tax advantages only apply to relatively small partnerships where the interests are not publicly traded.

ii. Limited Shareholder Liability: This term can be misleading, but it basically means that you only lose what you put in.  General partnerships, by contrast, have unlimited liability.

1. Limited liability generally imposes more risk on creditors, since they can only look to the corporation to pay the debt, so it can adversely affect financing.  However, limited liability also reduces the creditors' transaction costs, since they need only consider the corporations' assets in making the decision to extend credit, and don't have to worry about the assets of hundreds or thousands of shareholders.  

2. This is an advantage with regard to tort liability, however.  Generally, the law is concerned about the danger that the corporate form may be abused in order to leave tort or contract claimants out in the cold, through the use of sham corporations, but the law has fashioned several remedies to deal with such abuses, like the option of piercing the corporate veil in some cases.

3. Limited liability also allows shareholders to more freely invest - by diversifying the investment risks, since in each case your liability is limited to what you put in - allowing a corporation to raise very large amounts of capital (which can have a large beneficial effect on the economy as a whole).  

4. Limited liability also facilitates the free transferability of shares.  It would be far riskier to trade ownership interests if liability were unlimited, since one would have to consider who the other owners would be and what assets they have.  Thus it enables the creation of large capital markets.  With limited liability, no one really knows or cares who the other shareholders are in most situations.  

5. Limited liability also reduces the need to monitor the managers, since you can only lose what you put in.  Instead, the monitoring costs are usually imposed more on the creditors.  

iii. Continuity of Life:  Corporations have a legal personality with an indefinite life, and thus a corporation is more stable than a partnership. People can come and go as they please without dissolution and windup.  

1. This allows the firm can continue to conduct business as ownership changes without interruption; and because of limited liability, the creditworthiness of the firm as a whole doesn’t change as shareholders identities change.

2. It also prevents minority investors from trying to hold up the firm by threatening to dissolve it.

a. Then again, you can contract around this problem easily anyway.  

iv. Freely Transferable Ownership:  Shares of corporations are freely transferable, whereas general partnership interests are usually not.  

1. Freely transferable shares are important and salutary because it creates a market for corporate control, facilitating takeovers, which is the main means of holding the managers' feet to the fire, since fiduciary duties are generally very weak constraints in this respect.  

2. This is a touchy area for closely held corporations.  If shareholders and managers are the same people, then they might be concerned about who the shareholders are – so they may not necessarily want freely transferable shares. Also, there may not be a market for the shares of a closely held company. 

a. In all jurisdictions, there are mechanisms for restricting transferability by agreement (for close corps)

v. Centralized Management:  Also, centralized management can be an advantage, since it results in easier decision-making, compared to the default rule of partnership, which is that every partner has an equal say.

1. Centralized management also makes it a lot easier for third parties to deal with the corporation, since they have no doubt as to whom they're dealing with and what their authority is: all they need to do is demand a board resolution.  

c. Whether these features are really advantages in a practical sense depends on what kind of business you're running: for a small, closely held business, most of these features aren't really that attractive.  But for large, publicly held companies, these features are HUGE advantages.

d. Commentators often draw a distinction between controlled corporations, and those whose control is "in the market."  

i. Most publicly traded U.S. companies have an extremely diverse shareholder population (no shareholder usually owns more than 5% of the company), and so are companies with control in the market.  

ii. Controlled corporations are common in the case of corporate subsidiaries, whether wholly owned subsidiaries, or ones which are themselves publicly traded (but the parent company often owns a controlling amount of the subsidiary's shares).  

e. Formation:  One can incorporate in any state, whether or not it is one's place of business.  However, the corporate law of the state of incorporation governs that corporation (thus resolving any choice of law problems).  Small businesses that incorporate generally do so in their home state.  

i. States often "compete" for corporate charters, since they charge franchise fees for incorporation (and so the more companies that incorporate in a state, the more revenue one gets).  Also, it benefits the local corporate bar.  

1. In large part, DE has won this competition as the most favorable state of incorporation.  Sixty percent of the Fortune 500 companies are incorporated in DE.  

2. Most firms that have not incorporated in DE are incorporated in their primary place of business.  

3. It's unclear whether the competition for charters is a race to the top (increasing shareholder value) or to the bottom (increasing manager protection from shareholder control).  

ii. One can reincorporate in a new state, through a quite simple process: create a new firm in the destination state, and conduct a tax-free merger of the existing corporation into the new one.  This process generally costs about $70,000, and requires shareholder approval.

1. This often happens as companies grow, and it becomes more advantageous to be incorporated in DE than in their home state.  

iii. Charters:  The certificate of incorporation or articles of incorporation or charter comprises the fundamental document of the corporation.  It's normally fairly short and sweet, and very difficult to amend.  

1. Under DGCL § 102(a), all charters must provide some specific kinds of information about the corporation, which includes the name and address of the company (and that of the incorporators or interim directors) as well as the corporation's:

a. Purpose:  The charter normally sets out the purposes of the corporation.  Usually, the purpose is stated in incredibly broad language, like "to carry out any lawful purpose."  The only constraint is that a valid charter cannot set forth an unlawful purpose for the corporation.  See DGCL §§ 102(a)(3) & 122.  

b. Capital Structure:  The charter must also provide for the issuance of at least one class of common (i.e., voting) stock (although it can and often does provide for more), and must specify how many shares of each class the corporation shall be authorized to issue, the par value (if any), and what the rights of preferred stock (if any) will be.

c. Board of Directors:  The charter must also provide for a board of directors.  See DGCL § 141(b).  

2. Under DGCL § 242, only the board of directors may propose amendments to the charter, but the shareholders must ratify any changes.

iv. Bylaws:  The bylaws provide for more detailed formal rules which govern the corporation internally, such as voting rules, the size and details (e.g., will the board be staggered or classified) of the board of directors, provisions for committees (e.g., the nominating, audit, or compensation committees, comprised of directors), the shareholder meeting date, etc.  

1. Other countries' corporate law normally don't divide internal governance between the charter and the bylaws.  

2. To be valid, the bylaws must conform to both the charter and the state corporation statute.  

3. Shareholders have the inalienable right to amend the bylaws, but the directors may do so as well if the charter says so.  See DGCL § 109(a).  

f. Fiduciary Duties in the Corporate Context:  There are basically 3 sets of people in the corporate organization: directors, officers, and shareholders.  The officers are agents of the corporation and of the board of directors, and owe them fiduciary duties as their principals.  See Jennings v. Pittsburgh Mercantile (an officer of the corporation closed a huge real estate deal, without authority of the board, with a real estate agent, who sued for his commission when the board later repudiated; HELD: the officer had no authority - actual, apparent, inherent, or otherwise - since the board never made any manifestation that he had authority, and the deal was so unusual as to be beyond the ordinary course of business, the real estate agent should have demanded a board resolution); Menard Co. v. Dage-MTI (nearly same facts, except that buyer of land, who sues to specifically enforce the sale, knew about the need for board approval, the deal wasn't unusual, and the board waited for months to tell the buyer about the lack of authority; HELD: officer had no apparent authority because of buyer's knowledge that he needed approval, but he had apparent authority - this is dubious, because buyer's knowledge should vitiate this as well, the decision is probably more about estoppel).  

i. However, the directors are NOT agents of the majority of the shareholders (although economically speaking they could be described that way), but rather of the corporation itself as an entity.  See Automatic Self-Cleansing Filter Syndicate v. Cunninghame (shareholder and friends controlled 55% of company and wanted to force the company to sell off the assets, but charter required 75% supermajority for such action; HELD: the directors are agents of the corporation as a whole, not of any specific group of shareholders, so the majority cannot force the board to act in contravention of the charter).  

1. The relationship between the directors and the shareholders is more akin to the relationship between a trustee and a beneficiary.

ii. In many cases, there is a great deal of tension between the goal of protecting minority shareholders or of leaving the running of the business to businesspersons who know better, and the goal of holding managers accountable.  

1. The protection of minority shareholders or the need for discretion by managers in running the business may often be exploited as a pretext for the illegitimate entrenchment of management.  

2. There are also limits to the minority-protection argument in general: the minority knows what they're getting into, and if that's really troubling to them, they can choose not to play the game.  

3. On the other hand, the protection of the minority can be a serious concern because of the danger that the majority will engage in self-dealing.  This will be explored in greater depth below.  

iii. Note that under DGCL § 271, the shareholders CANNOT force a sale of assets.  Only management has the power to propose a sale of corporate assets under DGCL § 271(a).  Furthermore, even if the shareholders could adopt a resolution which could force a sale of assets (which they can't), management has the power to veto the shareholder resolution under DGCL § 271(b).

iv. Of course, there is one way around the power of management in these situations (it might even have been available to the majority shareholders in Automatic Self-Cleansing Filter): use one's controlling block of voting stock to replace the board at the next shareholder meeting.

g. The Board of Directors:  The corporate board is theoretically the locus of managerial power in the corporation.  

i. Its powers are generally very broad, including the power to:

1. Appoint, compensate, or remove officers

2. Delegate authority to subcommittees/officers/others

3. Amend bylaws

4. Declare/pay dividends

5. Approve certain extraordinary corporate actions such as amendments to articles of incorporation, mergers, sale of assets, dissolutions

6. Make major business decisions

ii. However, the board is often less powerful in practice than it appears on paper: it often delegates the day-to-day management functions to the various corporate officers it elects as its agents, such as the CEO, CFO, etc.  

1. Many of these officers simultaneously serve on the board of directors, in most cases: these are the inside directors, and they typically have significant informational advantages and clout over the outside directors, who do not hold a corporate office in addition to their positions on the board.

2. In recent years, with the advent of Sarbanes-Oxley, the power of inside directors has waned somewhat vis-à-vis the power of outside directors.  

iii. The default rule is that each director is elected for a 1-year term.  State corporate law generally mandates that there be an annual election for at least some directors, every year.  See DGCL § 211(b).  

1. A "classified" board means that the directors are classified into groups (as many as 3 under Del. law) with staggered terms (usually also 1-year).  See DGCL § 141(d).  

a. A staggered board may be put in place through the charter, an initial bylaw, or a charter amendment approved by a vote of the shareholders.  See DGCL § 141(d).  Thus, it's generally easier to put in place a staggered board from the beginning of the corporation's life in the charter, rather than in mid-stream (as it probably should be), since in the latter case you will need shareholder approval.  

b. This is protective of the board, since it takes longer to replace the majority of the board with other people who might, say, want to sell off the corporate assets.  Institutional investors and others who want the takeover of a company to be a real possibility (and thus a real constraint on managers' bad behavior) HATE staggered boards with the fiery passion of 1000 burning suns.

c. Also, under DE law, one cannot remove members of a classified board without cause.  See DGCL § 141(k)(i).  In the case of a non-staggered board, then directors may be removed, with or without cause, by a vote of the majority of shares then entitled to vote at the election of directors.  See DGCL § 141(k).  

2. DGCL § 141(k)(ii) also provides protection to boards which are elected by cumulative voting, another kind of entrenchment device. 

a. With traditional, straight voting, each seat is elected independently, and everyone votes their shares: this is how it works in most companies.  With cumulative voting, however, each shareholder gets votes equal to the number of shares owned multiplied by the number of open seats in the election.  See DGCL § 214. 

i. Cumulative voting is designed to increase the voting power of minority shareholders, at least somewhat.  

ii. It has a REALLY big effect on takeover battles, since it makes it harder to force minority directors out.

b. Under DGCL § 141(k)(ii), if less than the entire board is to be removed then no director may be removed without cause if the votes cast against his removal would be sufficient to elect that director if they were to be cumulatively voted at the election of the entire board, or (if the board is also staggered) at an election of the class of directors of which the director is a part.

iv. Formality of the Board's Operation:  The corporate directors are not legal agents of the corporation, at least not in their individual capacities.  Governance power resides in the board of directors, not in the individual directors who constitute the board.

1. Directors act as a board only at a duly constituted board meeting and by majority vote (unless the charter requires a supermajority) that is formally recorded in the minutes of the meeting.  Proper notice must be given and a quorum must be present.  See DGCL § 141(b).  

2. Under DGCL § 141(f), the board may act without a meeting if the members give unanimous written consent to the corporate action in question.

V. Debt, Equity, and Economic Value for Corporations:  Corporations finance their activities with a combination of debt (e.g., borrowing money and selling bonds) and equity (e.g., selling stocks).  This mix is referred to as the corporate capital structure.  
a. Debt financing and equity financing have different features and advantages.  

i. Debt financing is tax advantageous, since interest payments (paid at regular intervals) are tax deductible.  

1. The status as a debt creditor is advantageous to investors because they have contractual rights (usually in the form of notes, bonds, or bank loans) to be repaid with interest, and get paid before the equity creditors in the event of insolvency.  This encourages investment in the corporation.

2. Debt held by investors in the corporation typically has a fixed date of maturity, a date certain when the money will be paid back, not before.  In other words, these are time instruments: they won't be repaid on demand.  Interest payments are usually made at regular intervals.  

ii. Equity financing is typically done with common stock, which provides no fixed payments or rights to return of investment, but rather provides voting and control rights and makes one a residual claimant of the company's assets.  There's no guarantee of being paid at all, so there's a risk, but the holder also shares in the rewards of the business.

1. There's also preferred stock, which usually means that the dividends on this stock is paid before any dividends on the common stock, and usually the holders of preferred stock gets priority in liquidation over common stockholders.  Dividends aren't tax deductible, but are taxed at a lower rate for the stockholder.  

a. Generally preferred stock carries a stated dividend, but it is payable only when declared by board.  

b. Usually, unpaid dividends accumulate and all accumulated dividends must be paid to preferred stockholders before any dividends are paid to common stockholders.

c. Ordinarily, preferred stock does not vote so long as the dividend is current; if it is not, preferred shareholders get votes or designated board seats.

d. On fundamental matters such as mergers in which their rights may be affected, holders of preferred stock are accorded a class vote where they can veto a proposed deal. In Delaware, this right must be created specifically in document creating stock.  See DGCL § 242(b)(2).  

2. Statutes mandate that companies must have at least 1 class of common stock, though they can have more; they need not issue preferred stock.  Also, corporations may grant more voting rights to one class of stock than they do to another: the voting and control rights need not be equal between different classes of common stock.  However, this must be specified in the corporate charter.  

3. The charter contains the specifics of the firm’s equity securities, including whether there are

multiple types of stock with different voting rights, preferences upon liquidation (some

stockholders get more than others if firm liquidates), or other terms that affect the

company’s stock.

a. Other terms include the company’s redemption and call rights and the shareholder’s exchange, conversion, and put rights.  

b. A redeemable stock is one that the corporation may redeem on terms stated in the charter, either at election of board or some set time.  

c. An exchange right is a right to switch one security for another. 

d. A conversion right is a right to convert security into another at stated conversion rate. 

e. In this context, a put right is the shareholder’s right to force the company to buy stock at a fixed right, while a call right is the corporation’s option to force shareholders to surrender stock at a fixed price.  

i. Stock that is called becomes the company’s “treasury” stock that continues to be issued, but no longer outstanding in the market. 

ii. Stock that is redeemed is cancelled and may not be reissued.

a. All these methods of financing creates a hierarchy of claims on the company's cash flows, in order of priority (who's paid first):

i. Secured debt

ii. Unsecured debt

iii. Subordinated debt (loans to the company by shareholders)

iv. Preferred stock

v. Common stock

b. The cost of debt financing is typically cheaper, because of the tax advantages, and because it's less risky than stock to the investor (and thus they will demand a lower return).  

i. But companies don't finance with only debt, because of diminishing returns: the more the company's debt burden rises, the more nervous lenders will be about lending the company additional funds, and will charge more, such that after a point, it becomes cheaper to finance with equity.

c. In accordance with the principle of the time-value of money, a given amount of money is worth more right now when it can be used immediately than the same nominal amount of money is worth at any given time in the future (before which it cannot be used).  

i. Stated another way, money's present value is always greater than its future value.  

ii. Because investors tend to be at least somewhat risk averse, they usually discount the value of their investment to account for risks that cannot be mitigated through diversification of one's investment portfolio.  

d. Efficient Capital Markets Hypothesis:  This thesis suggests that the market price provides the best guess of a company's value, because capital markets are efficient at discovering the value of publicly traded securities.

i. The theory postulates that as long as there is liquidity, investors will trade their investments regularly, so there will be an efficient market, and all public information about the stock will already be factored into the price.

ii. It's probably more accurate to say that the market price shows the correct relative value (when compared to other companies), but not necessarily the objectively correct value: it's theoretically possible that the securities of ALL publicly traded companies are over- or undervalued.  

iii. Directors always argue this theory is wrong – they always believe that their company is worth more than its market price suggests.  The Delaware courts often buy this argument.

I. The Protection of Corporate Creditors:  Creditors of a corporation include a number of different types of people: banks, bondholders, suppliers or trade creditors, and tort victims.  Corporate law affords different means of protection to each group, and it's an open question whether this ought to be a focus of corporate law at all, since corporate law is mainly concerned with regulating the shareholder-manager relationship.  But limited liability is the big reason why creditors get protected.
a. There are various means of creditor protection in corporate law, none of which are particularly strong:

i. Mandatory Disclosure:  Federal securities laws mandate periodic disclosure of financial statements for publicly traded companies, but this is really meant to protect shareholders, not creditors per se.  

1. As far as creditors are concerned, mandatory disclosure doesn't seem to produce many benefits that can't be derived elsewhere.  Thus it is unsurprising that state corporate law doesn’t really require mandatory disclosure, even though federal law does.  

a. It might be useful for bondholders and banks, though not very much.  These groups could probably demand to see the books before lending anyway, or rely on something else, like credit reports. 

b. Banks typically negotiate disclosure on their own, and one would think that bondholders would bargain for disclosure if it were really valuable to them

c. Mandatory disclosure isn't very useful for tort creditors at all, since they interact with corporations only involuntarily, and thus don't rely on any disclosures they make, mandatory or otherwise.

d. Trade creditors or suppliers benefit somewhat, but they also have the option to do business with the corporation or not.  

ii. Capital Regulation:  These are legal requirements mandating that the corporation has to keep a certain amount of capital in the company, so that creditors will have something to reach.  

1. This amount is the "stated capital" (the par value of the stock, if any, multiplied by the number of shares outstanding, for common and preferred).  

a. If the stock is trading above par (which it usually is), then the market value above par is recorded on the balance sheet as "capital surplus."  

b. If there is no par value (it's not required in some states, including Delaware), then the managers may decide on a certain amount to set aside as stated capital.  

c. "Retained earnings" are the profits that haven't yet been distributed as dividends, and is basically the plug or fudge factor which really makes the balance sheet balance.  

d. The sum of "capital surplus" and "retained earnings" is called generally, "surplus."  

2. Under NYBCL § 510(b), a corporation generally (except for companies engaged in the exploitation of natural resources or other "wasting assets") may only pay dividends out of the "surplus," i.e., the retained earnings and the capital surplus combined.  

3. Under DGCL § 170(a), payment of the dividend may be paid out of the surplus or out of the net profits for the year the dividend is declared, if there is no surplus.  This means that the maximum dividend that can be paid is the surplus or the net profits, whichever is higher.  

a. This is called the "nimble dividend" rule.  This is because a common way there is "no surplus" is when it's already been paid out as a dividend for that year.  You always pay out the surplus and the net profits concurrently, since the latter is a component of the former, it's a part of retained earnings.  

b. Delaware law gives the company a choice when there's a profit for the previous year, and when the retained earnings are currently negative.  They may either correct the deficit in retained earnings, or pay out the profits as a dividend.  

i. This isn't a rule that protects creditors very much, since it gives the company a lot more power to pay out a dividend to shareholders.  

ii. But remember that the numbers in the balance sheet, which are the ones the rule uses, are based on historical, not current values, so there might actually be more value available for creditors than one might think by reading the statute.  

4. California law takes the approach that dividends can be paid either out of retained earnings or assets, but assets must be 1.25 times greater than liabilities and current assets must equal current liabilities.

5. The Revised Model Business Corporation Act (RMBCA) § 6.40 takes yet another approach: dividends can’t be paid if

a. It prevents payment of debts as they become due, or

b. Assets are less than liabilities plus preferential claims of preferred shareholders.

6. Stated capital may be paid out as a dividend when the shareholders agree to it.  The board can also shift stated capital into capital surplus for any amount over par, with shareholder approval, and then pay the dividend out of the capital surplus.  

7. There isn't a whole lot of protection for creditors in these requirements, since the incorporators or managers decide what to put aside as stated capital (either by setting the par value very low, usually a penny, or having no par at all), and they have almost no incentive to set aside a lot of money for stated capital.  In fact, they have good incentive to minimize this amount so they can pay dividends.  The stated capital is usually not more than a trivial sum in practice.  

a. In practice, banks don't rely on the stated capital much anyway, since all the stated capital means is that these are assets that can't be distributed as a dividend: it's not cash locked away in a vault, it's part of the operational assets of the business, so it can be spent or lost in the normal course.  

8. Note that the balance sheet doesn't reflect changes in the value of assets: only the original costs or values at the time of acquisition are listed.  Thus, even if the asset has probably appreciated since it was acquired, only the original price you paid is on the balance sheet.  This is an accounting convention which reflects a very conservative bookkeeping mindset.  The balance sheet provides only a "fuzzy" snapshot of what the company is worth.

9. The US doesn't really employ capital maintenance requirements, which mandate a certain amount of capital be in the company at all times, lest bankruptcy be automatically triggered.  But these requirements are commonly used in European and Asian corporate law.

iii. Fiduciary Duty Constraints:  These are the final means of creditor protection, and take on a variety of forms.

1. One form of this is the imposition of a duty on the directors to look out for creditors' interests when the company is near insolvency, though the primary duty is to shareholders.  When the corporation is in the vicinity of insolvency, the shareholders' interests are not to be considered in isolation, but are to be taken into account along with the community of interests that constitute the corporation (like creditors).  See Credit Lyonnais Bank Nederland v. Pathe Comm. Corp.  

a. This is very controversial, since it's very hard for a director to serve two masters, with a split duty to both shareholders and creditors.  This is in part because shareholders (especially those that are diversified) are far less risk averse than creditors.

b. Shareholders will often prefer that the directors take a gamble, in the hopes of getting a larger expected payout, than creditors, who are usually as concerned with getting the return OF their investment as they are getting a return ON their investment.  

c. Also, since the bondholders get paid first, it's more likely that the shareholders will want to get a payout over and above the amount of the debt, which only increases the incentives for shareholders to want the directors to engage in risk-taking, which the bondholders probably DON’T want.  

d. In this situation, corporate law generally imposes a duty on the directors to maximize the value of the company, not merely to do what the shareholders want them to do.  

i. This is thought to provide more protection to creditors, since if you maximize the company's value, there'll be more for the creditors to reach.  

ii. But in practice, this is really hard for the creditors to prove: how will they know, or a court be able to determine, whether the directors have violated the duty?  How will they know what the expected values of each possible decision are?  It's very hard to prove absent a smoking gun memo.

2. Another means of protecting creditors is the law of fraudulent conveyances, governed by the Uniform Fraudulent Transfer Act (UFTA), which serves to prevent corporations from assigning their assets away to someone else, leaving nothing behind for the creditor to reach in order to satisfy the debt.  If a transfer or conveyance is found to be either an actual or constructive fraud, the creditor may void the transfer and force the transferee to return the assets to the debtor-corporation's estate.

a. Under UFTA § 4, a fraudulent conveyance may be proved by showing either an intent to defraud (i.e., an actual fraud), or a transfer for which reasonably equivalent value was not received, and which leaves an unreasonably small amount of remaining assets with the transferor, or which the transferor should have known would lead to insolvency (i.e., a constructive fraud).  

i. In such cases, the asset may be recovered from the transferee; the transfer is voided.  It doesn't matter whether the debt pre-dates or post-dates the transfer.

ii. In cases where the creditors became creditors to the corporation after the transfer being challenged, many courts have held that these creditors may only attack the previous transfer on the ground that it was an actual fraud, not as a constructive fraud.  

b. Fraudulent conveyance law has a variety of creative applications, including leveraged buyouts that go wrong, which might involve the corporation overpaying for shares from the shareholders being bought out, to the detriment of current creditors.  Usually, the corporation has pledged all its assets to borrow the money with which to buyout the shareholders, thus putting the current unsecured creditors in second place in bankruptcy.  

i. In practice, since the shareholders are long gone or don't have deep enough pockets the creditors usually try to go after the deep pockets in these cases (i.e., the investment banks who pulled off the deal), and may have some success under fraudulent conveyances or other theories.  

ii. There's a debate whether this really fits into fraudulent conveyance law at all, since it's judging the deal with the benefit of hindsight (which the parties didn't have at the time), and it doesn’t really fit the model situation: transferring the sheep to one's brother for a pittance to avoid a debt.

iv. Equitable Subordination:  This is a theory which involves the rearrangement of the priority positions of certain corporate creditors for the benefit of others.  Equitable subordination only really happens with closely held companies, where a shareholder is also a creditor of the corporation (and usually an officer of the corporation as well).  See Costello v. Fazio (seeing their business was failing, the Δ partners incorporated and structured their capital investments as notes issued to them by the company, which was severely undercapitalized, and which went into bankruptcy; HELD: the issuance of the notes was not for the good of the company, but for the Δs' personal gain at the expense of the unsecured creditors, and so Δs' claims on the notes are in equity subordinated to the real creditors' claims against the company in bankruptcy).
1. The theory is that the shareholder's loan should be subordinated to the other competing claims of the unsecured creditors, and treated as an equity claim rather than a debt claim.  This all has to do with priority of claims in bankruptcy.

2. In order for there to be an equitable subordination, the shareholder/creditor must have done something inequitable, basically with the purpose of gaining an unfair advantage over the corporation's other creditors.  Mere undercapitalization of the company may not be enough.

v. Piercing the Corporate Veil:  This is a theory by which a court may, under limited circumstances, disregard the fiction of the corporate entity and hold shareholders personally liable for the actions of the corporation.  It's really only seen in closely-held companies.  See Sea-Land Svcs. v. The Pepper Source (Marchese, a really crooked guy with about 10 different pet corporations, caused Pepper Source to breach a contract with Sea Land and then moved all that company's assets into another company; HELD: piercing the corporate veil is an option here, but Π requires more proof of inequitable conduct or potential injustice beyond the danger that it won't recover anything in its lawsuit).  

1. Sometimes creditors want the court to engage in reverse veil piercing.  That is, they want the court to disregard the corporate form in order to hold a corporation liable for the actions or debts of an individual shareholder (who has structured his affairs such that everything he owns is formally owned in the name of a sham corporation he controls).  

2. Generally speaking, courts are more willing to pierce the corporate veil on behalf of contract creditors more than tort creditors.  See Walkovszky v. Carlton (Π hit by one of Δ's taxi cabs, which was operated by one of 10 corporations Δ controlled, each of which operated 2 cabs with minimum insurance and virtually no assets; HELD: piercing the corporate veil is unavailable, since there's no allegation that Δ operated these corporations for his own personal benefit or for inequitable ends, rather than for the benefit of each corporation).
a. Some commentators take issue with this approach, arguing that it creates perverse incentives: by allowing people to use undercapitalized corporations to externalize the social costs of business onto tort victims, it reduces any incentive to operate the business safely.  

b. Hansmann and Kraakman have argued that tort liability of the corporation should be shared pro rata among all shareholders, and that such liability should not be limited to the amount of each shareholder's investment.

3. Generally, there will be no veil piercing condoned with respect to public corporations (i.e., those held by the government), or against passive or minority shareholders.

4. There are a number of different tests which courts apply to determine whether to pierce the corporate veil, but all of them seem to be different formulations of the same 2 (sometimes 3) elements):

a. Lack of separation between shareholder and corporation:  This element is probably the easiest to satisfy, and usually the issue turns on whether the Δ corporation has sufficiently observed the formalities which entitle the corporate form to respect.  

i. Important factors include whether the shareholder whose assets the Π wants to reach is the dominant shareholder in the corporation (i.e., whether he owns or controls most of the voting stock, whether he is an officer or director); whether there are only a few shareholders; whether the corporation is only thinly capitalized; whether the usual corporate formalities are observed (i.e., shareholder and board meetings, proper minutes kept, etc.); and whether personal and corporate assets are commingled.

ii. Standing alone, undercapitalization is not sufficient grounds for satisfying this element, but it can be very persuasive on this point if the undercapitalization is particularly egregious.  See Walkovszky v. Carlton.  

b. Inequity or injustice:  This element is usually the hardest to satisfy.  In addition to showing that, effectively, the individual and the corporation are one and the same, the Π must also show that the individual has used the fiction of the corporate form to engage in inequitable conduct (like fraud), or that the circumstances are such that the continued adherence to the fiction of a separate corporate existence would sanction a fraud or promote injustice.

i. The risk that, unless the corporate fiction is disregarded, the Π may be unable to satisfy his judgment against the corporation is insufficient, standing alone, to satisfy this element.  See Sea-Land Svcs. v. The Pepper Source.  

1. Were it to be a sufficient showing, the second prong would be a mere pleading requirement, and all shareholders would be effectively deprived of the unlimited liability that comes with the corporate form.

2. For the same reasons, courts are generally reluctant to pierce the corporate veil, for fear of undermining the limited liability feature of the corporate form.  Shareholders shouldn't be punished with unlimited liability for corporate debts simply because the corporation hasn't kept good records or held meetings, if there's no inequitable conduct going on.

ii. Fraudulent conveyances law in many cases may satisfy this second prong.  

1. Alternatively, creditors might use the law of fraudulent conveyances on its own to attack any transfer of assets from the corporation to the shareholder (or vice versa) that seems intended to deprive the creditors of recourse.

2. But keep in mind that this is tricky: if the transfer of assets which is to be attacked occurred before the creditors' relationship with the debtor-corporation arose, then many courts hold that the transfer can only be attacked and voided if it was an actual, intentional fraud, which is hard to prove.  

iii. Other things which might satisfy this second prong include:

1. Unjust enrichment

2. Undermining the rules of adverse possession

3. A parent company who causes a subsidiary to incur liability escaping the need to pay for it

4. An intentional scheme to squirrel assets into a liability-free corporation while heaping liabilities upon an asset-free corporation 

5. Former partners being able to skirt their obligations from which they have not been discharged

iv. According to one empirical study, a finding of misrepresentation by the corporation seems to be the most important factor in determining whether a claim to pierce the corporate veil will be successful.  

c. Assumption of Risk:  In some jurisdictions, even assuming the lack of formality and inequitable conduct prongs are satisfied, there may be a third prong to the veil piercing analysis.  

i. Where it would be reasonable for a particular party (e.g., contract creditors capable of self-protection) to conduct a credit investigation, that party will be charged with the knowledge such investigation would disclose. 

1. If the investigation would disclose undercapitalization, then that party may be deemed to have assumed the risk that the debtor is undercapitalized and the court will not pierce the corporate veil.

ii. This last prong is permissive, not mandatory: it lies within the court's equitable discretion whether to deny veil piercing on the ground that the creditor has assumed the risk, and the inquiry will depend heavily on the facts of each case. 

iii. This will obviously seldom be a problem for involuntary creditors, like tort victims, since they typically don't have a chance to investigate the corporation's creditworthiness before becoming involved with them.  

1. Even if they did, they certainly don't rely on that investigation, since they never chose to become the corporation's creditors. 

5. Enterprise Liability:  This is a theory that is similar to veil piercing.  Essentially, the theory is that a whole bunch of small companies are effectively operating as only nominally independent branches of one big company.  Thus all the companies should be held collectively liable for the wrongs of any one of them.  See Walkovszky v. Carlton.  

a. This theory differs from veil piercing in that the creditor is not reaching behind the corporate form to get at the shareholders, but rather is reaching from one corporation to another, when all the corporations are essentially a part of the same business.

b. This theory only helps out the creditor when the corporations collectively have assets to satisfy the judgment (as in Sea-Land, where Marchese kept none of the assets personally, but just shifted them around between his pet corporations), but it's of no help when all the corporations are undercapitalized and their common shareholder holds all the real assets of the enterprise (as in Walkovszky).

c. In general, this theory is easier to make out than veil piercing.

II. Normal Corporate Governance and the Voting System:  A fundamental purpose of corporate law consists of regulating the relationship between shareholders and directors or officers.  In this scheme, shareholders have 3 basic rights: voting their shares, selling them, or suing for breach of fiduciary duty.  The right to vote is especially important.
a. One problem with shareholder voting is "rational apathy" or collective action difficulties.  Most shareholders are disengaged from corporate governance: they don't read the proxy statements, they don't vote, etc.  

i. It's not that it's difficult or time consuming to submit a vote, but it is expensive to research the issue, and most shareholders hold such a small stake that it's normally irrelevant whether a shareholder votes or not (the exception is when there's a takeover bid or proxy war, in which case every vote counts A LOT), so it's not justified to do the research or to vote in most cases.  

ii. Views differ whether shareholder voting is important or not: some commentators argue that it's basically irrelevant, and thus the managers are almost like the politburo of the Soviet Union.  Other commentators think that voting matters somewhat more than that, or at least that it's starting to matter more.  

b. The default rule is that each share buys one vote, but this may be varied by agreement in the corporate charter, say, by giving different voting rights to different classes of stock (although this is rare).  See DGCL § 212(a).  

c. Shareholders vote on basically 3 kinds of matters:

i. Elections of directors, normally by plurality rule, though usually there's only one candidate for each seat.  See DGCL § 216(iii).  

ii. "Organic" fundamental changes in the organization, like mergers, dissolutions, or amendments to the charter.  Usually these matters require a margin of half of the outstanding shares to succeed.

iii. Shareholder resolutions, usually proposed by management, including things like divesting from certain ventures or selecting the auditor.

d. Voting takes place through a proxy system.  Almost no one (certainly not run of the mill shareholders) goes to the annual shareholders' meeting, so they vote by proxy.  You basically fill out a card and send it to the meeting with a proxy (normally managers).  

i. In the case of a takeover or proxy battle, you get 2 proxy cards, and choose whether to give your card to managers or to the ones making the takeover bid.

ii. Federal law governs proxy voting, though what the shareholders vote on is governed by state law.  Proxy statements must be filed by the managers with the SEC in order to solicit proxy votes.  This is also a way to force management to make disclosure of things like executive compensation.  

iii. Stock certificates are normally held in trust for the owner by institutional intermediaries: it's the job of these intermediaries to make sure that the beneficial owner of the shares gets the proxy statement and proxy card.  

1. In the case of mutual funds which invest in stocks, that beneficial owner is the fund, NOT the people investing in the fund.  

e. For all matters OTHER THAN ELECTING DIRECTORS, a vote by the majority of all the voters PRESENT or submitted by PROXY is required.  See DGCL § 216(ii).  

i. Corporations can bypass this default rule and establish their own quorum requirement, but can never require less than one third of shares entitled to vote in order to constitute a quorum.  See DGCL § 216.  

f. Electing the Board:  State corporate law mandates that each corporation must have a board, elected at least annually, by at least one class of common stock.  A lot of companies provide for staggered or classified boards: the directors are staggered, so it takes longer to replace the whole board.  See DGCL § 141(d).  

i. There's also a difference between straight voting and cumulative voting.  

1. With traditional, straight voting, each seat is elected independently, and everyone votes their shares: this is how it works in most companies.  

2. With cumulative voting, however, each shareholder gets votes equal to the number of shares owned multiplied by the number of open seats in the election.  

a. Cumulative voting is designed to increase the voting power of minority shareholders, at least somewhat (it has a REALLY big effect on takeover battles, since it makes it harder to force minority directors out).  

ii. Removal of Directors:  You can replace directors outside a regular shareholders meeting by calling a special shareholders meeting under DGCL § 211(d).  These may be called by the board, or by persons authorized by the charter or the bylaws.  If less than a majority is required to call a special meeting, this is generally a pro-takeover rule.  In general, the shareholders can only act through shareholder meetings.

1. Under RMBCA § 7.02, shareholders are entitled to call a special meeting if they owns at least 10% of the voting stock in the company.  The charter may fix this threshold at a lower or higher level, so long as it doesn't exceed 25% of the vote.

2. Under DGCL § 228, shareholders may also act by shareholder consent solicitations in lieu of meetings.  Any action that may be taken at a meeting may also be taken by written concurrence of the holders of the number of voting shares required to approve action at a meeting attended by all shareholders.

3. Whether the board is staggered also matters a lot because, if the board is staggered, one can only remove at the special meeting for cause.  See DGCL § 141(k)(i).  

4. If a takeover is successful, the board members who were left over from the old board typically resign.

5. Takeover might also happen by adding directors to the board, by packing the board.  

a. DGCL § 141(b) states that the number of directors is fixed by the charter or the bylaws (the former being supreme to the latter).  

b. The shareholders, like the directors, have the power to amend the bylaws, but the shareholders are preeminent.  See DGCL § 109(a).  

i. But under DGCL § 223(a), vacancies for newly created directorships are filled by a majority of the directors, unless the charter or bylaws says otherwise; so you'd have to amend that bylaw first.

c. If the number of directors is specified in the charter, then it can only be changed by amending the charter.  DGCL § 242(b) requires a majority of the outstanding shares for a charter amendment, but it has to be proposed by the directors; it can't be shareholder initiated.  

6. All these rules (staggered boards, size of the board in the charter, special meeting provisions, cumulative voting, etc.) allow for pretty effective defenses to takeovers.  

iii. Protecting the Shareholder Franchise:  The board, if they plan well, has plenty of means of entrenching themselves against the risk of being taken over (i.e., staggered boards, cumulative voting, etc.).  

1. However, even actions which are not per se illegal will be struck down by courts if the court is convinced that the board's motives in taking those actions are mainly the disenfranchisement of the shareholders or the deprivation of a meaningful vote.  See Hilton Hotels v. ITT Corp. (Hilton initiated a takeover bid, so ITT, in order to get a staggered board without shareholder approval, reorganized the company into 3 new ones, with new charters providing better defensive measures; HELD: ITT's actions, while legally permissible, were taken in order to deprive shareholders of a vote and so will not be countenanced absent a "compelling" justification).  

2. In determining whether the board's actions are intended to thwart the vote, courts tend to take the following factors into account:

a. Timing: Whether the board's actions were taken in close proximity to a hostile proxy contest.

b. Entrenchment:  Whether it appears that the board is merely trying to entrench themselves and insulate themselves from being voted out.

c. Stated Purpose:  Whether the board has a plausible argument that its actions are taken in the best interests of the corporation and its shareholders.

d. Benefits of the Plan:  Whether the corporation or its shareholders will derive significant economic benefits from the plan.

e. Effect of Board's Actions:  Whether the board's actions will deny the franchise or render it a meaningless formality.

iv. Compensation for the Costs of Proxy Contests:  The cost of generating a proxy contest or takeover is usually quite high.

1. In general, so long as the contest is about policy (i.e., direction of the company), rather than position (i.e., who's in charge), management may expend corporate funds to defend itself, and successful insurgents may reimburse themselves from company funds.  

2. But almost any contest implicates both policy and position, so in most cases this reduces to the general rule that managers may spend corporate money and successful insurgents may reimburse themselves from corporate money.  

3. Thus, managers have a significant advantage: they can defend themselves against a proxy contest using other people's money, whereas insurgents need to spend money they don't have in order to wage a successful proxy contest, and run the risk of losing it all.

g. Class Voting:  Under DGCL § 242(b)(2), the majority rule in most states, if a charter amendment would adversely affect the powers, preferences, or special rights of the holders of a class of stock (or change the aggregate number of authorized shares of the class), then that class has to be able to vote on it, and a majority of that class must approve it.  

i. The members of this class of stock get to vote on the proposal as a class, even if they don't normally get a vote, such as preferred stockholders (who normally get their dividends paid first before the common stock, but no voting rights).  

ii. But whether DGCL § 242 will give a vote to preferred stockholders will depend on how the powers, preferences, or special rights of those holders are defined in their stock certificates.  

1. The provision is actually quite narrow.  It will not give a vote, for example, to those who hold the only preferred stock if the board decides to create a senior class of preferred stock with priority ahead of them (unless their stock certificate said something like, "you will be paid first of all the equity holders" rather than the usual "you will be paid before the holders of common stock").  

2. Another example of a proposal that doesn't require a class vote is a merger: even though the stockholder's economic interests may be affected, their legal rights are not.  

3. RMBCA § 10.04 is more liberal in that it grants a class vote in certain cases where a proposal only seems to affect the economic rights of that class of shareholders, even though their legal rights are untouched.

iii. Note that preferred dividends are typically cumulative: if you don't pay a dividend in one year, not only can you not pay a common stock dividend in that year, but you can't do so in the next year unless and until the preferred dividend is paid, with interest, for the year that wasn't paid.  

h. Separating Control Rights from Cash Flow Rights:  The law generally disfavors attempts to separate the control or voting rights associated with stock from the cash flow rights (i.e., the claim to the risks and rewards of the business) associated with it.  

i. The rationale is that this separation leads to a severe moral hazard: those who have all the control and bear none of the risk are in essence gambling with other people's money.

ii. Many people in the business world have come up with a number of means to achieve the coveted separation of control rights from risk, most of which are patently illegal in the US:

1. Circular Control Structures:  Under DGCL § 160(c), when directors use corporate funds to buy stock in their own company (i.e., treasury stock), those shares are non-voting.  In short, treasury stock does not vote.
a. This prevents the directors from grabbing complete control over the voting rights, which would lead to moral hazards, create incentives for the directors and managers to gamble with everyone else's money.  

i. Note that companies buy back shares from their shareholders all the time: it's another way of returning value to the shareholders without paying a dividend.  

b. Managers still try to find ways of achieving the same objective through more indirect means, like creating a wholly owned (or at least controlled by more than a 50% margin) subsidiary to hold the shares (so they're not technically treasury shares, but still shares controlled by management).  

i. DGCL § 160(c) deals with this situation as well by treating these subsidiary-owned shares the same as treasury shares: they can't be voted on either.  It applies to any stock that the corporation controls, "directly or indirectly."

1. But note that the statute imposes a 50% bright line rule in the case of a parent voting its shares held by a subsidiary.

2. This means that some effective circular control structures will not be thwarted by the statute, since a subsidiary (or any company) can be effectively controlled in most cases even where one owns less than 50% of its stock, usually because not every share will be voted on, and some shares you don't control will vote your way in any event.

3. However, some courts have been known to stretch the boundaries of DGCL § 160(c) in order to catch cases that technically do not fall within its ambit.  See Speiser v. Baker (Health Med owns 41.8% of Health Chem common stock, which owns subsidiary Medallion, which owns 5% of Health Med preferred stock, convertible into 95% common stock; HELD: Health Chem can't vote its Health Med stock at the meeting because it effectively controls more than 50% of Health Med stock, although this is a stretch).  

ii. The key question in analyzing these control structures under § 160 is who is controlling whom.  This determines which shares are not going to be allowed to be voted on.  

2. Vote Buying:  A shareholder may not sell his vote apart from the sale of the underlying shares.  Traditionally, this kind of vote buying is illegal per se.  It still is illegal per se if the primary purpose is to defraud or disenfranchise the shareholders.  Vote buying is basically defined as any contract where the shareholder promises to vote a certain way in exchange for consideration which he will personally enjoy.

a. In recent years, however, the trend among the courts have been to treat "vote buying" transactions whose primary purpose is not to defraud or disenfranchise as voidable (i.e., subject to ratification by a fully informed vote of disinterested shareholders) rather than void or illegal per se.  See Schreiber v. Carney (Texas Intl, wanting to merge into Texas Air, made a favorable loan approved by the shareholders to Jet Air, a venture capital firm with substantial holdings in both merger partners including warrants or stock options in Texas Air which they needed the loan to exercise, and Jet Air then agreed not to block the merger; HELD: this was essentially vote buying, but it's not illegal per se, and the loan is valid since it was not meant to defraud or abuse the shareholders, and they in fact ratified it).  

b. The more forgiving approach taken by the courts may be explained by the fact that the key concern behind vote buying is the potential for abuse of the shareholders by the parties to the vote buying, the risk that the parties buying or selling votes will defraud or disenfranchise the shareholders.

i. But as long as the shareholders know what's going on and agree to it, it doesn't seem like the courts should worry so much about the situation.

ii. However, the general worry of shareholder collective action and rational apathy is still something of a concern.  Thus, it's very likely that courts will demand a very good reason for why votes are being bought.

3. Controlling Minority Structures:  There are, however, several perfectly legal means of separating risk from control rights.  The popularity of these devices vary, usually depending on their associated tax advantages.

a. Pyramid Structures:  In this setup, the operating companies being partially owned subsidiaries of the parent company (which has no other purpose except to own shares of the operating company).  

i. The pyramid can reduce the economic stake of the controllers by adding more tiers to the pyramid.  

ii. However, this scheme isn't often used in the US because corporate income tax rules makes it extremely disadvantageous: each intercorporate dividend is taxed unless the parent owns more than 80% of the subsidiary.  

iii. Pyramid structures are more common in other countries, like EU member states.  

b. Cross-Ownership:  In this model, several companies each own a fraction of the others, with the minor part of each company (at most 50%, any higher and they'd have a veto) being owned by the public.  

i. In this structure, management could control virtually all the decisions, while having virtually none of the economic interests.  

ii. This structure is quite typical in Japan, but extremely rare in the US because of the tax on intercorporate dividends.  

c. Dual Class Stock:  This final setup is common in the US.  Basically, the company initially organizes itself with 2 classes of stock, each having different voting rights.  One class will have most of the vote, allowing effective control with less investment.  Management will own this kind.  

i. Generally, this works because many shareholders don't care as much about voting rights as they do about the economic interest purchased by the stock.  Shareholders may discount the stock with less voting rights, but they will generally still buy it.

ii. Google is the most prominent example, though some thought the dual class structure would be a disaster (they've been proved wrong).  

iii. But there's reason to be skeptical of these structures, because of the horrible incentives it creates for management, and the fact that such companies are basically takeover proof.  

iv. The NYSE and Nasdaq will allow companies to initially capitalize with such a structure, but will not allow a company to use such a structure in a recapitalization.  They used to not allow such capital structures at all.  

i. Federal Proxy Rules:  Federal securities law is parallel to the state law which regulates public companies, and the role of federal law has been increasingly encroaching on corporate governance in recent years.  One of the primary purposes of federal securities law is to protect shareholders and investors by mandating certain disclosures to the public markets.  

i. The Securities Exchange Act of 1933 ('33 Act) governs certain disclosures required when the company goes public, and the Securities Exchange Act of 1934 ('34 Act) requires ongoing quarterly disclosure for companies after they've gone public.  Section 14(a) of the '34 Act delegates the making of the proxy rules to the SEC.

ii. The SEC has promulgated Regulation 14A (Rules 14a-1 through 14a-12) pursuant to its authority under the '34 Act.  These rules impose detailed disclosure requirements, and regulate proxy solicitation and communications with shareholders, as well as shareholder access to the proxy machinery.  They also impose a general antifraud rule.

iii. Before anyone can solicit a shareholder's vote, they must file a proxy statement with the SEC, in order to protect shareholders.  

1. Generally, proxy statements filed by management are required to disclose more facts and in more detail.

2. Under the pre-1992 rules, the definition of "solicitation" was VERY broad, which required most people to file even if they merely wanted to talk to other shareholders.  

a. This effectively entrenched management, since filing is costly and complicated.  

b. The rule was basically perverse: it protected management when it was meant to protect shareholders.  

3. So in 1992 the SEC liberalized the rules: as long as there's no attempt to solicit a proxy vote, then generally the communication is exempt from filing proxy statements.  See Rule 14a-2(b)(1).
a. There is an exception where the communicator owns more the $5 million worth of the company's stock, in which case, they must file a memo, which is less complicated than a proxy statement.  See Rule 14a-6(g).  

iv. Shareholders may, under certain conditions, mandate that their proposals be included in management's annual proxy statement.  See Rule 14a-8.  Shareholder proposals typically relate to matters of corporate governance (e.g., get rid of the staggered board), or social responsibility issues (e.g., divest from Sudan).

1. In order to submit a proposal, a shareholder must:

a. Hold $2,000 or 1% of the corporation’s stock for a year (i.e., they have to be a significant shareholder).  See Rule 14a-8(b)(1).  

b. File the proposal with management 120 days before management plans to release its proxy statement.  See Rule 14a-8(e)(2).  

c. In addition, the proposal may not exceed 500 words.  See Rule 14a-8(d).  

2. Management may decide to exclude these proposals on any of 13 listed grounds set forth in the text of the rule, but they must submit their reasons to the SEC for approval.  See Rule 14a-8(i).  These include: 

a. The proposal is improper under state law
b. The proposal would cause the company to violate any law to which it is subject

c. The proposal is in violation of federal proxy rules, such as the antifraud provisions of Rule 14a-9

d. The proposal relates to the redress of a personal claim or grievance, or is designed to result in the obtaining of a personal benefit or special interest
e. The proposal relates to operations accounting for less than 5% total assets and net earnings for the most recent fiscal year, and is not otherwise related to the company's business (i.e., small potatoes)

f. The company is without power to implement the proposal

g. The proposal deals with a matter relating to the company's ordinary business operations or to management functions
h. The proposal relates to an election to the board of directors

i. The proposal conflicts in substance with one of the company's own proposals to be submitted for approval at the same meeting

j. The company has already substantially implemented the proposal
k. The proposal substantially duplicates another proposal previously submitted to the company by another proponent that will be included in the company's proxy materials for the same meeting

l. The proposal deals with substantially the same subject matter as another proposal that has been previously included in the company's proxy materials within the past 5 years, in which case the proposal may be excluded for any meeting held within 3 years of the last time the proposal was included in the proxy materials if it received below certain threshold percentages of the vote the last times it was submitted to the shareholders (i.e., old news)

m. The proposal relates to specific amounts of cash or stock dividends
3. Management typically request "no-action" letters from the SEC to exclude a shareholder's proposal under the rule.  If the SEC agrees with management on the application of the exclusion, it will issue such a letter, basically saying they won't do anything if management omits the proposal.  

a. Shareholder proposals typically relate to matters of corporate governance (e.g., get rid of the staggered board), or social responsibility issues (e.g., divest from Sudan).  

b. Shareholder proposals are generally phrased with precatory language, as requests of management, because the SEC is less likely to issue no-action letters in such cases. 

c. Shareholder proposals tend not to be very significant in terms of the effect they have on management's conduct.  

4. But shareholder advocates are pushing further, with a proposed SEC rule to increase shareholder access to director nominations, without going through the expensive and complicated proxy machinery themselves.  See Proposed Rule 14a-11.
a. In order to apply, there'd have to be either a withhold vote of at least 35% the previous year, or a shareholder resolution approved by 50% vote of the shareholders.  It's unclear whether the SEC will actually adopt Proposed Rule 14a-11.  

v. The antifraud rules are governed by Rule 14a-9, which forbids false or misleading statements or omissions of material fact in the proxy statements and other communications.  

1. In the old days, this was enforced directly by the SEC, but now it's mostly enforced by an inferred private right of action, which the Supreme Court found in 1964.  See Mills v. Electric Auto-Lite Co.  Thus, this is a huge source of corporate litigation today.  

2. It's very controversial, because almost anytime share prices tank, corporate shareholder Π's lawyers will find some mistake in the proxy statement to sue on.  

3. The claim basically follows the elements of common law fraud: an intentionally false/misleading statement which is material, on which one relies to his detriment.  

a. But the elements in the securities context are a little different: materiality is defined by a reasonable investor standard (would it be important to a reasonable investor).  

i. A statement which is clearly just the opinion of management (assuming that management doesn't really believe the opinion, and that it is in fact false), and would otherwise count as non-actionable "puffing" under common law fraud may still violate the Rule.  See Va. Bankshares v. Sandberg (management was doing a freeze-out merger of a heavily controlled corporation, and encouraged shareholders to tender in to the deal by opining in the proxy statement that the price offered was "high" and "fair"; HELD: a reasonable investor would have thought this statement important, so it was materially misleading, but the statement wasn't an essential link in the accomplishment of the transaction because the merger could have been accomplished without soliciting proxies and without any vote by the shareholders at all).  

b. There's also a culpability requirement of at least negligence but sometimes scienter (depending on the Circuit).

c. Furthermore, there's no requirement of reliance (since no one reads the damned proxy statement), but one must show that the proxy solicitation was an essential link in the accomplishment of the transaction.  See Va. Bankshares v. Sandberg.  

j. State Law Disclosure and the Duty of Candor:  Whenever directors communicate publicly or directly with shareholders about a corporation’s affairs, with or without request for shareholder actions, directors have a fiduciary duty to exercise care, good faith, and loyalty.  This isn't that much of an onus on corporate directors in practice: it imposes no duty to speak, it merely regulates what they can say when they choose to speak.  

k. Shareholder Information Rights:  Delaware law requires companies honor shareholder requests for stock lists and books and records.  See DGCL § 220(b).
i. Stockholders have a right to request a list of shareholders of the company for any purpose reasonably related to interests as a stockholder.  

1. Once that interest is found, any secondary purpose is irrelevant.  The burden is on the company to show why the request should be denied.

2. The stock list discloses the identity, ownership interest and address of each registered owner of company stock.

ii. Requests for books and records are reviewed with care, and the burden is on the shareholder to show why he should be granted access and that he isn't requesting to inspect the records for an improper purpose.

III. The Fiduciary Duty of Care:  The duty of care is a creature of state (judge-made) law, and requires directors and officers to perform their functions in good faith, in a manner that they reasonably believe to be in the best interest of the corporation, and with the care that an ordinarily prudent person would reasonably be expected to exercise in a like position under similar circumstances.  See ALI Principles of Corporate Governance § 4.01.  
a. This last aspect sounds like a typical negligence formulation, but this is misleading: courts require a much greater showing to hold directors liable under the duty of care (bad faith or other misconduct).

i. The rationale behind this more management-friendly standard is so that management doesn't become too risk averse and thus the corporation still tries to make money.  Investors want directors to take risks, that's what business demands.

b. State law provides other protection, such as empowering corporations to indemnify directors and officers, or buy them liability insurance.

i. Indemnification:  One way to mitigate director or officer risk aversion is to require or allow companies to bear the loss of the directors' or officers' mistakes, through indemnification.  State corporate statutes typically provide for both mandatory and permissive indemnification.

1. Mandatory Indemnification:  Most state corporate statutes prescribe mandatory indemnification rights for directors and officers who successfully defend themselves against civil suits (including shareholder derivative suits) and criminal proceedings, on the merits or otherwise.  See DGCL § 145(c).  

a. The logic is that if you win, presumably you are in good faith rather than bad faith, so you shouldn't have to worry about proving that: the judgment is proof enough.  

b. There is some authority out there (the 2d Circuit applying Delaware law) for the proposition that "successful on the merits or otherwise" in defending the claim requires only that the director or officer not personally pay the settlement or judgment: the director or officer may still be deemed to have "successfully" defended himself if someone else pays his settlement.  See Waltuch v. Conticommodity (director of Conti engaged in presumably bad faith attempt to corner the silver market, and Conti paid settlements for him, but the director still sued to force Conti to reimburse $2.2 million in legal expenses; HELD: mandatory indemnification required because director was successful by not having to pay anything personally, even though permissive indemnification is unavailable because the director was presumably acting in bad faith).  

c. One might easily question the wisdom or soundness of this reading of the statute.  

2. Permissive Indemnification:  Even if the director or officer is unsuccessful in defending himself against the civil claim or the criminal charges, or who had to settle the claim, DGCL §§ 145(a) & (b) give the company the power to indemnify the director for his actions undertaken in good faith, reasonably believed to be in the company's best interests, and without reasonable cause to believe that they were unlawful.  

a. Under DGCL §§ 145(a) & (b), the company only has power to indemnify directors and officers if their actions were undertaken with the requisite good faith.  A corporate charter which purports to allow indemnification for bad faith acts by directors and officers is, to that extent, void.  See Waltuch v. Conticommodity.  

i. Basically, since § 145(a) says that a corporation "shall have power to indemnify" under certain circumstances (good faith), it effectively means that those circumstances are necessary conditions for the power to indemnify.

ii. Permissive indemnification (unless ordered by the court) requires the company to make a finding that the director or officer has acted in good faith.  This finding may be made by:

1. A vote of the majority of the directors who aren't involved in the litigation at issue, even if less than a quorum

2. A committee of non-party directors, designated by a majority vote of non-party directors, even though less than a quorum

3. Independent legal counsel in a written opinion, if the non-party directors so direct, or if all the directors are involved in the litigation

4. The shareholders

iii. The company may pay the director's or officer's legal expenses upfront, in advance of the final disposition of the litigation, on the condition that the director or officer will repay the money if it is ultimately found that he isn't entitled to indemnification.  The company may impose other terms and conditions on payment as are appropriate.  See DGCL § 145(e).
iv. DGCL § 145(f) states that the other indemnification provisions of that section are not to be deemed the exclusive rights of directors or officers seeking indemnification: they may have other rights under the bylaws, the charter, an agreement with the company, or a vote of disinterested stockholders or directors.  

1. However, this subsection does NOT allow the board to indemnify directors and officers for actions taken in bad faith.  See Waltuch v. Conticommodity.  

b. The statute generally allows reimbursement of reasonable expenses for losses, including attorney's fees, investigation fees, settlements, and judgments.

c. Elective indemnification in the case of shareholder derivative suits (which are brought by or on behalf of the company) is governed by DGCL § 145(b), rather than the more generally applicable DGCL § 145(a).  

i. A key difference with shareholder derivative suits is that there is no indemnification if the director or officer is judged liable.  See DGCL § 145(b).  

1. The reason for this is that indemnification wouldn't make sense here: when management is found liable to the company, the company shouldn't ordinarily have to pay management back.  

2. DGCL § 145(b) also contains an exception for the chancery courts to provide indemnification anyway, but this power is rarely invoked.

ii. Insurance:  Almost every public company provides director and officer liability insurance, as well as indemnification.  The insurance buys additional protection, namely the financial gravitas of the insurer to cover the loss, which is important if the company itself goes bankrupt.  State corporation statutes typically empower companies to buy director and officer liability insurance.  See DGCL § 145(g).  

1. Under DGCL § 145(g), the company may provide insurance for liability even where they could not indemnify against that liability, e.g., acts committed in bad faith.  

2. Economically, however, this would be extremely expensive, and companies will probably be unable to buy a policy which doesn't have a bad faith exclusion.  

a. Realistically, then, the insurance only provides financial security for indemnification, but it generally doesn't buy you coverage for things you can't indemnify: these policies work very similarly to the indemnification rules.

c. The Business Judgment Rule:  Courts protect directors through the business judgment rule.  See ALI Principles of Corporate Governance § 4.01; Kamin v. American Express (AMEX stupidly distributed as a stock dividend a bunch of stock whose price had tanked instead of realizing the loss and taking it off their taxes; HELD: the decision rests within the sound business judgment of the board, and will not be reversed absent a sufficient showing that the board was interested in the transaction, not in good faith, was not fully informed, or didn't rationally believe it was acting in the company's best interest).  

i. A director or officer who makes a business judgment in good faith fulfills the duty of care if he is:

1. Disinterested in the subject of the business judgment

2. Informed with respect to that subject to the extent he reasonably believes is appropriate under the circumstances, and 

3. Rationally believes the decision to be in the best interest of the company.

ii. A common rationale for the business judgment rule, as discussed above, is to avoid the problem of director risk aversion.  But another rationale for the business judgment rule exists: director autonomy.  Courts don't want to substitute their decisions for the ones made in the boardroom.  

1. Many commentators point out another advantage to the business judgment rule, in the civil procedure context: it keeps cases away from the jury, who might be unduly sympathetic to shareholder Πs, and allows judges to dispose of such cases as a matter of law.  

iii. One critique of business judgment review is that it tends to render the directors' duty of care virtually meaningless.  

1. One response to this critique is that the purpose of the business judgment rule is merely advisory, not mandatory: it advises managers to do the right thing, even though there's no liability when they merely screw up.  

2. But maybe the duty of care is really just an illusion.

d. Gross Negligence:  The protection of the business judgment rule is rarely overcome in the duty of care context, but its protection is far from absolute.  This is especially true when it comes to certain contexts, as where a company contemplates a merger or sale of substantial assets.  Specifically, management decisions find no protection under the business judgment rule when they are uninformed or grossly negligent.  One cannot be said to be reasonably informed if one only relies upon internal, non-expert valuations.  See Smith v. Van Gorkom (CEO privately negotiated a merger of the company with his friend at another company at a 50% premium, presented an abbreviated presentation to the board, which approved along with a majority of the shareholders, and limited the company's ability to solicit or obtain other bids; HELD: the actions of the board amounted to gross negligence in failing to inform themselves which violated the directors' duty of care, and against which the business judgment rule does not insulate).  

i. Exculpation:  The Van Gorkom decision caused no small amount of consternation among the corporate bar in Delaware.  The Delaware Legislature responding by adding DGCL § 102(b)(7), which allows companies to include in their corporate charters provisions which exculpate the directors from monetary damages for breach of the duty of care which results from negligence or gross negligence, if the directors' actions or omissions were performed in good faith.

1. In Delaware, the business judgment rule is applied first, before the court considers the issue of whether liability has been waived under the exculpation provision.  See Emerald Partners v. Berlin.  If the business judgment rule is not satisfied (which is rare), the court then considers whether liability has been waived under the exculpation provision and DGCL § 102(b)(7).  

2. DGCL § 102(b)(7) does not allow a company to exculpate for a breach of the duty of loyalty, or for actions committed in bad faith, or which involve intentional misconduct or a knowing violation of law.  

a. In order to get into court with a duty of care claim, Πs must therefore sufficiently allege and plead bad faith or interest in the transaction on the part of the directors.  A promise of post-deal employment for the directors is ordinarily insufficient to satisfy this requirement.  See McMillan v. Intercargo Corp. (similar facts as Van Gorkom; HELD: in order for a duty of care claim to survive § 102(b)(7) exculpation, the Π must plead particularized allegations of bad faith or self-interest in the transaction).  

i. Dereliction as Bad Faith:  Notwithstanding DGCL § 102(b)(7), there are instances where the directors' failure to act can be so egregious as to constitute bad faith, of a kind which is akin to the intentional or reckless dereliction of one's duty.  See In re Disney (Eisner pushed through a disgusting compensation and severance package for disastrous Disney President Ovitz, with little in the way of opposition from the rest of the board; HELD: the directors' failure to act was so egregious as to constitute a bad faith dereliction which is not exculpable under § 102(b)(7)).  

1. "Good faith" is generally taken to mean "honestly, well-meaning, with a lawful purpose," etc.  But the lack of good faith element here depends upon a different definition of the concept.  

2. One definition of "bad faith" the failure to meet an obligation or duty, and that is the definition implicated in these cases.  Basically, the directors' conduct so egregious as to go beyond even gross negligence and constitute bad faith, even absent self-interest.  It rises to an intentional dereliction of duty.

3. This reading seems to be in tension with the purpose if not the literal text of DGCL § 102(b)(7), but the Delaware Supreme Court has approved Disney.  It's currently unclear whether this case truly deals with the duty of care, or whether it might be establishing an independent fiduciary duty of good faith.

b. Often, shareholder lawsuits will include multiple Δs, i.e., the directors, who may all have had a different role and breached different duties (some will have been negligent, while others have been disloyal).  

i. In these cases, DGCL § 102(b)(7) does not stop the case from going to trial, nor does it cause the duty of care claims against certain directors to be dismissed before trial.

1. Rather, the Delaware Supreme Court has held that the whole case should go to trial, and if there are damages, the court must then attribute the damages to the various claims.  

2. To the extent that damages are attributable to a breach of the duty of care, those damages are not recoverable; but to the extent that the damages are attributable to a breach of the duty of loyalty, then they may be recovered.

ii. Like the business judgment rule, DGCL § 102(b)(7) has the procedural effect of allowing the court to cut off the Πs' claims at an earlier stage of the litigation, if all that is alleged is a pure duty of care claim.

3. In addition, DGCL § 102(b)(7) only prevents Πs from recovering monetary damages from directors who act in a negligent or grossly negligent manner.  It does not prevent Πs from demanding injunctions, for example, to stop a deal from going forward.  

4. Almost all public corporations have included exculpation provisions.  Shareholders overwhelmingly allowed charter amendments providing for exculpation, since they don't want management to be too risk averse.  

5. Thus, a pure duty of care claim proceeds as follows:

a. DGCL §102(b)(7) cuts off negligence liability which would otherwise not be excluded by the business judgment rule, but such egregious negligence that rises to the level of bad faith under Disney can get around the § 102(b)(7) exclusion.  

i. If you can get around both the business judgment rule and any possibility of exclusion by § 102(b)(7), the case turns on whether the Δ can prove that the deal was entirely fair (see below).

b. Or, in chart form: 


1. In Delaware, if the business judgment rule does not apply, then the transaction is reviewed according to the entire fairness standard.  The entire fairness standard has two essential elements or prongs: not only must the price be objectively fair and reasonable, but the transaction must also have been negotiated according to a fair process, with proper disclosures to the shareholders and the board.  See Cinerama, Inc. v. Technicolor (similar facts as Van Gorkom, but there was evidence that the price paid for the shares was objectively fair; HELD: it is insufficient that the price is fair, the process must also have been a fair one as well).  

a. Strangely, following the Cinerama, Inc. v. Technicolor case, the chancery court found that the transaction was entirely fair (even though it conceded lack of fair process) on the sole ground of fair price; the Delaware Supreme Court, hearing the case for the second time on appeal, affirmed without opinion.  

i. This creates quite a bit of theoretical confusion regarding how to apply the entire fairness standard.

b. In many other jurisdictions, if the business judgment rule doesn't apply, then the standard in a duty of care case is ordinary negligence.

a. Omissions and the Duty to Monitor:  This is yet another aspect of the duty of care.  One important limitation on the protections of the business judgment rule is that it only protects directors' decisions from judicial scrutiny: the business judgment rule provides no protection for omissions, since we do not worry about risk aversion so much.  Director inaction is usually a CAUSE of risk aversion that we wish to avoid, not privilege.  

i. Directors have a continuing obligation to keep informed about the activities of the corporation.  They have a general duty to monitor corporate affairs and policies, maintain familiarity with financial status of corporation.  See Francis v. United Jersey Bank (widowed director essentially had no involvement with company business and allowed her nephews to loot it; HELD: she violated her duty to keep informed as to the corporate business, and so recovery may be had against her estate).  

1. Directors are generally immune if they rely in good faith on certain written financial reports and later find out they were incorrect.  See DGCL § 141(e).  But reviewing the financial statements may give rise to a duty to inquire further into matters revealed by those statements.

2. Usually, duty in these cases is to object and resign, although the directors may in certain cases be obligated to take reasonable steps to prevent misappropriation, as where there is trust property involved.

3. Note that a director who is present at a board meeting is presumed to concur in the decisions taken at that meeting, unless his objections are noted in the minutes.

ii. However, merely showing negligence or a failure to monitor is insufficient.  Causation is also required in order for recovery to be had.  The Π must show that he director's failure to stay informed or to monitor the company's business proximately caused the company harm or loss.  See Barnes v. Andrews (director missed board meeting to attend his mother's funeral, and company subsequently failed from poor management; HELD: no proximate cause).  

1. A key issue is whether the company would have suffered the loss complained of had the director fulfilled his duties: had the director been reasonably involved with the corporation's affairs, would he have discovered the wrongdoing and been able to take reasonable good faith steps to prevent it?

2. Causation can be a considerable bar to liability if the director's only obligation, in the circumstances, is to object to the board's actions and resign, rather than take affirmative steps to stop the alleged wrongdoing.  In such cases, it's hard to argue that the loss wouldn't have happened anyway.

iii. Note that, in the case of a complete lack of monitoring or action, this conduct would probably amount to bad faith under Disney, and thus would not be exculpable under DGCL § 102(b)(7).

iv. Lack of Capacity:  Another aspect of this duty is that one has a duty to resign when one no longer has the ability to fulfill one's duty to the corporation, as with a director who becomes ill or finds he no longer has the time to devote to the board.  

v. However, there is some authority for the proposition that the duty to monitor corporate affairs and to detect and prevent wrongdoing is a qualified one.  The board is generally entitled to rely on the reports of lower management, and therefore unless the board is on notice that there is something wrong (i.e., unless there are red flags), they're not liable on a duty to monitor theory.  The duty to monitor may not be a duty to micro-manage.  See Graham v. Allis-Chalmers Mfg. Co. (company had entered into a consent decree with the FTC to end illegal price-fixing in violation of antitrust laws, but it was still occurring on the lower levels in some factories; HELD:  no liability for failure to put a monitoring system in place).  

1. Corporate directors are entitled to rely on the honesty and integrity of their subordinates until something occurs to put them on suspicion that something is wrong. 

a. If such red flags occur and go unheeded, then liability of the directors might well follow, but absent cause for suspicion there is no duty upon the directors to install and operate a corporate system of espionage to ferret out wrongdoing which they have no reason to suspect exists.

2. The question of whether a corporate director has become liable for losses to the corporation through neglect of duty is determined by the circumstances.  

a. If he has recklessly reposed confidence in an obviously untrustworthy employee, has refused or neglected cavalierly to perform his duty as a director, or has ignored either willfully or through inattention obvious danger signs of employee wrongdoing, the law will cast the burden of liability upon him.

3. The rule in Allis-Chalmers IS PROBABLY NOT BE GOOD LAW ANYMORE.  See In re Caremark (similar facts as Allis-Chalmers, but the company had in place an ethics manual, internal audit plan, a toll-free confidential ethics hotline, and a stamp of approval for their control system from Price Waterhouse; HELD: the duty to monitor does NOT depend on the presence of any "red flags").  
a. In order to be reasonably informed about the corporation, directors must in good faith assure that information and reporting systems exist, and are reasonably designed to provide the board timely and accurate information which allows it to reach informed judgments about corporate compliance with the law and business performance.

i. However, the issue of how stringent the control and monitoring system needs to be, i.e., what is a reasonable level of resources to spend on monitoring, is a matter within the business judgment of the directors.

ii. The rationale behind apply the business judgment rule here is that investments in monitoring, like everything else, generates diminishing returns.  The goal is to find the amount of investment in monitoring which will create equilibrium between monitoring costs and losses due to the employees going off the rails, minimizing shareholder costs.  

iii. The Delaware Supreme Court has recently approved this standard.

b. The logic of imposing a duty to install some form of monitoring system to detect and prevent wrongdoing by employees is especially strong in the case of companies which operate within a very complex regulatory environment.

i. If this is a complex business with complex regulations, and the potential for fraud is enormous, then there should be an automatic duty to engage in reasonable monitoring.

c. The change in the applicable standard which applies in a duty to monitor case, between Allis-Chalmers and Caremark, is largely explained by changes in federal law in the intervening years.  

i. There was a significant change in the organizational sentencing guidelines which tied penalties to the kind of monitoring system that was in place.  

1. Companies with a more stringent monitoring system received light fines for violations.  

2. Thus the presence of a reasonable monitoring system is absolutely integral to the duty of care, perhaps in a way it wasn't before.

ii. In addition, the Sarbanes-Oxley Act's certification and other requirements (which require the CEO and CFO to sign off on financial reports certifying that they are accurate, compliant with federal rules, and that they’ve disclosed to independent auditors all deficiencies in the design or operation of the firm’s internal controls) have placed increasing pressure on management to maintain internal control systems, test them, and make sure they're reasonably adequate.  

1. These assessments are further tested by outside auditors, usually accounting firms.  

iii. Thus, the standard of care for the duty to monitor is starting to be set by federal law, though the duty itself and the lawsuits which enforce it are still creatures of state law.

vi. A common issue in these duty to monitor cases is whether the facts of each case are best characterized as dealing with true omissions (e.g., Francis v. United Jersey Bank) rather than conscious decisions not to act (e.g., Allis-Chalmers), or acts which arguably didn't go far enough (e.g., Caremark).  

1. Whereas true omissions probably shouldn't merit the protection of the business judgment rule, for the reasons discussed above, the other cases are more debatable, since many of these situations involve diminishing returns and it can be argued that the managers' business judgment as to how much to spend on monitoring (or whether to spend anything) should be entitled to deference.

b. Knowing Violations of the Law:  One last aspect of the duty of care is that directors must not cause the company to knowingly violate the requirements of the law, and of course must not knowingly violate the law themselves.  See Miller v. AT&T (shareholders sued the board for failure to collect an illegal loan made to the DNC in violation of federal campaign finance laws; HELD: Πs have stated a valid claim, and the board's action is not protected by the business judgment rule, so the complaint will be allowed to proceed).  

i. Knowing violations of law are not good faith acts which are shielded by the business judgment rule, and thus violate the duty of care.  This makes sense, since knowing violations of the law, whether or not they are a sound business judgment in terms of profitability, are an ILLEGAL judgment, so they can't be in good faith and thus can't be shielded by the business judgment rule.

1. The rationale is that the business judgment rule is meant to protect directors from being sued over stupid but legal decisions that they make: in such cases, the dispute is really only between the board and the shareholders over how the company ought to be run, and the shareholders have other recourse besides litigation (like throwing the rascals out at the next election).

2. But with illegal decisions, the board is not only in a fight with the shareholders, but is also acting contrary to public policy, so it's a whole different ball game.

ii. In order to prevail, Πs must successfully prove all the elements of the violation of law at issue; if they fail to make this proof out, they have failed to prove the breach of the fiduciary duty of care.  See Miller v. AT&T.  

iii. Knowing violations of the law are also not exculpable under DGCL § 102(b)(7).

iv. However, knowing violations can be tricky in the context of shareholder derivative suits, especially where the violation is actually profitable.  

1. In such cases, it's difficult to see what damages the shareholders can recover: they've already had the benefit of the profitable yet illegal decision, so allowing them to recover the fines back from management would seem like double-recovery.

2. It should be noted, of course, that  even if the violation of the law was meant to benefit the company, e.g., buying the silence of whistleblowers, the knowing violation of the law still breaches the directors' fiduciary duty of care.  

I. Conflicted Transactions and the Duty of Loyalty:  The duty of loyalty is generally a much more powerful constraint on director misconduct.  
a. The duty of loyalty bans "conflicted" transactions, which are generally of two kinds:

i. Self-Dealing Transactions:   Deals in which the disloyal director is either literally or effectively "on both sides of the transaction."  For example, a director who proposes that the company on whose board he serves acquire another company in which he owns stock.  

ii. Misappropriations of Corporate Opportunities:  These actions seem to be self-explanatory, but this category generally includes conduct that may loosely be characterized as competing with the company.

b. In essence, the duty of loyalty is a rule which states that managers and directors can't deal with the corporation in a way which benefits themselves at the corporation's expense.  The duty also requires managers, directors, and controllers, when they engage in conflicted transactions, to fully disclose all material facts to the company's disinterested representatives, and deal with the company on terms that are intrinsically/entirely fair.

c. Similar duties are imposed on controlling shareholders, and thus officers or directors who are also controlling shareholders are usually held to an even higher standard.

d. One of the underpinnings of the duty of loyalty is the norm of shareholder primacy, the idea that the directors are generally obligated to maximize shareholder wealth: they are supposed to look out for the interests of the company and its shareholders first, before worrying about the rest of the world.  See Dodge v. Ford Motor Co. (Ford announced an intention to keep prices low in the public interest, purporting to value the public's ability to afford a car more than the profit margin turned on the sale of each car; HELD: if Ford wishes to do good, he should do so with his own money, not that of the shareholders).  

i. In general, charitable contributions by the corporation are justified, so long as some benefit accrues to the shareholders.  See AP Smith Mfg. Co. v. Barlow (company made modest donation to Princeton, fell outside of a statutory authorization to make such contributions; HELD: the contribution is ok, because some benefits accrue to shareholders and it is generally in their interest).  

1. The benefit to the shareholders is typically thought to consist of the increase in the corporation's goodwill (a corporate asset, listed on most balance sheets) for having donated to charity.  

2. Even if the donation were anonymous (thus generating no goodwill for the corporation), there is a sufficient benefit to the shareholders, as there is to society in general, from having a better educated, better fed, etc., populace.  This benefit may be tenuous (compared to, e.g., a dividend), but there is authority which suggests it is sufficient to justify the contribution.  See AP Smith v. Barlow.
3. A small number of charitable contributions will not pass muster, in theory, and these mainly include those designed to benefit individual directors more than the company or its shareholders.  

a. Examples might include donations meant to have one's name put on a building, or to increase the chances of one's child getting in to that college.  Contributions to "pet charities" are also probably unjustified.

ii. Shareholder primacy is of critical importance in the context of leveraged buyouts and other forms of hostile takeovers.  These transactions tend to be really risky for creditors and employees (and managers usually aren't too keen on them either), but generally in the interest of shareholders.  

1. The response to the rash of these things in the 1980s, at the behest of managers, was for many legislatures to pass "other constituencies" statutes.  

a. These statutes require directors to take into account other interests (e.g., creditors, employees, etc.) besides the short-term interests of shareholders in making decisions with respect to selling the company.  This provides management a defense to a shareholder suits alleging violation of a duty to the shareholders to sell the company at the highest possible price.  

b. Delaware doesn't have this statute in its DGCL, but its common law follows it to some extent.  

c. It's VERY controversial whether these statutes really protect the other constituencies or are just an entrenchment device in the interests of management. 

e. Self-Dealing and Self-Interested Transactions:  As mentioned, these kinds of transactions feature a director or controller on both sides of the same deal, and the duty of loyalty commands that these transactions be closely scrutinized.  See DGCL § 144(a); RMBCA § 8.60.  

i. They aren't banned altogether (although they used to be, traditionally) because sometimes they present advantages or efficiencies for the company.  We don't want to cut off these kinds of transactions as well, since that would be wasteful. 

ii.  Disclosure:  In order for a self-dealing transaction to be upheld as valid, the conflicted party must disclose all the material facts to those with whom he is dealing; it doesn't matter whether fraud was intended or not.  See DGCL § 144(a); State ex rel. Hayes Oyster v. Keypoint Oyster (CEO arranged for the sale of two oyster beds to a company he owned, without disclosing his ownership of the buyer; HELD: the lack of disclosure means that the entire fairness standard applies, which Δ did not meet, and so the profit from the sale is subject to disgorgement).  

1. Material facts basically include information which a reasonable shareholder or disinterested director would want to know or think important in deciding whether to close the deal.  The RMBCA § 8.60(7) comes to basically the same result that Delaware reaches as a matter of common law.

a. This requires disclosure both those with respect to the conflict and those with respect to the underlying transaction.  

b. Most courts say that one need not disclose the highest price the self-interested party is willing to pay, even if they require generally broad disclosure in other respects, such as the disclosure of advantageous information that the rest of the board doesn't know.

c. However, a court would be unlikely to hold that disclosure that a director owns a few shares in a company with whom the corporation is dealing would be required.  A reasonable shareholder would probably not care about this, even though this director is still on both sides of the transaction, since the situation is so common.

2. Statutory Safe Harbors:  Under DGCL § 144(a), a self-dealing transaction is not automatically void or voidable solely for that reason if it falls within 3 independent safe harbors:

a. All the material facts are disclosed or are already known to the board, and the board in good faith authorizes the deal by the affirmative votes of a majority of the disinterested directors.  See DGCL § 144(a)(1).
b. All the material facts are disclosed or are already known to the shareholders entitled to vote on the deal, and the deal is specifically approved in good faith by a vote of the shareholders.  See DGCL § 144(a)(2).
c. The deal is fair as to the company as of the time it is authorized, approved, or ratified, either by the board or by the shareholders.  See DGCL § 144(a)(3).  The standard here is entire fairness: fair price and fair process.

3. DGCL § 144 is sometimes applied even in cases where there is technically no self-dealing, but where it seems that the director is putting his own self-interest ahead of those of the company and its shareholders.  See Cooke v. Oolie.
4. Disinterested Board Ratification:  If the conflicted director makes the required disclosure and the disinterested directors ratify in good faith, then the applicable standard of review for the transaction is the business judgment rule.  See Cooke v. Oolie (directors who were also creditors of the company pursued an acquisition which benefited them personally as creditors, and the disinterested directors ratified following full disclosure; HELD: the transaction is subject to business judgment review, and will be upheld if the directors were informed and acted in good faith).  

a. The rationale for applying the business judgment rule here is that where the disinterested directors ratify in good faith, one may feel justified in relying on their business judgment: the fact that the disinterested directors have ratified raises a presumption that the decision was in the best interests of the shareholders.  

b. But the justification for this presumption seems doubtful: there's strong reason in many cases to doubt whether these other directors will always be voting independently in the shareholders' best interests.

5. Disinterested Shareholder Ratification:  If the conflicted director makes the required disclosure and the disinterested shareholders ratify, then the applicable standard of review for the transaction is the corporate waste standard, which is VERY similar to the business judgment rule in that it is very Δ-friendly.  See Lewis v. Vogelstein (directors submitted their stock option compensation plan for shareholder ratification, which was successful; HELD: given adequate disclosure and shareholder ratification, the waste standard applies).  

a. The waste standard entails an exchange of corporate assets for consideration so disproportionately small as to lie beyond the range at which any reasonable person might be willing to trade.  Such a transfer is in effect a gift. 

i. If, however, there is any substantial consideration received by the corporation, and if there is a good faith judgment that in the circumstances the transaction is worthwhile, there should be no finding of waste, even if the fact finder would conclude a post that the transaction is unreasonably risky.

ii. To be valid under the waste standard, a 2-part test must be satisfied:

1. First, it is necessary that the court conclude that the grant contemplates that the corporation receive sufficient consideration. 

2. Secondly, the plan or the circumstances of the grant must include conditions or the existence of circumstances which may be expected to insure that the contemplated consideration in fact pass to the corporation. 

b. If a transaction is found to be corporate waste, then it must have been ratified by a unanimous vote of the shareholders.  

c. Shareholder ratification is ineffectual if there was less than full disclosure, or if a majority of the shareholders approving the transaction had a conflicting interest with respect to it.

d. A court might, on the other hand, apply the business judgment rule in cases where there is full disclosure and shareholder ratification.  See In re Wheelabrator (similar facts as Lewis, except in the context of a proposed merger, not a stock option plan; HELD: the fact of full disclosure and shareholder ratification doesn't fully extinguish duty of loyalty claims, but subjects them to a more lenient standard of review).  

i. Practically, this doesn't make much difference, since both the business judgment rule and the waste standard are very Δ-friendly, and consider similar questions of good faith and reasonableness.

ii. The main difference is that business judgment review is more focused on the process by which the decision was reached, whereas waste analysis is more focused on the results of the decision.

6. Failure to Disclose and Entire Fairness:  If there is no disclosure to either the disinterested directors or to the shareholders, then the transaction must satisfy the entire fairness standard (see DGCL § 144(a)(3)), which requires the Δ to show that both the price and the process be fair.  However, if there is no disclosure by the self-interested Δ of his interest in the transaction, then the process is per se unfair, and thus it would seem impossible to satisfy this burden.  See Hayes Oyster.  

a. There are a few Delaware cases which hold that an inadvertent failure to disclose, combined with a fair price, doesn't make the transaction voidable, though failure to disclose is usually fatal to the validity of the deal.  

i. Thus, disclosure is a sine qua non of fair process, and thus of entire fairness.  Whether you got shareholder ratification or disinterested board approval may be relatively unimportant if you don't make the required disclosure.  It's possible to satisfy entire fairness without those sorts of processes; the same cannot be said of disclosure.  

b. The gloss which the Delaware courts have placed on DGCL § 144(a) thus brings Delaware law to almost the same result as the RMBCA.  See RMBCA §§ 8.60(6) & 8.61(b).  

i. The main difference is that when one satisfies RMBCA's safe harbors, it means that they have no liability.  See RMBCA § 8.61(b).  

ii. By contrast, when one meets the safe harbors under DGCL § 144(a), all it means is that the courts will apply a less exacting standard of review to the transaction, like the business judgment rule or waste standard, or they will shift the burden of proof to the Π, making him prove the deal WASN’T entirely fair.

iii. In practice, the two statutory schemes reduce to the same result: if the Δ falls within the safe harbors, he wins.  If not, he loses.

c. Courts do not simply look to the price in order to determine the fairness of the transaction because, if the director is self-interested, one can't be sure of the director's motivation.  There's no way to know, looking solely at the price, whether the company is really being robbed.  Fair process is the best guarantee we have that the shareholders aren't getting stiffed.  

f. Self-Dealing Controllers:  A controlling shareholder’s power over the corporation, and the resulting power to affect other shareholders, gives rise to a duty to consider their interests fairly whenever the corporation enters into a transaction with the controller or its affiliate.  

i. Controllers raise special concerns because they are almost always on both sides of the transaction, so there is almost always self-dealing in the most technical sense.  

ii. The standard of review for these transactions is almost always entire fairness, since the power of the controller in corporate elections makes the options of board approval or shareholder ratification nearly worthless.  The vote is going to be a foregone conclusion, and the controller has the power to replace the board.

iii. If the controller engages in a self-dealing transaction with the company, but fully discloses all the material facts and gets disinterested shareholder approval, the entire fairness standard is still applied, but the burden shifts to the Π to prove that the deal was NOT entirely fair.  This significantly increases the probability that the transaction will be upheld.  See In re Wheelabrator (dicta).  

iv. If the controller engages in a self-dealing transaction with the company, but fully discloses all the material facts and gets disinterested board approval, then the standard is still entire fairness and the burden rests with the Δ.  See Cookies Food Prods. v. Lakes Warehouse (controlling director engaged in a number of self-dealing transactions with company, with full disclosure and board approval, that made it a huge success which returned no dividends to its shareholder; HELD: the Δ has the burden of proving entire fairness, but has met that burden in this case).  

1. Even though the entire fairness standard is applied in this situation, and it superficially doesn’t look like coming within the statutory safe harbor (see DGCL § 144(a)(1)) yields anything for the Δ, in practice it yields a lot.  

a. The fact that the controller disclosed and got disinterested approval makes it far more likely that the entire fairness standard will be met, since it's a lot easier in such circumstances to prove that the process was fair.  

2. Courts impose this higher standard, even where there is disclosure and disinterested approval, because when the interested party is a controller of the corporation, the courts have even more reason to be skeptical whether the transaction was really in the shareholders' best interests, and so imposing a higher standard makes sense.  

a. That's why entire fairness is always the standard in cases dealing with interested controllers, though where the burden is placed depends on the facts.  

3. One should also note that the lines between interested directors and controllers tend to be very blurry in some cases, as with transactions between the corporation and interested CEOs.  

v. Parent-Subsidiary Dealings:  Parent companies owe a fiduciary duty of loyalty to the subsidiaries which they control.  In cases where a parent engages in a self-dealing transaction with the subsidiary, the entire fairness standard applies with the burden resting on the Δ.  Where the transaction is not self-dealing, the business judgment rule applies.  See Sinclair Oil Corp. v. Levien (parent caused subsidiary to pay out almost all of its revenues as pro rata cash dividends, which allegedly prevented the subsidiary from growing; HELD: no self-dealing, so business judgment rule applies, and no misappropriation of any corporate opportunity of which subsidiary could have availed itself).  

1. The definition of "self-dealing" in the parent-subsidiary context is controversial, since almost every transaction (even the payment of pro rata dividends) could be seen as one where the parent is on both sides of the transaction, but we don't necessarily want to make all such transactions automatically suspect.

a. In Delaware, a special definition of self-dealing is used in the parent subsidiary context: a transaction is self-dealing if the parent, by virtue of its domination of the subsidiary, causes the subsidiary to act in such a way that the parent receives something from the subsidiary to the exclusion of, and detriment to, the minority stockholders of the subsidiary.  See Sinclair Oil v. Levien.  

i. Not every state applies this benefit-detriment standard.  Many states simply apply entire fairness to ALL dealings between parents and subsidiaries.  

b. If the parent engages in a transaction with the subsidiary which is NOT "self-dealing," like causing the subsidiary to pay out a dividend pro rata to all shareholders, then the applicable standard of review is the business judgment rule.  

2. Squeezing Out the Minority of the Subsidiary:  Wheelabrator's dictum that where there is disclosure and a ratifying shareholder vote, the entire fairness burden shifts to the Π, as well as the passage of Sarbanes-Oxley, has created an incentive for parent companies to try and squeeze out the minority shareholders of the subsidiary.

a. Parent companies generally go about doing this as follows:

i. Parent notifies Subsidiary of going private or minority squeeze-out proposal.

1. Parent issues press release announcing proposal

2. Proposal subject to Special Committee approval

ii. Subsidiary sets up Special Committee of independent directors

1. Special Committee hires investment banker and lawyers

2. Special Committee gets up to speed

iii. Parent negotiates with Special Committee and hopefully agree (eventually) on price.

b. If the transaction is challenged, Delaware courts apply entire fairness standard when reviewing minority-squeeze-out transactions.  Under entire fairness review, directors have the burden of proof to show that the transaction as a whole is fair to minority shareholders.
i. However, the burden of disproving entire fairness is shifted to Πs if:

1. There is a properly functioning special committee, e.g., the special committee must be comprised solely of independent directors and have real negotiating power; and

2. There is approval of the transaction by majority of minority shareholders, e.g., closing of merger or tender offer conditioned upon approval of a majority of the minority.

c. The transaction usually gets more scrutiny if the interested director is an inside director rather than an outside one.  

i. This is because, in that case, it's far more likely that the inside director is a driving force on the board, who can push the other disinterested directors to vote in the interested director's self-interest, even against shareholder interest.  

ii. This is true whether or not the inside director is technically a controller of the corporation.

vi. Thus, the basic outline regarding which standard applies in which kinds of self-dealing cases is as follows:
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a. Executive Compensation:  This is an inevitably self-dealing transaction, and it's become a hot topic in recent years as many commentators have argued that directors and managers are being grossly overpaid and question the process by which compensation is determined.  

i. Interestingly, US executives are paid comparatively more than their counterparts in other parts of the modern industrialized world, by at least twofold.  

ii. Compensation has increased dramatically in recent years in most companies, with most of the increase being in equity based pay, like stock options and restricted stock (i.e., the stock can't be sold until a later time at which point the stock will "vest").  

1. Restricted stock is getting a lot more popular as a form of compensation vis-à-vis options, because of accounting reasons.  

2. Other forms of compensation include substantial perquisites (cars, houses, planes, etc.), and "golden parachutes" (or guarantees of generous severance pay).  

3. The grant of stock options is reviewed according to the very deferential corporate waste standard, discussed above.  See Lewis v. Vogelstein.  Thus, courts undertake only modest oversight of executive compensation.

iii. There's a substantial chicken-egg question whether the popularity of equity based compensation is driven by the success of the stock market, or whether that form of compensation leads to success of the company on the stock market.  

1. There's also a huge dispute right now over the best method for accounting for equity based compensation in a company's financial statements; companies, to the extent they even consider this in their financial statements, tend to employ inconsistent methods of valuation.

2. However, the Black-Sholes method of option valuation is increasingly catching on as a good and useful measure.

iv. In general, one should be a lot less concerned when executive compensation is negotiated by a controlling shareholder: it's mostly that shareholder's money anyway, and he can spend it how he likes, pay the CEO whatever he wants, like any other agent.  

1. One should worry a lot more in the case of a big public company where there's a substantial collective action problem among the shareholders, and the board votes themselves whatever compensation they feel like taking.

v. A recent rule by the SEC provides that shareholders have to vote to approve stock option plans, but this doesn't provide that much oversight, since these plans are very complicated and shareholders in general are not equipped to police executives.  

1. The general trend has been to mandate increased disclosure, in an effort to shame corporate boards into keeping compensation at a reasonable level.  

a. The SEC has recently approved even greater disclosure requirements, in an attempted improvement over previous disclosures by boiling down the amount of equity-compensation to a dollar figure using the Black-Sholes model of option valuation.  

b. It's also debated whether increased disclosure creates a ratchet effect on the level of executive compensation, creating an incentive for boards to approve higher compensation in order to keep up with the Jones's in the corporate context.  

2. Congress has also stepped in with Sarbanes-Oxley and banned loans to executives from the corporation.  

a. This may have had the unintended consequence of making stock options harder to exercise, since executives might not have the money on-hand to exercise their options when they wish.  

b. There used to be a practice of "cashless" exercise, but it's continued vitality in light of Sarbanes-Oxley is in doubt, since it looks so much like a corporate-executive loan.

b. Corporate Opportunity:  This is the situation where a director of the corporation comes upon a business opportunity which of right belongs to the corporation, and he goes ahead and takes advantage of it without letting the company in on the deal.

i. The legal test for whether there has been a misappropriation is unclear, though the issues are always the same.  

1. The first issue is whether the opportunity belongs to the corporation.  

2. If it does, then the issue becomes whether the director fairly disclosed the opportunity to the corporation and got permission to pursue the opportunity on his own.

ii. Traditionally, there have been 3 different tests applied to whether something is a corporate opportunity:

1. Expectancy or Interest Test: This is the oldest and narrowest definition of a corporate opportunity, and provides the least protection to the company.

a. A director takes a corporate opportunity where he takes an opportunity in which the corporation already has an existing interest or an expectancy growing out of some existing right.

b. It is also a corporate opportunity where the director’s taking the opportunity will harm the corporation in effecting the purposes of its creation, or its practical business expectancy. 

c. Interest or expectancy is interpreted in different ways by courts: while some interpret it quite narrowly as whether there's some contractual expectation involved, others are a little broader and inquire whether the company was seriously intending to expand in that direction using this opportunity.

d. Example:  Company owns 1/3 of quarry and has a contract to buy another 1/3.  There are no formal arrangements for the last 1/3.  If director buys remaining 2/3, the first 1/3 is a misappropriated corporate opportunity (because of the contract), but the second is not because the company has no interest or expectancy.

2. Line of Business Test:  A corporate opportunity is any opportunity falling within a company’s line of business, or anything that the company could reasonably be expected to do.  

a. Relevant factors include:

a. How matter came to the director’s attention

b. How far removed from the “core economic activities” of the company the opportunity lies

c. Whether corporate information or resources are used in recognizing or exploiting the opportunity

3. Fairness test:  This is the most diffuse and least predictable standard.  The court will look at all the relevant factors applied to a particular case, and determine what is fair.  

a. The court considers things like how the manager learned of opportunity; whether he used corporate assets to exploit it; whether there was good faith and loyalty; the company's line of business, etc.

iii. Under Delaware law, see Broz v. Cellular Information Systems (director owns another company, and privately runs it by all the other directors, seriatim, whether he can buy another cellular company, and all the directors say yes, so he does, jumping the bid of a company poised to acquire CIS; HELD: no corporate opportunity because the company was not financially able to exploit it), whether something is a corporate opportunity is determined by reference to a 4-factor test.

1. It's a corporate opportunity if:

a. The corporation is financially able to exploit the opportunity

b. The opportunity is within the corporation's line of business

a. Regardless of what else the company might be doing, all companies are considered to be in the business of investing their cash.  See In re eBay (eBay directors, through Goldman Sachs, which was working for eBay, got tons of IPO share allocations at favorable prices and made a killing in their subsequent trades on those shares; HELD: misappropriation of corporate opportunity).  

c. The corporation has an interest or expectancy in the opportunity, and 

d. By taking the opportunity for his own, the fiduciary will thereby be placed in a position inimical to his duties to the corporation (conflict of interest).

a. In determining whether a conflict of interest will be created, a court does NOT take into account a potential conflict which might arise after the company is acquired by someone else with different plans for the direction of the business and the means to achieve them, because this is too speculative.  See Broz v. Cellular Information Systems.  

2. An alternative formulation states that it's NOT a corporate opportunity if:

a. The opportunity is presented to the director or officer in his individual capacity 

b. The opportunity is not essential to the corporation

c. The corporation holds no interest or expectancy in the opportunity, and 

d. The director or officer has not wrongfully employed the resources of the corporation in pursuing or exploiting the opportunity.

3. If the opportunity belongs to the corporation, then there is a safe harbor which allows a director to take it: if the director discloses and formally presents the opportunity to the board, and a majority of the disinterested directors reject the company's taking the opportunity, then the director is free to take it for himself.  See Broz v. Cellular Information Systems.  

a. There's often a question whether there is adequately disclosure by running the opportunity by a few members of the board, in lieu of a formal presentation.  

a. In Delaware, there is no per se requirement of formal presentation: you don’t necessarily have to formally present to the board if you reasonably believe that the corporation isn’t entitled to the opportunity.

b. For example, if the President of the company tells you it's fine and to feel free to go ahead and take the opportunity, we might be less worried about the situation than if a mere outside director had approved.

iv. ALI Approach:  The ALI's Principles of Corporate Governance §§ 5.05 and 5.12 take a somewhat different approach to the problem.  

1. ALI § 5.05(a) draws a distinction between outside directors ("directors") and inside directors ("senior executives").  

a. Outside directors have greater leeway to pursue opportunities, because of the difference in the way a corporate opportunity is defined with respect to them: a corporate opportunity is one of which the director becomes aware through his role as a director or through the use of corporate resources.  See ALI § 5.05(b)(1).
b. By contrast, for inside directors, corporate opportunities also include opportunities of which the director becomes aware which he knows are closely related to the business in which the company is engaged or expects to engage.  See ALI § 5.05(b)(2).  

2. A director can’t take advantage of of a corporate opportunity unless:

a. He first offers it to the company and makes full disclosure concerning his conflict of interest and the corporate opportunity;

b. The corporate opportunity is rejected by the company; AND
c. Either:

a. The rejection is fair to the company

b. The opportunity is rejected in advance, following disclosure, by the disinterested directors; OR
c. The rejection is authorized in advance or ratified, following disclosure, by a vote of the disinterested shareholders and the rejection isn’t equivalent to a waste of corporate assets.

3. ALI § 5.12 governs the rules regarding corporate opportunities which apply to controlling shareholders.  

a. A corporate opportunity in this context is defined as the opportunity to engage in any business activity that is:

a. Developed or received by the company or comes to the controlling shareholder primarily by virtue of its relationship to corporation (see ALI § 5.12(b)(1)); OR
b. Held out to the shareholders of the corporation by the controlling shareholder (either personally, or through the company he controls) as being the type of activity that will be within the scope of the business in which the corporation is engaged and won’t be within the scope of the controller’s business.  See ALI § 5.12(b)(2).  

b. A controlling shareholder may not take a corporate opportunity UNLESS:

a. Taking the opportunity is fair to the corporation (see ALI § 5.12(a)(1)); OR
b. Taking the opportunity is authorized in advance or ratified by disinterested shareholders, following disclosure concerning the conflict of interest and the corporate opportunity, and the opportunity isn’t equivalent to a waste of corporate assets.  See ALI § 5.12(a)(2).  

I. Shareholder Lawsuits:  The primary means of enforcing fiduciary duties to the corporation consists of shareholder derivative suits, actions brought by shareholders which are brought on behalf of the corporation (i.e., forcing the company to bring suit against the breaching director on its underlying claim against that Δ) against directors who have breached their duties.  
a. There are also direct suits, usually for securities claims and violations of the proxy rules, but also when the shareholder has been directly harmed (say, in being disenfranchised).  These are normally brought as class actions, but are generally less common than derivative suits.

b. In direct suits, recovery is had by the shareholders themselves; in derivative suits, recovery is as indirect as the claim: the company gets money, which will theoretically cause the stock price to up correspondingly.

c. It's unclear the extent to which derivative suits really present an efficacious deterrent to bad behavior by corporate boards, or a real remedy for shareholders.  Some commentators thus doubt their normative justification.  But perhaps they are the best answer we have, since the chances of throwing the board out of office are generally slim.

d. Collective Action and Incentive to Sue:  Dispersed public shareholders are unlikely to sue.  
i. One solution to this problem is that the Πs' attorney can collect 10-25% of a monetary judgment and can be paid even if no monetary recovery under the common fund doctrine (if litigation produces fund or recovery that benefits an entire class, can collect attorney's fees from it; all beneficiaries pay their fair share of attorney's fees) and the substantial benefit rule (A successful Π in a derivative suit may be awarded attorney's fees against the corporation if the corporation received “substantial benefits” from the litigation, even though the benefits weren’t “pecuniary” and the action didn’t produce a fund).  See Fletcher v. AJ Industries (Πs' lawyers negotiated a settlement which included a shakeup of the bad board of directors; HELD: this is a substantial benefit such that the Πs' attorneys are entitled to attorney's fees and costs).  

1. Substantial benefits are those which maintain the health of the corporation and raise the standards of fiduciary relationships and other economic behavior, OR prevent an abuse which would prejudice corporation or affect the right to shareholder interest.

ii. These fee doctrines aren't necessarily a bad thing.  It's needed to solve the collective action problem, but we should always be aware of who is the driving force, and the main beneficiaries, of this litigation: the corporate Πs' bar.  

iii. Agency problems also abound, including strike or nuisance suits, the fact that Πs' attorneys tend to maximize their own profits rather than shareholder wealth, and the fact that directors prefer settlement to trial and prefer dismissal above all else.

1. The procedural hurdles imposed on derivative suits are an attempt to mitigate these agency problems.  

2. The vast majority of these suits don't go to trial at all.  About a quarter are dismissed, and the remainder are settled (half of those with no financial recovery at all).  

3. Directors prefer to settle, and there's a substantial danger of collusion with the Πs' lawyers (so that the suit goes away, and the Π's attorney gets paid), who may not be looking out for the shareholders at all.  This is exacerbated by the fact that Πs' attorneys get nothing in the event of dismissal.  That's why the courts take on the responsibility of policing the compensation of the Πs' attorney.  

e. Standing:  Generally, Πs' attorneys have little trouble finding shareholders with standing to bring derivative suits, but there's still quite a big potential for abuse in finding Πs.  However, this is normally more of a problem in securities litigation (direct suits), because of their tougher standing requirements, rather than derivative suits.  

i. In general, to bring a derivative action, a Π must:

1. Be a shareholder for the duration of the action; 

2. Have been a shareholder at the time of the alleged wrong; and

3. Be able to fairly and adequately represent the interests of the shareholders (no conflict of interest).

f. Demand:  The more important requirement in derivative actions is the demand requirement, which derives from Fed. R. Civ. Pro. 23.1, which is emulated by most state rules of civil procedure.

i. "In a derivative action … the complaint shall allege with particularity the efforts, if any, made by the plaintiff to obtain the action the plaintiff desires from the directors or comparable authority and … the reasons for the plaintiff’s failure to obtain the action or for not making the effort."  Fed. R. Civ. Pro. 23.1.  
ii. Under the RMBCA § 7.42, a Π must make demand on the board and then wait 90 days (or until the board says no, whichever is earlier).  The only way failure to make demand will be excused is if the Π can show that irreparable injury to the corporation would result from having to wait for the 90-day period to elapse.  See RMBCA § 7.42(2).
iii. Basically, the idea is that suing on the corporation's behalf is normally a decision left to the board, so before the shareholder can force the company to sue, he should first ask the company to sue, or else he should demonstrate why asking the board would be futile.  
iv. Demand Futility:  Under Delaware law, a plea of demand futility is analyzed according to the 2-pronged rubric of Aronson-Levine.  In order to survive a motion to dismiss, the Π must either :

1. Show that a majority of the directors are either interested or dominated.

a. Usually, "interested" in a transaction means that one stands to benefit, financially, from the underlying deal.  See Levine v. Smith (GM buys Ross Perot off; HELD: Πs have failed to meet their burden in establishing either the futility of demand or wrongful refusal).
i. The mere fact that one is named in a derivative action isn't enough to throw the demand requirement out the window, since then Πs would never have to make demand since they'd just sue the whole board, in every case.  

b. "Dominated" typically means that the interested directors or those proposing the transaction hold some undue influence (e.g., they depend on the interested directors for their jobs or livelihoods) over the other directors, and thus the other directors lack real independence.  See Rales v. Blasband (double derivative suit against parent company to force it to force subsidiary to sue directors for buying junk bonds; HELD: directors dominated by the interested Rales directors, since their jobs and livelihoods were subject to the Rales' whim); In re eBay (disinterested directors could have their options taken away).  

2. Create, through particularized factual allegations, a reasonable doubt as to the soundness of the transaction sufficient to rebut the business judgment rule in deciding not to sue.  

a. This test reduces to the question whether the underlying transaction was grossly negligent, or made in an uninformed way, or made in bad faith.

b. The rationale is that if the transaction was so bad as to flunk the business judgment rule, there is little reason to think the board competent enough to know that they should sue the breaching directors.  

v. Wrongful Refusal:  Delaware Law uses a different standard when demand has been made on the board, but the board still refuses to sue.  The applicable standard borrows from Aronson-Levine, but departs from it significantly.

1. First, a Π who makes demand on the board automatically concedes that the directors are neither interested nor dominated.  See Levine v. Smith; Speigel v. Buntrock.  The rationale behind this presumption is that if the board were interested or dominated, the Π wouldn't make demand in the first place, since it would be irrational to do so.
2. Second, the applicable standard is similar to that of the 2d prong of Aronson-Levine, except that the question then becomes whether the refusal was a valid exercise of business judgment.  The business judgment rule is applied to the refusal, not the underlying transaction.  
a. Thus, in order to survive a motion to dismiss, the Π must allege particularized facts which support the conclusion that the board's refusal to sue was either in bad faith or uninformed.  

b. Apparently, mere refusal to consider the Π's presentation regarding why the board should sue is insufficient.  See Levine v. Smith.  

3. The basic result of the Aronson-Levine test is that Delaware law imposes an almost mandatory plead-futility requirement: in Delaware, you NEVER make demand on the board, it's practically malpractice to do so!  
a. This basically puts the court in the position of evaluating the merits of derivative suits, rather than the board, who is often said to be primarily in charge of these decisions.  The court, not the board, makes the decision, as a practical matter, whether going forward with the derivative suit is a good idea in the corporation's best interests.

b. Compare with RMBCA § 7.42, which creates a true demand requirement.  Under the RMBA, you HAVE to make demand and then wait for the required period, except in the most extreme circumstances.

vi. Double Derivative Suits:  The demand requirement imposes special problems when you're dealing with a so-called double derivative suit, i.e., a shareholder-Π of a parent company suing to force the parent company to bring its own derivative action as a shareholder of the subsidiary, to force the subsidiary to bring suit against the subsidiary's board.  See Rales v. Blasband.  The traditional 2-prong Aronson-Levine test is impossible to apply in this situation to the parent board.

1. Instead, courts are to inquire whether, at the time of the complaint, the subsidiary board could be trusted to exercise proper business judgment in addressing that complaint.  In other words, the traditional standard is only applied to the subsidiary's board, but not to the parent's board.  

2. With respect to the parent company's board, the business judgment rule (i.e., prong 2) is not applied to the challenged transaction.  

a. The idea is that only the business judgment of the subsidiary's board is being challenged, not the parent company's board.  The parent company often had nothing to do with the underlying transaction, so you can't penalize them for not doing anything to prevent it.  

b. In theory, the parent company, as a shareholder in the subsidiary, has also been harmed by the breach of the subsidiary board's fiduciary duty.

c. Rales v. Blasband suggests that the business judgment rule prong will not be applied: 

i. In double derivative suits

ii. To complaints based on omissions

iii. To situations where a business decision was made by the board of a company, but a majority of the directors making the decision have been replaced

3. Thus, the only test that can be applied to the parent company's board is whether the directors were interested or dominated (i.e., prong 1).

a. The first prong (interested/dominated) is to be applied individually to each individual director.  The inquiry is whether the particularized allegations are enough for the complaint to survive a motion to dismiss in these circumstances.  

g. Special Litigation Committees:  Even if a Π can show that demand on the board is excused and survive the initial motion to dismiss, that doesn't take away the board's general power to determine whether the company should continue to sue.  See Zapata Corp. v. Maldonado (shareholder brought a derivative suit, company formed SLC and dismissed; HELD: dismissal will be sustained only if the company proves that the SLC acted in a good faith and independent manner following a reasonable investigation, and then the court has discretion to apply its own business judgment to determine whether to grant dismissal).  

i. The company has standing to move to dismiss such suits, since the company is a nominal Δ in derivative suits.  The company normally acts by constituting a special litigation committee (SLC), made up of disinterested directors, which recommends whether a derivative suit brought on behalf of the company should be maintained or dismissed as being not in the best interests of the company.

1. The test for independence is pretty tough for SLC members: you have to be careful to choose members who are do not have too many "interwoven personal connections."  There is a danger that SLC members may have so many interwoven connections to the board that the claim of independence strains credulity.  See In re Oracle (SLC members to investigate whether derivative suit based on insider trading should be dismissed had lots of connections to Δ directors, most of them running through Stanford; HELD: the corporation has failed to prove the independence of the SLC, motion to dismiss denied).  

2. The key question the court applies in measuring the SLC members' independence is whether the members will be able to act without having their relations to the board ever present in their minds, whether a director is FOR ANY SUBSTANTIAL REASON incapable of making a decision with only the best interests of the company in mind.

ii. All jurisdictions agree that, in order for its motion to dismiss to be granted, the company has the burden of showing that the SLC is composed of independent and disinterested directors, has acted in good faith, and recommended dismissal following a reasonable investigation.  See Zapata Corp. v. Maldonado; Auerbach v. Bennett.  This is the first step in the analysis.

iii. Where jurisdictions - namely Delaware and NY - differ is on the second step of the analysis.

1. In Delaware, under Zapata, even if the corporation meets its burden of proving the good faith and independence of the SLC, the court may, in its discretion, apply its own business judgment in deciding whether to grant the motion to dismiss.

a. The 2d Circuit (applying Delaware law) has suggested that the judge applying his own business judgment should analogize his role to that of a lawyer contemplating settlement.  See Joy v. North.  
i. The court should consider, first and foremost, the interests of the corporation, the direct costs imposed on the company compared with the potential benefits of the litigation.  See Joy v. North.  

ii. The court will necessarily have to balance the corporation's interests against the Πs' in the litigation.  Factors to be taken into account include attorney's fees and other out-of-pocket expenses related to the litigation and time spent by corporate personnel

preparing for and participating in the trial.

i. The court, if it finds the likely net return to the corporation from the litigation is not substantial, may weigh such factors as the distraction of key personnel cause by the litigation, and the potential lost profits from the publicity of a trial.

ii. Where the court determines that the likely recoverable damages discounted by the probability of a finding of liability are less than the costs to the corporation in continuing the action, it should dismiss the case.

a. However, the court should also consider, when appropriate, matters of law and public policy in addition to the corporation’s best interests, such as effects on the Πs' bar and the availability of shareholder remedies, as well as the potential deterrent effect on other corporate boards.  See Zapata Corp. v. Maldonado.  
1. In NY, the second step is different: the court applies the traditional business judgment rule, which in essence makes the board's adoption of the SLC's recommendation to dismiss unreviewable.  See Auerbach v. Bennett.  
a. This test rejects the balance struck by the Delaware rule between the shareholders' right to sue and the board's right to direct litigation on behalf of the corporation.  

b. The Delaware rule is more pro-Π, or pro-shareholder, whereas the NY rule is more pro-Δ.  

i. Note that step 2 is not reached if step 1 isn't satisfied.  This makes sense, since of a court is convinced that a corporate board is interested or has failed to act in good faith, the second step becomes a foregone conclusion.  

1. But even if a court gets to step 2 (i.e., the board wins on step 1), the Delaware rule basically provides that a court should still be skeptical of, and essentially second-guess, the board's decision.  

2. The fact that step two is never reached if step one is not satisfied has likely made some judges and courts in Delaware (where the second step of Zapata is quite controversial and unpopular) strain to find against the company on step 1 so as to avoid reaching step 2.

a. But this is unnecessary since, as the Delaware Supreme Court has repeatedly stressed, the application of the court's own business judgment on step 2 is completely optional and discretionary.

ii. Settlement:  About 75% of all derivative suits settle.  Thus, the standard under which courts evaluate settlements is important, especially given the concern over potential collusion between the Πs' attorney and the board at the expense of the shareholder-Πs.  

1. In general, therefore, we want to allow some option to a shareholder-Π to question the fairness of the settlement, but we want to avoid one such Π engaging in hold-ups or collusion himself which screws the other shareholders.  

a. Courts will typically listen to challenges by large shareholders.  If such a shareholder comes in and manages to increase the value of the settlement, that shareholder's lawyer is paid his fees and costs, if the growth of the settlement as a result of the intervention is large enough.

2. If the SLC recommends settlement, then the standard is that of Zapata, the 2 step test which requires, in cases where the SLC is found to be independent, the application of the court's own independent business judgment to determine the overall fairness of the settlement.  See Carlton Investments v. TLC Beatrice Intl Holdings (Πs challenged fairness of settlement of derivative suit; HELD: Zapata applies, and the settlement meets with approval under both step 1 and step 2).  

a. In other words, the test is the same for the SLC's decision regardless of whether the SLC recommends settlement or filing a motion to dismiss.

a. Private Securities Litigation Reform Act:  This is a response to what was viewed as excessive shareholder class action lawsuits alleging violations of securities laws.  
i. Once a securities class action is filed, PSLRA requires court to name as lead plaintiff the shareholder that the court determines best represents the plaintiff class. There's a rebuttable presumption that this will be the largest shareholder.  

ii. Whoever is appointed lead plaintiff selects the lead counsel for the plaintiff class.  

iii. The idea is to permit the largest shareholder to take control of litigation and settlement of securities class actions and end the prior race to the courthouse by class action attorneys.

iv. Some have inquired whether a similar provision would be a good idea in the context of state law derivative suits.

1. One potential concern might be that the large (usually institutional) shareholders, the presumptive best representatives, might have incentives not to sue because they're more concerned with losing business and maintaining good relationships with the board.  

2. But overall, it seems like it might be a good idea to reign in the Πs' bar and out of control derivative litigation.

b. Thus, the analysis of derivative suits under Delaware law proceeds as follows:
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I. Transactions in Control:  One gains control of a company by gaining most of the shares in the company.  However, one normally doesn't have to own a technical majority of the outstanding shares to have effective control: in a large publicly traded company, with widely dispersed shareholders and low voter participation in corporate elections, you could probably have effective control with about 30% of the shares.  
a. A controlling bloc of shares may be purchased piecemeal from many shareholders (but this is inefficient, since the share price rises as you buy each share), or may be bought as one large control bloc (usually at a substantial premium over what an individual share is normally worth), or through a tender offer.

i. In general, a shareholder is perfectly free to sell his shares to whomever he chooses, and other shareholders have no right to complain.  This is generally known as the market rule.  See Zetlin v. Hanson Holdings (Absent looting of corporate assets, conversion of a CO, fraud, or other acts of bad faith, a controlling SH is free to sell, and a purchaser is free to buy, a controlling interest at a premium price).
ii. But where a controlling shareholder sells his control bloc, there is ample reason to be concerned, since with that control bloc he sells the power to control the company, and thus to affect the fortunes of all other shareholders.  

iii. Thus, corporate law will impose some constraints on a controlling shareholder's freedom to sell his control bloc.  

iv. There are also cases in which the law will even force the controller who sells his control bloc to share his control premium with the other shareholders, though the general rule is that they have no right to it.  See Perlman v. Feldmann.

1. Perlman v. Feldmann: important exception to market rule. Extraction of a corporate opportunity.

a. Despite price cap on steel, Feldmann (controller, director) figured out a way to extract value from shortage. Wilport offers premium for Feldmann’s shares, and he takes it.

b. Shareholders argue Feldmann sold not only his shares, but a corporate opportunity to control over the steel supply at a time of shortage.

i. Court found that Feldmann extracted corporate opportunity; Δ had burden to show that Πs wouldn’t be able to gain from the shortage in order to prevent recovery.

c. Feldmann had a duty as a controlling shareholder in this case as well. In a time of market shortage, where a call on a company’s product commands an unusually large premium, the fiduciary can not appropriate to himself the value of his premium (i.e., extract a corporate opportunity); he must share it pro rata with fellow sharholders. (And Δ has the burden).

i. Recovery here was the entire premium, not just the part for un-innocent purposes.

ii. Note: typically, if there's a misappropriation of a corporate opportunity then the corporation recovers. But in this case, if the company recovers the money goes to the new controller, who doesn’t deserve this money.  So payment goes to Πs directly.

d. Why are we worried about Wilport’s directors taking over the board? They are end-users of steel, a CUSTOMER. Concern that they’ll self-deal, sell to themselves at a lower price. 

e. Important facts for this case: 

i. shortage; 

ii. new controller a customer, so opportunity for self dealing; 

iii. Perlman a director and controller; 

iv. extraction of a corporate opportunity – that is what makes it different from just selling his shares (where he would be able to get a premium).

f. If we're worried about eventual self-dealing, why not wait and see if it happens, then sue? Because here there is an opportunity to block transactions that put shareholders at risk.

g. Could you go after Wilport later for self-dealing despite the fact that they paid for it? Probably.

2. Competing rule: Equal opportunity rule. Give minority shareholders the right to sell their shares at a premium as well.

a. In practice, forces acquirer to buy the whole company. There's a concern that it will prevent value-added transactions.

b. But an advantage is that this will stop looting – the new controller would be looting from himself.

b. Sale of Corporate Office:
i. You CAN NOT SELL A CORPORATE OFFICE.

ii. Example: CEO has lots of power (effective control) but only 1% of shares. Walker offers $1M for 1%, and part of deal is that CEO steps aside and Walker takes his position.

iii. Problem: how do you distinguish sale of office from sale of a control block (because with the sale of the control block, the old shareholder also steps aside).

1. You have to look at size of purported sale block and how much premium paid. If buying a tiny amount of stock for a large premium – you must be buying the office.

2. If 10% block or less, courts look closely for sale of office; the more the premium, the more suspicious.

iv. A similar concern underlies these transactions as does the separation of cash flow and control – it isn’t your $ you’re spending.

v. Carter v. Muscat: 9.7% control block; premium only slightly above market; directors re-elected by SHs; sale upheld.

vi. Brecher v. Gregg: 4% block; 35% premium; CEO fired by board; deal considered sale of office and overturned.

c. Looting
i. Normally a shareholder has no duty to investigate who he's selling to.  A controlling shareholder has a duty to investigate IF a reasonable person would be suspicious of potential looting.

ii. Harris v. Carter: 

1. Saying controller breached a duty of care in selling to these looters. Applied tort doctrine to see whether Carters’ breached.

2. Red flags here: 

a. inconsistencies between purchase agreement and financial statements; 

b. CFO raised questions about accuracy and didn’t pursue it.

3. Put an obligation on controlling shareholder because they’re in the best position to monitor.

d. TENDER OFFERS
i. Definition:  Offeror inviting shareholders to tender shares into the offer, for some price x, at a premium to current market price.

ii. Usually conditioned on 50% being tendered in. Why the condition? Because you want control; you don’t want to pay a premium for a large minority.  The tenderor is permitted to offer to buy only a certain amount of shares. If more shares are tendered than the buyer is willing to purchase, than the shares are purchased pro rata from each shareholder.

iii. A tender offer is faster than a merger, it takes less time; it's normally the initial step in most merger transactions.

iv. Regulated under the WILLIAMS ACT

v. Four Elements of the Williams Act
1. Early Warning System (§13(d)): requires disclosure whenever anyone acquires more than 5% of the
stock.

a. Basic Rule (Rule 13d-1(a)): investor must file a 13D report within 10 days of acquiring more than 5% beneficial ownership. Partial exemptions for qualified institutional investors and passive investors (since they're unlikely to want to take over a company).

b. Updating requirement (Rule 13d-2): must amend 13D annually and in some cases more promptly.

c. Key Definitions: “beneficial owner” means power to vote or dispose of stock (13d-3(a)); “group” is anyone acting together to buy, vote, or sell stock (13d-5(b)(1)). Each group member deemed to beneficially own each other member’s stock.

1. General Disclosure: (§14(d)(1)): requires tender offeror to disclose identity and future plans, including any subsequent going-private transactions.  Usually, tenderors are coy about this (and they can be to some extent, because the requirements are so vague) in order to avoid tipping off competitors about their plans.
2. Anti-Fraud Provision (§14(e)): prohibits “any fraudulent, deceptive, or manipulative” practices in connection with a tender offer.
3. Terms of the Offer (§14(d)(4)-(7)): governs the substantive terms of the tender offer, e.g., duration, equal treatment.
a. 14e-1: Tender offers must be open for 20 business days

b. 14d-10: Tender offers must be made to all holders; all purchases must be made at the best price (tenderor can raise the price during the tender period)

i. NOTE:  Discriminatory self-tenders are NOT ALLOWED (even though they might have been a good defense against takeovers once, the SEC disagrees).

c. 14d-8: Tender offers that are oversubscribed must be taken up pro rata

d. 14d-7: Shareholders who tender can withdraw while tender offer open

e. 14e-5: Bidder cannot buy “outside” tender offer

a. Brascan, Ltd. v. Edper Equities, 477 F. Supp. 773 (D.N.Y. 1979):  Edper wished to acquire Brascan, but it’s friendly offer was rebuffed so it sought out large shareholders and purchased a large block of shares. This did not constitute a tender offer. The legislative history of the Williams Act distinguishes between tender offers and other large stock accumulations. Only 2 of the list below was fully met, 3 and 5 were slightly met.

1. Acquiring a large amount of stock in open market transactions, bidding cautiously so as to avoid bidding up the stock unless there was a large volume available at such prices is not a tender offer even if a lot of stock is accumulated.

b. Wellman v. Dickinson: Eight Factors considered in determining whether acquisitions constitute a de facto tender offer:

1. “active and widespread solicitation”

2. “the solicitation is made for a substantial percentage of the issuer’s stock”

3. “a premium over the prevailing market price”

4. “the terms of the offer are firm rather than negotiable”

5. “whether the offer is contingent on the tender of a fixed minimum number of shares”

6. “whether the offer is open only for a limited period of time”

7. “whether the offerees are subjected to pressure to sell their stock”

8. “whether public announcements of a purchasing program . . . precede or accompany a rapid accumulation”

a. The Hart-Scott-Rodino Act Waiting Period:  Intended to give the FTC and DOJ ability to block deals that violate antitrust laws. If no antitrust violations, affects timing of transactions:

i. Minimum waiting period before closing a transaction (§18a(b)(1)(B)):

1. 30 days for open market transactions, mergers, and negotiated deals;

2. 15 days for cash tender offers;

3. May be extended for another 30 days (10 days for cash tender offers) if DOJ or FTC makes a Second Request (§18a(e)(2)).

ii. Who must file (§18a(a)(2)):

1. The acquirer in all deals > $200 million.

I. Mergers and Acquisitions:  There are both good and bad reasons for companies to merge with each other.  
a. Good motives tend to include increased efficiency of operations, as may result from producing a bigger company which can take advantage of economies of scale, swallowing up your supplier so you no longer have to keep renegotiating contracts with him, replacing bad managers, and (perhaps) diversification of the enterprise (although economists tend to conclude there are NO benefits from this so it may be suspect).

b. Bad motives include hubris, overestimation of synergies or underestimation of costs, empire building (all possibly driven by poor economic incentives).  Other motives might be the desire to entrench oneself (big companies are harder to take over), bigger salaries, or the desire on the part of managers of acquired companies to extract huge "consulting fees" (i.e., bribes) from acquirers.

c. There may also be redistributive motives at work: shifting value from government (taxes/net operating losses), creditors (e.g., LBO’s), or consumers (e..g., monopoly pricing) and toward oneself)

d. Today, Delaware and many other states allow mergers to proceed with the approval of only a bare majority of the outstanding shares of each class that is entitled to vote on them. 

i. In addition, shareholders who do not want to participate in the new (combined) entity have a statutory right to seek a judicial appraisal of the fair value of their stock as an alternative to accepting the merger consideration. 

ii. Originally, consideration was only shares in the new company – now there is a “cash out” merger in which shareholders can be forced to exchange their shares for cash as long as the procedural requirements for a valid merger are met.

e. The merger is part of a handful of corporate decisions that require both shareholder as well as board approval (to mitigate agency costs, since the interests of shareholders and managers may readily diverge in such contexts).  Other such decisions include sales of substantially all assets, amendments to the articles of incorporation (charter) and voluntary dissolutions.  

i. Mergers require a shareholder vote on the part of both the target and the acquiring company, except that the acquiring company’s shareholder’s don’t vote when the acquiring company is much larger than the target.  See DGCL §251(b).  

ii. The RMBCA is significantly pro-manager than Delaware law in terms of the requirements for structuring the deal, which tends to be more pro-shareholder (i.e., puts more deals to a required shareholder vote).  

1. Delaware law is generally more skeptical of pulling off mergers by exchanging one kind of asset for another; but the inquiry is qualitative as well as quantitative.  

iii. Delaware law does not require giving preferred stock a class vote for a merger.

f. Types of Mergers and Acquisitions: 

i. Asset Acquisition:  This is governed by DGCL § 271.  Note that, as mentioned, shareholders cannot force a sale of substantially all the assets of the company, but they must approve such sales (purchases need not have shareholder approval, so the acquirer's shareholders don't get a vote on this).  See DGCL § 271(a).  

1. "Substantially all" the assets isn't merely a matter of numbers: the court also takes into account the affect that selling these particular assets would have on the continued vitality of the business.  See Katz v. Bregman (sale of 51% of assets is sale of "substantially all" the assets; 
If the sale is of assets quantitatively vital to the operation of the corporation and is out of the ordinary and substantially affects the existence and purpose of the corporation then it is beyond the power of the Board of Directors absent shareholder approval).
a. The need for shareholder approval is to be measured not by the size of the sale alone, but also on the qualitative effect upon the corporation. Thus, it is relevant to ask whether a transaction is out of the ordinary course and substantially affects the existence and purpose of the corporation.  See Thorpe v. CERBCO.
1. Asset acquisitions have the advantage of allowing the acquirer to avoid the assumption of many of the target's liabilities, in most cases.  However, if the assets are transferred as an “integrated business,” and the liabilities are matured, then those liabilities will be assumed.  The acquirer can’t avoid present lawsuits or debts in this manner.

a. Another advantage is that the target's shareholders have no appraisal remedy.  

2. One disadvantage to asset acquisitions is their relatively high transaction costs, which are due to the actual transfer of the assets (depending on what they are).  

3. Process:  

a. The boards of the two firms – A(cquirer) and T(arget) – negotiate the deal.

b. Only T’s shareholders get voting rights (because only T is being “bought”) under state law. (But stock exchange rules may require shareholder vote of A in stock deal.)

c. Transaction costs are generally high because title to the actual physical assets of T must be transferred to A.

d. After transfer, selling corporation usually distributes the consideration received to its stockholders and liquidates

i. Stock Acquisitions:  There are 2 basic kinds of these.
1. Compulsory Share Exchange:  This is a process under RMBCA § 11.03; it does not exist in Delaware.  The basic plan proceeds by a tender offer negotiated with the board that once approved by a majority of shareholders becomes compulsory for all shareholders; acquiring company’s shares are then distributed pro rata.

2. Two-Step Tender Offer/Merger:  This is the traditional merger in Delaware law, and it comes in 2 flavors, but both proceed by the same basic process.

a. Process:  All traditional 2-step mergers follow the same basic plan:

i. A makes a tender offer for shares of T.

1. Typically, a "friendly" merger will feature a tender offer structure that is non-coercive.  

2. If the minority shareholders are to be cashed or squeezed out during the second step - the merger - then the tender offer price will be the same on the front end as the value (in cash or stock or whatever) they will receive on the back end, during the merger if they dissent.

3. This is so that no one feels coerced or compelled to tender for fear of getting junk for their shares later if they don’t tender them now.

ii. Assuming that A wishes to acquire 100% of T and avoid costs of T remaining a public company, A will use a merger to eliminate T’s remaining public SH.

iii. If A acquired 90% or more of T stock through tender offer, T can implement a “short form” merger under DGCL § 253.  The merger can then go through without a shareholder vote, or even sending out proxy statements.

iv. If A acquired less than 90% through tender offer, A will have to implement a traditional merger under DGCL § 251.  

1. This will require a shareholder vote, but the hope is that A has acquired more than 50% of the shares, so that the vote will be a foregone conclusion.  You need a majority of the outstanding stock entitled to vote to approve.  See DGCL § 251(c).  

2. Even if the vote is a foregone conclusion, you still need to hold a shareholder vote, and solicit proxy statements.

b. The main advantage of doing the tender offer step before the merger is that it makes for a far more streamlined process, since carrying out a merger takes time (it requires votes, proxy statements, etc.).  

i. Furthermore, the Williams Act provides that if you do the tender offer first (in 20 business days), you get control of the target, assuming enough people tender their shares.  This prevents other companies from coming in and snatching the target away.  

ii. Thus, it's not so much that the process is quicker, but if you do the tender offer first, you no longer care how long the merger takes, because you're secure in the knowledge that, if there's going to be a merger at all, it's going to be in your favor, not a competitor's.  

1. It reduces the window competitor's have to make their competing bids from about 3 months to less than 1 month: they have only the 20 days following the tender offer to put their bid together and that's ordinarily not enough time.

ii. Statutory Merger:  This is the second step of the Two-Step Tender Offer/Merger, but in more detail.

1. Process:  The classic statutory merger proceeds as follows:

a. A & T boards negotiate the merger.

b. Proxy materials are distributed to SH as needed.

c. T shareholders always vote (DGCL § 251(c)); A shareholders vote if A stock outstanding increases by > 20% (DGCL § 251(f)).

d. If majority of shares outstanding approves, T assets merge into A, T shareholders receive A stock, cash, or other consideration. Certificate of merger is filed with the secretary of state.

e. Dissenting shareholders who had a right to vote have appraisal rights.

f. A assumes T’s liabilities as well as its assets.

2. A Variation - Triangular Mergers:  This is the typical way in which US mergers are carried out.  The acquiring company sets up a new subsidiary, passes the merger consideration to that subsidiary, and then has it merge with the target.  

a. It can be set up so that either the acquiring company (forward triangular mergers) or the target company (reverse triangular merger) ends up as the surviving company.  There are pros and cons to each, including tax consequences (e.g., a reverse triangular merger carries with it some significant tax advantages).  

b. Whether such a merger is subject to a required shareholder vote (and by which shareholders) is governed by DGCL § 251(c).  

i. The agreement into which the managers of each company has entered into shall be submitted to the shareholders of each constituent corporation (i.e., the shareholders who own stock in the companies that are actually merging; thus, the shareholders of the parent corporation won't get a vote, although the parent corporation will, and those shares will be voted by the board of the parent).  

ii. However, shareholder approval, even for the parent corporation's shareholders, IS required under the stock exchange rules: you have to give them a vote if you want to remain listed on the NYSE and Nasdaq, which public companies certainly do.

c. One big advantage of the triangular merger, where the acquiring company uses a separate purchasing corporation, is that the subsidiary corporation provides a kind of "liability shield" between the target company and the acquiring company.

i. Thus, if the target incurs some horrendous environmental judgment against it in the time it takes to complete the deal, this won't be able to be raised against the acquiring company.

a. Lawyers in these transactions have been argued (by Prof. Gilson) to mainly perform the role of "transaction cost engineers," serving to eliminate or mitigate barriers to the merger going forward, like different expectations about the value of the company, different time preferences, asymmetry of information, or imperfect information. 

b. Tax and Mergers:  Tax rules are very important considerations in deciding how to structure these deals.  

i. The VERY General Rule for U.S. Investors Not Involved in an M&A Transaction (caveat, caveat, caveat):  Gains and losses on investments are not taxed until there is a “realization event,” e.g., sale or other disposition (including exchanges).  
1. Thus, a U.S. investor who purchases Google for $100/share in 2004 and sells for $400/share in 2006 is taxed on $300/share gain in 2006 tax year.  It's irrelevant whether investor uses proceeds to buy boat, bread, or shares of Oracle.  If the U.S. investor arranges to trade his Google shares with another investor for Oracle shares, the result is the same: the Google investor is taxed on $300/share gain.  

ii. There's more than one way to trigger realization and thus incur tax: sell the stock, swap the stock, etc.  This poses a problem for shareholders of the target company in a merger: being cashed out would ordinarily count as a realization event triggering tax liability, absent special rules which avoid this consequence.  
iii. Thus, the tax code has come up with a solution.  The general rule is that a merger or reorganization that qualifies under IRC § 368 is tax-deferred under IRC § 354, i.e., no recognition of gain to the seller, except to the extent that they receive cash or other “boot” (e.g., inventory, other property).
1. The acquirer gets carry-over basis in stock or assets acquired, the target gets carry-over basis in stock received.  

2. Note well that the tax is only DEFERRED; although it is often referred to as "tax-free reorganization," this is a real misnomer.  The tax has to be paid, eventually, but it's deferred for the time being.  

iv. Paradigm cases:  
1. Cash for stock (e.g., Timberjack): Former TJ shareholders are taxed on gains and losses just as if they had sold shares on the market.

2. Stock for stock (e.g., HP/Compaq): Former Compaq shareholders who receive HP shares do not recognize gain or loss on the exchange. Their basis in their Compaq stock carries over to their newly acquired HP stock. 

v. There's a basic efficiency rationale underlying this special tax treatment: to the extent you get cash for your shares, you have liquid cash to pay taxes, but if all you've gotten is shares, you don't have any kind of liquid asset to put toward the tax.  

1. In addition, taxing shareholders who only get stock will skew everyone's view of the merger: you want people to vote for or against the merger based on whether it's a good deal for the company, not based on whether they're going to get hit with extra taxes.  

2. Another consideration is fairness: the contrary rule seems to treat the acquiring company's shareholders differently (i.e., they don't get taxed) than it does the shareholders of the target shareholders (who have to pay more tax).  

a. There's another fairness consideration: the loss of shares in mergers is often involuntary, especially for shareholders in the target company who voted against the merger.

c. The Appraisal Remedy:  In almost all mergers, shareholders have appraisal rights, and usually, an appraisal in favor of dissatisfied shareholders follows a vote on a merger.  

i. The process is governed by DGCL § 262, which provides:

1. Shareholders get notice of appraisal right at least 20 days before shareholder meeting (DGCL § 262(d)(1)).

2. Shareholder submits written demand for appraisal before shareholder vote, and then votes against (or at least refrains from voting for) the merger (DGCL § 262(d)(1)).

3. If merger is approved, shareholder files a petition in Chancery Court within 120 days after merger becomes effective demanding appraisal (DGCL § 262(e)).

4. Court holds valuation proceeding to “determine [the shares’] fair value exclusive of any element of value arising from the accomplishment or expectation of the merger.” (DGCL § 262(h)).

5. No class action device available, but Chancery Court can apportion fees among plaintiffs as equity may require ((DGCL § 262(j)).

ii. The question of who bears the cost of the appraisal proceeding is determined by the chancellor under DGCL § 262(j).  The costs may be more evenly or equitably divided than they typically are in direct class actions or derivative suits, and thus one would be a lot more judicious in seeking appraisal, given that you'll certainly be stuck with some kind of legal bill, and the requirements of pursuing appraisal are time-consuming.  

1. This raises the question of whether appraisal is really an effective remedy, especially for individual shareholders unhappy with the merger.

2. Note well that a demand for appraisal has tax consequences as well: the appraisal provides cash for one's stock, and that's a realization event, which even further discourages one from seeking appraisal in many cases.  

iii. The RMBCA has a far more streamlined process for the exercise of a shareholder's appraisal remedy (see chart).  

iv. There are a number of likely rationales which underlie the appraisal remedy:

1. Quid pro quo: appraisal is compensation for giving up the shareholders' old veto right over the merger going forward

2. Providing compensation for a shareholder's involuntary receipt of relatively illiquid shares

3. Checking a stupid majority (or a disloyal management) which has sold out the company for far too little (or less than is fair).

4. It may also be a historical relic.

v. Note well, appraisal rights are available in short form mergers, even though DGCL § 262(b) doesn't list it.  

1. The question involved in determining whether one has appraisal rights is whether you can get fair compensation for what shares you had which were subsumed into the merger.

a. The focus is NOT on what you get out of the merger, but on what you had pre-merger.   

b. You generally don't get appraisal rights for shares of stock which were listed on the national stock exchange (DGCL § 262(b)(1)(i)), UNLESS some exception (to the exception) applies in DGCL § 262(b)(2).  

c. In cash-out mergers, you generally do get appraisal rights, unless some exception (to exceptions to exceptions) in DGCL § 262(b)(2) applies.

i. The theory is that when a company involuntarily cashes out the minority shareholders, there's probably a greater fear that those shareholders are being cheated.  

d. This all is generally known as the "market out" rule, and here's how it works, based on the statutory scheme:

i. DGCL § 262(b): shareholders of constituent corporations get appraisal rights in a statutory merger.

ii. BUT DGCL § 262(b)(1): don’t get appraisal rights if your shares are market-traded, or company has 2,000 shareholders; or shareholders not required to vote on the merger per §251(f).

iii. BUT DGCL § 262(b)(2): do get appraisal rights if your merger consideration is anything other than shares in surviving corporation or shares in third company that is exchange-traded or has 2,000 shareholders (with de minimis exception for cash in lieu of fractional shares).

e. Also note that there's generally no appraisal in a share-for-share deal under DGCL § 262(b)(1), since the shareholders won't have any vote on the merger.  It's hard to see how any of the rationales justify this.  

f. DGCL § 262 does not provide appraisal rights in the case of asset sales under DGCL § 271, which are tantamount to mergers.  This is often interpreted as a conscious choice on the part of the legislature to give merging companies a choice of means, providing one way to accomplish a merger with appraisal rights, and one without.  See Hariton v. Arco Electronics.
2. Most arm’s length mergers achieve something close to market price and remaining disagreements

about value are usually too small to justify the costs of seeking valuation. 

However, a minority shareholder ought not to be at the mercy of a shareholder vote that is either controlled or potentially manipulated by an interested party, as in a parent-subsidiary merger or even a management sponsored buyout – appraisal makes sense in these cases.

i. In an appraisal proceeding, the chancellor is charged with determining the fair value of the claimant's shares.  The appraisal remedy gets the shareholder a pro rata share of the going concern value of the company.

1. The court doesn't take into account any value added solely by the fact of the merger: the court attempts to value the business pre-merger, as a going concern, free of minority discount (i.e., the amount by which a minority discounts the value of his shares on account of the fact that he doesn't have control of the company).  See DGCL § 262(h); In re Vision Hardware Group.  

2. The rule appears to be, in practice, a straightforward discounted cash flow model of going concern value, the same yardstick which finance people tend to use in practice.  

a. The old way of doing this was the Delaware Block Method, an average of market value (share price), earnings value (last 3 years of earnings, capitalized using a price-to-earnings ratio), and asset value (net assets, valued at liquidation value).  See Weinberger v. UOP.
b. The Delaware Block Method has fallen into decreasing disuse by the courts, who are increasingly content to apply the standards thought useful by financial experts.  See In re Vision Hardware Group.  

c. Depending on the circumstances, the value of the company's debts may be taken at face value rather than its market or discounted value.  See In re Vision Hardware Group.  

ii. Appraisal rights go something like this:
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I. Public Control Contests and Hostile Takeovers:  Hostile takeovers are the primary way in which agency problems with the management of corporations are dealt with: the threat that if management does a bad job, there's a danger that some other management team will sweep in and throw the rascals out.
a. There are 2 strategies for completing a takeover: proxy contests and tender offers.  These tools developed independently, but now, with the advent of successful defensive measures, the 2 tools must now be used together, in an integrated fashion.  

i. The typical strategy is to wage a proxy contest, take over the board, eliminate the defensive measures, and then make the tender offer.

b. The law in this area is all judge-made, and this situation creates special problems for judicial review, since the directors are by definition self-interested or conflicted in these transactions (and thus the business judgment rule is far too weak), but at the same time, it's not strictly speaking self-dealing either (so total fairness is too harsh).  

i. We want a standard which encourages managers to resist takeovers because of a perceived threat to shareholder interests, but not to entrench themselves.  

ii. The Delaware courts are trying to chart a course between Scylla and Charibdis here.  

c. Easterbrook and Fischel have argued that shareholder value is maximized when there are more takeovers, so the board ought to be completely passive and roll over for any offer, hostile or not, and let the shareholders decide.  

i. The doctrine under Delaware law has not favored this approach; rather, they seem more inclined to buy into Bebchuk's thesis (that the directors ought to encourage and supervise auctions to maximize shareholder value), but not across the board.  

ii. Under Unocal, there is a certain amount of legitimate discretion left to the board to resist certain hostile takeover bids, if the directors earn the protections of the business judgment rule.  

iii. Perhaps Delaware law strikes the right policy balance, but there's also a concern that the Delaware approach allows too much discretion to the board, allowing them to entrench themselves at shareholders' expense.  It also seems to allow for (perhaps) a troubling degree of paternalism toward the shareholders.

d. Hostile Tender Offers:  The governing standard of review here is provided by Unocal v. Mesa Petrol. Corp.  

i. When the board is faced with a hostile tender offer, the protection of the business judgment rule is not automatic: it must be earned by a finding that there was a reasonable belief by the board that a threat to corporate policy and effectiveness existed, and the board's actions must be reasonable in relation to the threat posed.  

1. This is a standard of review which is intermediate between entire fairness and business judgment review.  This is appropriate since there isn't an exactly crystallized breach of the duty of loyalty in these takeover situations, but a huge potential for one to arise, so management's decisions must be more closely scrutinized.

2. The standard essentially wishes to guarantee that the board is taking defensive measures for some legitimate purpose, rather than an illicit one such as entrenchment.  

ii. It's an open question what else counts as a sufficient threat to justify defensive measures by the board against a hostile takeover.  A coercively structured tender offer/merger deal (e.g., cash on the front end and junk bonds on the back end) certainly qualifies.  See Unocal v. Mesa Petrol. Corp.
1. There are several factors that should be considered in deciding whether the response is appropriate to the threat: 

1. The inadequacy of price offered (this alone may be enough, see Time-Warner)

i. This factor has increasingly been interpreted as a basis for management to "just say no" to the bid, and the courts have increasingly deferred to management's judgment that the price offered is inadequate and that the shares are worth more.

ii. This view seems rather dubious, however: it's hard to see why we should defer to management rather than the market on the question of what the shares are worth, especially given the risk that management is using the alleged inadequacy as a pretext for their own self-interested entrenchment.

2. Nature and timing of the offer

3. Questions of illegality

4. The impact on corporate constituencies other than shareholders

5. The risk of non-consummation

6. The quality of securities being offered in the exchange

iii. An alternative, but professedly equivalent, formulation of the Unocal standard was provided in Unitrin v. American General.  The standard is now increasingly known as the so-called Unocal-Unitrin standard.

1. The Unitrin formulation inquires whether the response is "draconian, preclusive or coercive."   

1. If so, then the response is unreasonable in relation to the threat under Unocal, therefore the business judgment rule is not applied to the board's action.  

2. The Unitrin standard then inquires whether the response is within a "range of reasonableness."

1. In deciding this second prong, the court takes into account a number of factors, including:

i. Whether the action is a statutorily authorized form of business decision which a board may routinely take in a non-takeover context

ii. Whether the action is limited as a defensive response and corresponds in degree or magnitude to the threat

iii. Whether the board properly recognizes that not all shareholders are alike, and provides immediate liquidity to those shareholders who want it.

3. If the board's action satisfies both prongs, then the response is reasonable in relation to the threat under Unocal, and therefore the business judgment rule is applied to the board's action.

4. Although this formulation appears to narrow, or tighten up Unocal at least somewhat, it really doesn't.  

1. This standard doesn't strike down the validity of poison pill measures (discussed in more detail below), even though they're arguably "preclusive."  

2. But there is one sense in which the poison pill isn't preclusive, the safety valve theory: as long as you can stage a proxy contest, take over the board, and redeem the pill, it isn't preclusive.  

3. Thus, this appears to be merely an alternative formulation of Unocal, but the same standard is applied: there's no real change in substance.  

5. The boundaries are somewhat unclear: maintaining a pill isn't draconian, neither is a reasonable buyback of shares, but it's hard to see what is draconian.  

iv. There are also a number of private protections available against hostile tender offers.

1. Greenmail: buying out the takeover bidder’s stock at premium not available to other shareholders in order to prevent the takeover.  This used to be common, but a recent tax rule has made it prohibitively costly.  

2. Poison Pills:  These are also known as "shareholder rights" plans, and are a remarkably effective takeover defense.  They basically operate to deter the takeover by giving shareholders a contingent right to buy a lot more shares at a substantial discount if the takeover bidder acquires more than a certain percentage of the outstanding shares.  This deters the takeover bidder from ever making the tender offer.

1. Poison pills come in 2 varieties, "flip in" (giving the shareholder the right to buy stock in the target) and "flip over" pills (giving the shareholder the right to buy stock in the acquirer post-merger), and most modern pills are of the former type.

i. There are several other kinds of poison pills which are illegal in Delaware, but legal in MD and GA:

1. “Dead Hand” Pill: Pill that may not be redeemed by the insurgent directors. (Carmody v. Toll Bros.)

2. “Slow Hand” Pill: Pill that may not be redeemed for a specified period of time after a change in board composition. (Mentor Graphics.)

3. “No Hand” Pill: Pill that may not be redeemed by current or future boards for the life of the pill (usually ten years).

2. A poison pill is implemented in about 5 steps:

i. Rights plan adopted by board vote.  No shareholder vote is necessary.  The board and the managers don't want to have to go through a shareholder vote because of timing (shareholder votes and proxy statements take a while to implement, and defensive measures need to be implemented quickly).  Also, it's common for the acquiror to be a large shareholder, and perhaps capable of destroying the poison pill.  

ii. Rights are distributed by dividend and remain “embedded” in the shares.  Rights are redeemable by the company (so that the board has the option to lower its defenses in the face of a friendly takeover).

iii. Triggering event occurs (it never does, no one is stupid enough to trigger the pill) when prospective acquirer buys > 10% (a typical threshold) of outstanding shares. Rights are no longer redeemable by the company and soon become exercisable.

iv. Rights are exercised. All rights holders are entitled to buy stock at half price – except the acquirer, whose rights are cancelled. 

3. The pill basically works by punishing the hostile bidder, diluting its purchasing power (and its voting power and ownership) substantially.  

i. It's not costless, since it does remove shareholder choice on whether to approve the takeover bid.  Ironically, it's anti-shareholder rights.

4. The poison pill defense (even when adopted on a "clear day," before the hostile tender offer is made) was upheld in Moran v. Household Intl, relying on an application of the Unocal standard.  

i. “In Unocal, we applied the business judgment rule to analyze Unocal’s discriminatory self-tender….  The [business judgment rule] is a [presumption the board acted on an informed basis, in good faith, and in honest belief of serving the best interests of the company].  Notwithstanding, in Unocal we held that when the [business judgment rule] applies to the adoption of a defensive mechanism… the directors must show that they had reasonable grounds for believing that a danger to corporate policy and effectiveness existed [and] that the defensive mechanism was reasonable in relation to the threat posed.”  See Moran v. Household Intl. (adoption of pill on clear day is justified under Unocal because of the reasonable fear that the company was vulnerable to the rash of takeovers then going on).  
1. Basically, this is the same view taken in Unocal: business judgment review is not automatic, it must be earned by the existence of reasonable grounds to believe a threat exists, and the measures must be proportional to the threat, reasonably related to it.
2. Although there was some suggestion in Moran that a board may not simply rest on the poison pill they adopted on a clear day, and that a new Unocal analysis must be undertaken later when a specific threat presents itself, the Delaware Supreme Court has backed away from this suggestion, and disapproved cases of the chancery court which took it seriously.  See Paramount v. Time.  

3. In recent years, Unocal appears to have been interpreted as standing for the proposition that management can "just say no" to a hostile bid: the Unocal standard increasingly looks like little more than a reformulation of business judgment review, which need not even be earned.  See Paramount v. Time.  

ii. Poison pills are also authorized under DGCL § 157.  

5. The poison pill defense is now so effective that board control is now practically required in order to succeed in making a hostile tender offer.  Typically, a proxy contest is waged first, letting the shareholders know that you intend to redeem the pill and then tender at a large premium (thus increasing your chance of victory).  

i. Once in office, the insurgent directors redeem the pill and proceed with the tender offer as planned.

3. Deal Protection Measures:  A common way of dealing with a hostile bid is to find a "white knight" or friendly merger partner who can beat out the takeover bidder.  In order to increase the white knight's chance of victory, boards often provide a number of deal-protection measures to ward off competing bids (thus running into heaps of trouble, see below).

1. Asset Lockup Provisions (aka Crown Jewels):  gives acquirer right to buy certain assets of the target at specified price, much less than assets worth.  This is basically a "consolation prize" in case the white knight gets beaten out.

2. Stock Option Lockups:  Similar in concept to the asset lockup, except that the acquirer gets the right to buy a specified number of the target's shares at a specified (favorable) price.

3. Termination or Breakup Fee:  Gives the acquirer cash in case the deal doesn't go through, another consolation prize.  These are very common.

i. A reasonable amount for a termination fee is usually around 3-4% of the deal.  Higher termination fees will be suspect.

4. No Shop Provisions: Contractual promise by the target not to pursue other offers, often with a "fiduciary out" clause, saying that the obligation does not purport to require anything inconsistent with the target board's fiduciary duty.

4. These deal protection measures are not illegal per se, but may be found illegal if they tend to be bid-ending rather than bid inducing, thus causing management to run afoul of its Revlon duties.

1. Important factors include whether the lockup is given when there's already more than one bidder, the price at which the deal is locked up, the size of the deal involved, the extent of the transaction costs involved for new entrants to the bidding, etc.

2. One way to avoid this risk (violating Revlon) is to impose a reasonable cap on the amount of any lockups or termination fees.

e. Board's Duty to Get Best Price:  Unocal is not always the controlling standard.  The Delaware Supreme Court has made clear that, under certain circumstances where there is no longer a long-term business plan to defend, the board is not justified in warding off those who wish to take the company over and their role must switch from a defensive one to that of an auctioneer actively seeking the best price for the shareholders.  See Revlon v. MacAndrews & Forbes Holding.  

i. The logic of Revlon is that if it is clear that there won't be a long-term business plan for the board to defend, then they have no justification for taking defensive measures: their job in this situation is to get the best price for the shareholders, to secure for them the highest control premium while they can still get one.

1. When Revlon duties are triggered, Unocal no longer applies at all; the board's duties or rights under Unocal are extinguished.

2. Furthermore, unlike the case in Unocal, the board should not consider the interests of other corporate constituencies (like creditors) ahead of the interests of the shareholders.

ii. It's unclear whether Revlon implicates the duty of care (as the case seems to say), or the duty of loyalty (management seems to be looking out for themselves rather than the shareholders).  The 2 duties seem to blend together in this context.

iii. The Content of Revlon Duties:  The Delaware Supreme Court clarified the exact contours of Revlon duties somewhat in Barkan v. Amsted Industries.  These duties include:

1. Assuring a Level Playing Field Among Bidders: “[W]hen several suitors are actively bidding for control of a corporation, the directors may not use defensive tactics that destroy the auction process. . . . When multiple bidders are competing for control . . . fairness forbids directors from using defensive mechanisms to thwart an auction or to favor one bidder over another.”

2. Required Market Check : “When the board is considering a single offer and has no reliable grounds upon which to judge its adequacy, . . . fairness demands a canvas of the marketplace to determine if higher bids may be elicited.”  (Sounds like Van Gorkom).  

1. Thus, it's not enough to wait for bids to come to you: the board has to actively GO OUT AND FIND THEM.

3. Exemption Allowed in (Very) Limited Circumstances: “When . . . the directors possess a body of reliable evidence with which to evaluate the fairness of a transaction, they may approve the transaction without conducting an active survey of the marketplace.”

iv. Revlon duties are triggered in at least three circumstances:

1. When a corporation initiates an active bidding process seeking to sell itself or to effect a business reorganization involving a clear break-up of the company.  See Revlon; Time-Warner; Van Gorkom, which may be thought of as a prelude to Revlon.  

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.  See Revlon; Time-Warner.
3. When the board contemplates action which would take control out of the market and place it in the hands of a controlling group, and turn a widely held public company into a controlled company.  See Paramount v. QVC.
1. The mere presence of a control contest is NOT enough to trigger Revlon duties.  It's not enough that there's someone out there who wants to buy your company.  In order to prevail, the shareholder Πs have to be able to characterize the transaction as a sale of company.  See Time-Warner.
2. In the case of a true strategic merger, the company is not going on the auction block: there is still a long-term business plan by management, a strategic vision for which they are entitled to take some defensive measures to guard against the threat that this plan will be disrupted by a takeover.  See Time-Warner.  

i. With a true strategic merger, there's arguably more reason to defer to management's judgment as to which merger partner will be best for the company in returning long-term value for the shareholders.  

ii. This isn't the case with a sale or bust-up, where all that the shareholders are going to get (maybe) is cash, and there's no rational reason, consistent with their fiduciary duties, why management should prefer getting that cash from one bidder rather than another.  

iii. They should be trying to get the shareholders the best possible control premium at the tender offer stage, because they probably won't get anything when the company is busted up later.

3. However, when you have an allegedly strategic merger which also results in control passing from the market to a controller, you essentially have the functional equivalent of a sale of the company.  See Paramount v. QVC.
i. Management may profusely claim that they have a long-term strategic business plan in such a deal which will return lots of value to the shareholders and which thus should get deference.  The problem is that, once there is a change of control, there is no guarantee that such a long-term plan will in fact be followed.  

ii. The new controller may decide to bust up the company and sell off all the assets just minutes after closing the deal, and management will be powerless to prevent him from doing so.  

iii. Thus, as with a bust-up or sale of the company, they should be trying to get the shareholders the best possible control premium at the tender offer stage, because they won't get anything later (in a controlled corporation, the public shareholders won't have any control premium to sell).

1. Even if the acquirer pays a premium now, that may be small consolation: we won't know whether it's the best possible control premium unless the market and the bidding are as open and competitive as possible.  It's management's job to assure that.  

4. One possible objection to this Revlon trigger is that it effectively cuts out controlled companies from participating in the takeover game.  

i. If such a company wishes to enter a merger with a widely held company, the target company's board is going to be under much stricter Revlon duties, rather than mere Unocal duties (which management almost always satisfies), which means the deal will stand a better chance of being disrupted.

ii. This differential treatment may be somewhat difficult to justify in theory.

4. In general (and especially in close cases), the more the merger consideration consists of cash rather than stock, the more likely it is that Revlon duties will be triggered, since there's less reason to defer to management where the issue is valuation of the shares, something we normally rely on the market to do.  

1. This will also be a consideration in change of control cases.

5. As QVC and Time-Warner make clear, there may be other possible Revlon triggers.

f. State Anti-Takeover Statutes:  Outside of Delaware, various states have passed statutes meant to deal with the rash of takeovers in the late 1980s.  The statutes aim to regulate takeovers, and basically make them harder (especially in jurisdictions where the private law poison pill strategy couldn't be easily adopted as a defensive measure).  

i. The first generation of takeover statutes (like the 1979 Illinois statute), aimed to directly regulate takeovers through a cooling off period, and permitting the Secretary of State to block inequitable takeovers.  These statutes were held to be preempted by the Williams Act. 

ii. The second generation of statutes avoid direct regulation of takeovers, thereby avoiding preemption under the Williams Act, but increase the power of shareholders faced with coercive offers, e.g., Indiana control share statute at issue in CTS.
iii. States also have various statutes which regulate each step of the merger:
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i. Delaware has its own "freeze-out" statute, DGCL § 203.  

1. DGCL § 203 bars business combinations between acquiror and target for a period of three years after the acquiror passes the 15% threshold unless:

a. DGCL § 203 (a)(1): takeover is approved by target board before the bid occurs (i.e., a friendly merger); or 

b. DGCL § 203 (a)(2): acquiror gains more than 85% of shares in a single offer (i.e., moves from below 15% to above 85%), excluding inside directors’ shares; or

c. DGCL § 203 (a)(3): acquiror gets board approval and 2/3 supermajority vote of approval from disinterested shareholders (i.e., minority who remain after the takeover).

2. Thus, an acquiring company might gain control of the target board, but can't merge out the minority dissenting shareholders for 3 years.  What effect this might have on acquiring companies depends on what the acquiror wants to do.  

a. If there are any provisions in the charter which require a large supermajority, the minority can block that from happening.  

b. Also, if the plan is to bust up the company, the profits will have to be shared with the minority shareholders.  In addition, these are more shareholders to whom the board will owe a duty, and who might sue the board.  Thus, having minority shareholders around is not an insignificant risk.  

3. Generally, acquirers get around DGCL § 203 by taking over the board, redeeming the pill, and making the merger a superficially "friendly" one, thus bringing it within the exception of DGCL § 203(a)(1).

a. Proxy Contests:  Proxy contests have become much more significant in light of the ubiquity of effective poison pill defensive measures (see below).  
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i. The column on the right is the general strategy which acquiring companies use in light of the poison pill.  

1. The tender offer hanging out there is generally a strong inducement for shareholders to vote for the insurgent slate of candidates to the board in the proxy contest.  

2. Also, note that the presence of staggered boards tends to make proxy contests much harder, as mentioned before, in a context where management already has an advantage, since they can spend company money on the contest.  By contrast, the insurgents only get reimbursed if they win.

ii. Courts, especially in Delaware, take the shareholders right to vote their shares VERY seriously, and thus have very little tolerance for attempts by management to mess around with the proxy contest.  See Schnell v. Chris-Craft Industries (although management has the legal power to change the date of the shareholders meeting, they cannot exercise that power in a transparently sleazy effort to disadvantage insurgents waging a proxy contest, and such efforts will be enjoined); Blasius Industries v. Atlas Corp. (management added 2 new board seats to its staggered board, making it impossible for insurgents to effectively wage their proxy contest to take over the board by adding new directors; management, even though they act in good faith, may not mess around with the shareholder franchise or deprive shareholders of the efficacy of their votes, and such efforts will be enjoined); Hilton Hotels v. ITT Corp.  

1. The Courts draw a distinction between defenses that interfere with shareholder voting (which are presumptively impermissible), and other defenses which do not (like poison pills, which are entitled to basically business judgment review under Unocal).  

a. Management's actions may interfere with shareholder democracy, even though the shareholders still get to vote, if it renders any vote by the shareholders ineffective because their votes can't possibly affect the outcome.  Interference with shareholder franchise can include dilution of the votes of the shareholders.  See MM Companies v. Liquid Audio.
b. One might argue that poison pills that interfere with a tender offer are little different, however.  It still appears to interfere with shareholder democracy since, realistically, they won't get to make the choice to "vote with their feet" because the adoption of the poison pill means the tender offer isn't going to get made at all.  

i. On the other hand, poison pills may be unproblematic since they can exert leverage on the acquirer to offer a higher price for the company and thus can return increased value to shareholders.

ii. But one can argue that the board could have a similar motive and achieve a similar result by making the proxy contest more difficult.  

c. Another rationale behind the distinction is that the presumption against interfering with shareholder voting is a counterweight to the wide discretion given to the board in deciding whether to implement a poison pill to block the tender offer.  This is often called the "safety valve" rationale.  

d. In short, however, it appears as though the courts are taking perhaps an overly formalist view of the difference between the right to vote shares and the right to sell them.  Realistically, the selling of shares is effectively an expression of displeasure with management in the nature of a vote, a vote with one's feet.  

2. The standard applied to management's interference with the proxy contest is not per se invalidity, but a presumption against such action.

a. Such action can only be upheld if the board meets the burden of providing a "compelling justification" for their actions.  

i. The standard is significantly tougher, a closer form of scrutiny, than the business judgment rule or the Unocal standard (it has to be to enforce the distinction the court is drawing between messing with the vote and blocking the tender offer).

ii. But it's not so harsh a standard that it would block ANY interference with the proxy machinery.  

b. The Blasius standard is said to apply "within the Unocal standard"; these are not independent tests, but separate steps in the same process.  

i. Thus, you'd still be asking whether the response was reasonable in relation to the threat, and then, to be reasonable under Unocal, if the challenged actions involve interference with the proxy contest, the burden is on the board under Blasius to provide the requisite "compelling justification." 

1. The simplified formulation: whether the board has a compelling justification for its action in light of the threat at which the action was directed.

ii. The standard applied is not the business judgment rule, but the threshold inquiry is the same.  The inquiry seems to be focused upon the primary purpose of the challenged actions.    

c. It's hard to say for sure what constitutes a sufficiently "compelling justification," but one thing it cannot be is the mere belief or judgment on the part of the board that they know better than the shareholders whether this deal is a good one or who belongs on the board.

i. It's a tough standard, and the key inquiry seems to be whether the Blasius standard applies.  Generally, if the court cites Blasius as authority, it means the directors are going to lose.  

ii. Blasius appears to apply in the context of a control contest, and where the board attempts to interfere with the shareholders' right to vote their shares, or the efficacy of that right.  

iii. Another open question is how much of this interference does there have to be to give rise to a Blasius complaint.  

I. The Duty of Loyalty in Controlled or Freeze-Out Mergers:  These mergers are special for the purposes of fiduciary duty since one of the merging companies is controlled by some shareholder, who merges the company mainly for the purpose of squeezing out the minority.  The controller is interested in the transaction and, by definition, on both sides of the deal (i.e., self-dealing).  This is a problematic situation because the minority (by definition) can't vote this down, and so the courts try to give them special protection.
a. Controlled mergers aren't the only way to squeeze out the minority.  

i. It can also be done through selling the assets of the controlled company and liquidating, or through reverse stock splits.  

ii. It can also be done as the back end of a normal 2-step merger process.  In many of these cases, we might worry about the coercive structure of such a deal (i.e., that the shareholders on the back end won't get fair value for their stock), but also about opportunistic timing of freeze-out mergers, where the company squeezes out the minority when shares are cheap and then goes public again when the shares become valuable again.  

b. In contrast to the serious concerns we might have about opportunistic or abusive freeze-outs, there is a contrary value, at stake as well: the controlling shareholder, like any other shareholder, has the right to vote its shares, and the danger of opportunistic behavior is kept in check by the fiduciary duties to the minority imposed on a controlling shareholder.  

i. There is also some social value in going private deals.  The cost (in terms of complying with regulations, etc.) of being a public company in the US has gone up dramatically, so going private saves the company a lot of money, which allows the company to do a lot more business, potentially.  

ii. Also, eliminating the minority eliminates the risk of getting sued for trying out risky business ventures, which also costs money, even if most of these suits will ultimately be unsuccessful.  

iii. Another potential consideration is that, perhaps, in the majority of cases, squeeze-outs are beneficial to the minority since it allows them to get a premium for their shares which they might not otherwise get in the ordinary course of business.

c. Delaware law has recently changed the way it scrutinizes freeze-out mergers, but it does not prohibit them.  

i. Back in the 1960s, appraisal was the exclusive remedy for the dissenting minority in freeze-out mergers.  For all the reasons discussed before regarding appraisal (i.e., expense of getting appraisal, collective action problems, etc.), this wasn't a really effective remedy.  

ii. In the 1970s, following a wave of such mergers, the Delaware courts responded to pressures to do more to protect minority shareholders, in Singer v. Magnavox.  

1. There, the court permitted shareholders to bring class actions, in addition to appraisal proceedings, challenging freeze out mergers on the grounds that the controlling shareholder breached its fiduciary duty of entire fairness to minority shareholders.  
2. This is odd, since claims for breach of fiduciary duty is normally handled in derivative actions on the part of the company, but here, the breach has harmed the minority DIRECTLY, so this supports a class action.  
3. Also, a derivative suit on behalf of the company would just put the money back in the hands of the majority, so it wouldn't do anything.  
iii. The Singer court also established a per se rule: a freeze out without a colorable business purpose breached entire fairness duty (and “getting rid of minority shareholders” doesn’t count as a business purpose).  
1. What the court was looking for were allegations of "synergy gains," the ability to engage in certain business activities without the minority that you can't do with the minority hanging around.  

d. This per se rule is no longer the law of Delaware, although the business purpose behind the freeze-out merger is still relevant.  See Weinberger v. UOP.  
e. The standard of review in these cases is ALWAYS entire fairness, since these are self-dealing transactions.  See Weinberger v. UOP.  Initially, the burden rests with the Δ, although he may cause the burden to shift to the Π if full disclosure of all the material facts are made and if a majority of the minority shareholders ratify the transaction.  The vote of the minority shareholders must be informed, so disclosure is an absolute prerequisite for burden shifting.
i. If the Δ fails to make the required disclosures, then the burden remains on him to prove that the transaction was entirely fair: this means that both the process as well as the price must be fair.  

1. The emphasis will often be on the process, taking into account such factors as the timing of the negotiations, how rushed they were, whether the deal is coercive, and whether the controlled company's private information has been misappropriated and used against the minority shareholders (who, unlike the controller, don't have ready access to it).  See Weinberger v. UOP.  

ii. These claims may be brought as EITHER appraisal claims under DGCL § 262, or as class actions, despite some early suggestions in Weinberger that appraisal was to be the exclusive remedy for self-dealing freeze-outs which violate the duty of loyalty.  See Rabkin v. Philip A. Hunt Chemical ("The appraisal remedy we approve may not be adequate in certain cases, particularly where fraud, misrepresentation, self-dealing, deliberate waste of corporate assets, or gross and palpable overreaching are involved.").  

1. If pled as a class action, then the Πs must plead specific acts of fraud, misrepresentation, or other misconduct which tend to show the unfairness of the deal to the minority (something you don't have to do in an appraisal proceeding).

iii. Valuation of Remedy:  Notwithstanding the obvious inconsistency with DGCL § 262(h), the Delaware Supreme Court has held that the Πs in these actions may recover the fair value of their shares, including a fair premium which is typically paid in other mergers of this kind.  See Weinberger v. UOP.  

1. Perhaps this can be somewhat justified by the argument that they're looking at what a shareholder should get in any merger, not at what the future from this merger will be.  But this seems awfully hard to square with the statute.

2. The same Court has also held that, where a change in control following the first step of a 2-step merger has added a premium onto the value of the minority's shares, that premium is recoverable in these cases, since it is not a "speculative" element of value arising from the merger, but rather a part of the going concern value of the company once the first step is completed.  See Cede v. Technicolor (Cede IV).  

a. This is a rather formalistic view of the controller's duties to the dissenting minority: after the first step, he's a controlling shareholder who owes them a fiduciary duty of loyalty.  
b. But the counter-argument is that everyone knew before the first step that this was just a 2-step merger (and thus this ought to be viewed as an arm's length bargain), and should all be viewed as one big transaction, not 2 little ones.
i. This means the court shouldn't be giving the shareholders the increased value between the 1st and 2nd steps: that's still value arising from the expectation of the merger, since everyone knew at the time of the tender offer that the merger would follow, and thus the company was already worth more in anticipation thereof.  

c. The lesson, then, is to pull off the 2 steps as quickly as possible.  
f. One way to avoid running afoul of the duty of loyalty in these situations is for the controller to attempt to replicate, as closely as possible, arm's length bargaining with the minority shareholders.  This may be accomplished through an independent negotiation committee.  

i. “Although perfection is not possible, or expected, the result here could have been entirely different if UOP had appointed an independent negotiating committee of its outside directors to deal with Signal at arm’s length. . . . Since fairness in this context can be equated to conduct by a theoretical, wholly independent, board of directors acting upon the matter before them, it is unfortunate that this course apparently was neither considered nor pursued. . . . Particularly in a parent-subsidiary context, a showing that the action taken was as though each of the contending parties had in fact exerted its bargaining power against the other at arm’s length is strong evidence that the transaction meets the test of fairness."  See Weinberger v. UOP, FN 7.  
ii. This is the model almost everyone uses now.  

iii. One should be warned, however, that the independent negotiation committee will only work in meeting the burden of entire fairness if it is truly independent.  See Kahn v. Lynch Communications Systems.  

1. The members of the committee cannot appear to be dominated or coerced by the controller; the fact that they're not associated with the controller will not be enough to save them.  

2. Evidence of domination or control of the committee members rebuts any conclusion of real arm's length bargaining.  This evidence may be supplied by previous course of dealing: if the controller acts like he owns the controlled company and the committee members, then the court will take him at his word.  See Kahn v. Lynch Communications Systems.  

g. There is one more way of avoiding these pitfalls: before proceeding with the freeze-out merger, make a non-coercive tender offer, get 90% of the shares, and do a short-form merger under DGCL § 253.  See In re Pure Resources.  

i. There's basically no economic difference between doing the tender offer first and proceeding directly with the freeze-out: in the end, the controller will own all the shares, and the minority will be gone, having received cash for their shares.  

ii. The tender offer step isn't strictly necessary here, but if the controller can get to 90% ownership through the tender offer, it can do a short-form merger without a vote.  

1. Even if the controller fails to get to 90%, this is still attractive since, although they could force through the merger without the tender offer, the tender offer makes it more likely that a majority of the minority will approve, thus shifting the entire fairness burden to the Π (assuming full disclosure, of course).  This is because the minority shrinks, and most people don't vote their shares.  

iii. Most importantly, the standard of review in this situation is NOT ENTIRE FAIRNESS.  See In re Pure Resources.  

1. This is strange, considering that a tender offer is in many ways more coercive than a merger vote, suggesting that the standard of review should be tougher.

2. The only scrutiny really applied is that the tender offer must be non-coercive, such as where the back end of the offer will get the same consideration as the front end, where there are no threats of retaliation for refusing to tender, and where there's a non-waiveable majority of the minority tender condition.  

a. If these conditions are complied with, there is NO DUTY TO PAY A FAIR PRICE.  This is NOT entire fairness review.

b. Furthermore, the only remedy the dissenting shareholders in the short form merger have is appraisal based on price.

3. This standard is probably easier to comply with than the entire fairness standard or the scrutiny applied to the independence of the negotiation committee.

h. Thus, there are now two clear paths for accomplishing a freeze-out by a controller, as explained in the following chart.  The approach on the right is generally a lot easier for controllers to use, although the approach on the left is still common (probably in cases in which the controllers do not reasonably expect to be able to get to 90% through the tender offer, perhaps because of a particularly large shareholder holding up the possibility of a short-form merger on the back end, so they choose to proceed by the traditional cash-out approach).
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a. Evaluating the Law of Controller Freeze-Outs:  One might easily argue that the law in this area fails as a matter of sound corporate law policy.  To the extent that the objective in a self-dealing transaction is to replicate an arms-length negotiation, freeze-out doctrine should seek to require: (1) disinterested board approval; and (2) disinterested shareholder approval.
i. But in tender offer freeze-outs, current doctrine falls short on (1) because the boards of the controlled companies do not have meaningful bargaining power: they can't stop the controller from going forward.
ii. And in merger freeze-outs current doctrine falls short on (2) because majority of minority conditions are rare (only included in about 1/3 of deals).
iii. Thus, one proposal for reform might be to apply the business judgment rule when freeze-out process achieves (1) & (2), and entire fairness review when either prong is illusory or absent.
I. Insider Trading:  Insider trading, and trading in corporate securities of public companies in general, is regulated mostly by federal securities law.  The doctrinal basis of insider trading is rather confused and confusing.  
a. One issue of fierce debate is who is harmed by insider trading, and what is the rationale for its proscription.  

i. Other shareholders might be harmed, especially the counterparties with whom the insider deals.  

1. If the insider is selling, someone else is buying, and vice versa.  

2. But it's unclear whether these are really "losses," according to some baseline measure.  The stock markets are impersonal, and it's not obvious that but for the insider's offer to sell or buy, the counterparty wouldn't have bought or sold (and suffered the same loss) in any event.  

ii. Another potential harm is to companies insofar as insider trading might discourage people from buying stocks, since the purchase or sale of shares carries with it a risk that the person with whom one deals has an insurmountable informational advantage.  

1. It's effectively a "tax on trading" in economic terms.  This is a structural harm to the equities markets which impedes the ability of companies to raise capital.  

2. Also, since the ability to engage in insider trading depends on access to great information, insider trading may have a disruptive effect on the internal workings of the company.  

iii. On the other hand, many commentators argue that insider trading is beneficial because it tips off the market (i.e., if the insiders are trading in a huge volume of securities in one company, everyone else will catch on and know something is up), and thus helps the market reach the fully informed price for whatever securities are at issue. 

1.  This tipping off can also be a possible harm, say, if the company for legitimate business purposes needs to keep the information secret, like the mineral strike in SEC v. Texas Gulf Sulphur.  

2. Some commentators also argue that insider trading is a form of compensation for people who invest in getting information.  

iv. Allen and Kraakman mainly view insider trading as a kind of misappropriated corporate opportunity.  The insider is treating corporate informational assets as his own, and deriving personal profit from it. 

1. But it doesn't seem like a corporate opportunity in the traditional sense, since the effect of trading is simply to redistribute wealth between shareholders.  

2. Trading, by tipping the market, can certainly spoil a corporate opportunity, but the analogy to misappropriation of a corporate opportunity is not a clean one.  

v. The majority view of commentators is that insider trading is on balance a bad thing, and that the rules which prohibit it are justified.  

b. Sources of Law:  One major source of law is § 16 of the Securities Exchange Act of 1934, which is meant to be a bright-line rule against insider trading.  

i. § 16(a): Statutory “insiders” (directors, officers, and 10% shareholders) must file public reports with the SEC of all trades in the corporation’s securities (within 2 days of the trade under Sarbanes-Oxley).  “Officer” status defined as one with access to non-public information in the course of employment. 
ii. § 16(b): The “short-swing trading rule.”  Statutory insiders may be required to disgorge profits on ANY purchases and sales within any 6 month period.  
1. You don't look at the overall profit or loss for the period, you only look at the pairs of profitable transactions, even if they're associated with offsetting losses during the same period.  

2. Also, the order doesn't matter, the dear shares can be sold before the cheap ones are bought.  

3. Also, where there are multiple possible profitable matches during the period, you go with the most profitable possible matches, to maximize the profit disgorged.  

iii. There's an exemption for “unorthodox” transactions, e.g., short-swing profits in takeovers, if no evidence of insider information.  
1. There's also an SEC exemption for the exercise of an option to buy shares, followed by an immediate sale of those shares at the higher price: in these situations, the exercise of the option is ignored for § 16 purposes (but the receipt of the option is treated as a purchase!).  

iv. Section 16 was the first rule against insider trading, but its effectiveness is rather limited: it does nothing to prevent insider trading which doesn't produce short-swing profits to disgorge.  

1. For example, a longtime shareholder who sells ahead of bad news won't incur any disgorgement liability at all.  

2. These rules prevents a "pump and dump" scheme, where the insider pumps up the price with false good news, and then dumps the shares before the market figures out what's what.  It's both overinclusive (because it doesn't technically depend on whether you have information or are trading on the basis of such information) and underinclusive.  

v. Fortunately, another source of law (more indirect in its operation) on insider trading is Securities Exchange Act § 10(b), and its companion SEC Rule 10b-5.  

1. Section 10(b) provides:  “It shall be unlawful … (b) To use or employ, in connection with the purchase and sale of any security registered on a national securities exchange or a security not so registered,… any manipulative or deceptive device or contrivance in contravention of such rules and regulations as the Commission may prescribe as necessary or appropriate in the public interest or for the protection of investors....”
2. Rule 10b-5 (authored by the famous economist Milton Freeman, then a lawyer for the SEC) provides:  “It shall be unlawful…,
a. To employ any device, scheme, or artifice to defraud,

b. To make any untrue statement of a material fact or to omit to state a material fact necessary in order to make the statements made, in light of the circumstances under which they were made, not misleading, or 

c. To engage in any act, practice, or course of business which operates or would operate as a fraud or deceit upon any person, in connection with the purchase or sale of any security.”

3. Rule 10b-5 and § 10(b) was originally designed to be enforced by the SEC, but the US Supreme Court has interpreted it to create a private right of action.  

a. The elements are similar to that of a common law fraud claim (i.e.,  a false or misleading statement of material fact with intent to deceive, which induces reasonable reliance by Π, and causes him harm).
b. But there must also be reliance by a buyer or seller of stock, harm to the trader of stock, and the misleading statement must be made in connection with a transaction in stock.
4. It's easy to see how pump and dump schemes run afoul of this general antifraud rule, but it's really hard to see how silence by an insider when trading in stock could violate this rule.  
a. Omissions alone, unless there's a duty to disclose (e.g., arising from a fiduciary relationship or a relationship of trust and confidence), are not fraud.  See Restatement 2d Torts § 551.  

b. It's hard to see where such a duty would come into play, between the insider and his counterparty, on an impersonal stock market (although a duty to the corporation may certainly be violated).  

c. The key question of the federal law of insider trading was how to resolve this difficulty and prohibit insider trading notwithstanding this limitation.

d. This was a big problem in early state cases, which tended to hold that insider trading was not actionable as a matter of state law.  This was the main reason why Congress got involved through regulation of the securities markets.

vi. The initial response of the SEC, in Cady, Roberts & Co., was to ignore the presence of the difficulty:
1. “[I]nsiders must disclose material facts which are known to them by virtue of their position but which are not known to persons with whom they deal and which, if known, would affect their investment judgment. Failure to make disclosure in these circumstances constitutes a violation of the anti-fraud provisions. If, on the other hand, disclosure prior to effecting a purchase or sale would be improper or unrealistic under the circumstances, we believe the alternative is to forego the transaction…."

2. "Analytically, the obligation rests on two principal elements; first, the existence of a relationship giving access … to information intended to be available only for a corporate purpose and not for the personal benefit of anyone, and second, the inherent unfairness involved where a party takes advantage of such information knowing it is unavailable to those with whom he is dealing.” 

c. Equal Access Theory:  The SEC's view in Cady, Roberts represents what is commonly known as the disclose or abstain rule, and it is justified on the basis of the equal access theory, the idea that it is inherently unfair and deceptive to trade on the basis of information to which one's counterparty doesn't have access.  
i. The 2d Circuit approved this theory of insider trading liability in SEC v. Texas Gulf Sulphur (geologists find huge ore strike in Canada, and buy shares in company before the news is made public, after company denies early rumors while they try to buy up all the land; HELD: liable for insider trading).

ii. Rationale:  The rationale of the rule is the asserted unfairness of an informational advantage held by the insiders, which their counterparties cannot overcome.  The court in Texas Gulf Sulphur approved of the norm that everyone in the market should have equal access to information.  

iii. The Reach of the Equal Access Theory:  The theory of equal access doesn't seem limited to insiders, and so the proposition seems to prove a bit too much.  

1. That's part of the main reason why the US Supreme Court has rejected this approach as the rationale for insider trading law in recent years.  

2. This rule also seems to pose a serious threat to stock market analysts.  The Court in Texas Gulf Sulphur addressed this difficulty a little bit: all that must be disclosed are the basic facts, there's no harm in there being a difference among investors in their ability to synthesize these facts or make predictions based on them.  

a. Another incongruity with the rule is that persons in the geologists' position don't owe any duty to disclose this information to the landowners they're buying from, but they have to disclose when they want to trade stock based on that information, even though both are arm's length transactions.  

b. The equal access theory is basically impossible to reconcile with the overall antifraud theme of the rule.

iv. Materiality:  Whether the information is material is measured here according to a balancing test: the probability and magnitude (i.e., how much of an effect will there be on the share price) of the event occurring are taken into account in order to determine whether a reasonable investor would consider this information important as a basis for their decision to trade.  

1. The fact that the insiders are going out and buying shares like crazy is considered pretty strong evidence that the information would be considered material and important.  

2. This standard for materiality is still good law.  
v. The equal access norm is gone, but its spirit lives on in SEC regulations:

1. SEC Reg. FD (“Fair Disclosure”):  forbids issuers from making selective disclosures to securities analysts.  Requires simultaneous public disclosures and prompt correction of unintentional disclosures.  

a. This wouldn't affect the outcome in Dirks, note, since it's about disclosure through normal channels, not through the backdoor, at issue there.

2. SEC Rule 14e-3: "mini" equal access rule for tender offers. Imposes duty on anyone who obtains inside information about a tender offer that originates with Acquirer or Target to disclose or abstain.

3. Rule 14e-3 provides that:  

"(a) It is a violation of the ’34 Act § 14(e) to purchase or sell securities on the basis of information that the possessor knows, or has reason to know, is non-public and originates with the tender offeror or the target or their officers. . . .

(d) It is a violation of ’34 Act § 14(e) for a possessor to communicate the information described in (a) under circumstances in which the tippee is reasonably likely to trade on that information."

1. One argument in United States v. O'Hagan was that the SEC exceeded its statutory authority in promulgating Rule 14e-3.  But the Court found the statutory language of § 14(e) broad enough to support promulgation of such a rule.  

a. Interestingly, the statutory language of § 10(b) is broader than § 14(e), but the SEC hasn't promulgated an equal access rule in Rule 10b-5.  

b. It's generally a lot easier to prosecute cases (like overhearing information in a bar) under Rule 14e-3, than under Rule 10b-5 (no liability there, since there's no direct duty or relationship of trust and confidence and one is not a tippee).  

a. Fiduciary Duty Theory:  The US Supreme Court eventually disapproved the equal access theory as inconsistent with the antifraud origins of both § 10(b) and Rule 10b-5.  See Chiarella v. United States (printer discerned that some companies were being targeted for mergers and bought shares in those companies, making a $30,000 profit; HELD: not guilty of insider trading since he owed no fiduciary duty to disclose the information to those with whom he traded, and in the absence of a duty to speak, silence is not fraud).  

i. A duty to disclose for § 10(b) purposes arises when one owes a fiduciary duty to the source of the information, i.e., where the Δ-insider acquires the material non-public information by virtue of his fiduciary relationship, or his relationship of trust and confidence (owed by ALL employees to the shareholders, under subsequent cases in the federal courts, although this is controversial), to the source of that information.  

1. The breach of that duty (as by a self-dealing trade in the company's securities without the requisite disclosure) is fraud under § 10(b) and Rule 10b-5.  An insider violates 10b-5 by breaching a duty to abstain or disclose if there is a specific, pre-existing relationship of trust and confidence between the insider and the counterparty/corporation. 
ii. The Reach of the Fiduciary Duty Theory:  The fiduciary duty theory would seem to cover cases where an employee, like the geologists in Texas Gulf Sulphur buy shares from shareholders in their company with whom they are in a relationship of trust and confidence.  

1. But theoretically, it shouldn't impose ANY liability at all on the insider who sells to non-shareholders to avoid a loss.  

2. However, the courts basically ignore these theoretical difficulties: they have no problem holding that the duty is owed to existing as well as prospective shareholders.  

3. The court in Chiarella was clearly trying to limit the reach of insider trading liability: "what [§ 10(b)] catches must be fraud."  

4. The fiduciary duty basis for liability reaches both structural insiders (like directors, officers, employees, and controllers), but also temporary insiders (lawyers and financial advisers that come in for the particular deal).  It doesn't extend to strangers who merely overhear the information in the bar.  

a. This distinction seems arbitrary - the harm to the market and the persons with whom the insider deals seems to be the same - but you have to draw the line somewhere, and you don't want to draw every holder of information within one's net.  You want to have some safe harbor for beneficial uses of inside information by persons like financial analysts.  

b. Tippees and Derivative Liability:  One who receives material non-public information from another may not trade on that information without disclosing it if that person would also be required to disclose or abstain.  In such a case, the liability of the tippee for insider trading is derivative of the tipper's liability.  See Dirks v. SEC (securities analyst discovered huge fraud, tried to warn authorities and also warned his clients, who traded on the information; HELD: not liable for insider trading since the tippers disclosed the information to Δ for a legitimate and laudable purpose, and Δ did the same).  

i. “In determining whether a tippee is under an obligation to disclose or abstain, it is . . . necessary to determine whether the insider’s “tip” constitutes a breach of . . . fiduciary duty.  All disclosures of confidential corporate information are not inconsistent with the [insider’s] duty . . . [T]he test is whether the insider personally will benefit . . . from his disclosure. Absent some personal gain, there has been no breach of duty to stockholders. And absent a breach by the insider, there is no derivative breach [when a tippee trades].”  Dirks v. SEC.  
ii. Thus, the test is whether the tipper breached his fiduciary duty in disclosing the information to the tippee, and whether the tippee knew or should have known that the tipper has done so.  
1. If so, then the tippee has a duty stemming from the tipper's duty, and is derivatively liable if he trades on the information without disclosing the facts to his counterparty.  

2. In determining whether the tipper breached his fiduciary duty by disclosing, a key issue in derivative tippee liability cases is the motivation of the tipper in making the tip: did they give out the information in the expectation of gaining something in return, or for another illicit purpose in breach of their duty?  This includes tipping off friends and family, which is quite common.  

3. Basically, the rule is that you look to the tipper and ask whether, had he traded, he'd be liable.  If so, then the tippee who trades on the information is derivatively liable.  

iii. In these situations, the tippee who trades is derivatively liable based on any breach of duty by the insider.  Thus, if there is no breach up the chain, then all subsequent tippees seem to be protected, even if they are trading for pecuniary gain.  But this result seems irrational.

iv. One result of this case is that it seems to create a sort of safe harbor for financial and investment analysts, whose job is to provide institutional investors with tradeable information.  This is part of what makes the market function efficiently.  

v. It should be noted that corporations may themselves violate Rule 10b-5 by repurchasing or selling shares, or by tipping.  But we don't want to squelch all species of corporations providing information to market analysts.  

c. The Misappropriation Theory:  This justification for insider trading was hinted at in dissent in both Chiarella and Dirks, but finally approved in United States v. O'Hagan (partner working with law firm employed by acquirer bought lots of stock in target; HELD: guilty of insider trading based on misappropriation of information which was reposed in his firm in a fiduciary relationship of trust and confidence).  

i. A person “violates Rule 10b-5 when he misappropriates confidential information for securities trading purposes, in breach of a duty owed to the source of the information.”  The information must have been misappropriated in breach of a duty owed to the source of that information.  Thus, the misappropriation theory operates in tandem with the fiduciary duty theory.  
ii. The misappropriation theory seems to comport well with the common law fraud-type rule codified in Rule 10b-5(c), the silence here being a fraud on whomever the Δ was under a duty to disclose to.  
1. But the fit with the Rule and the statute isn't very clean, and perhaps, if the SEC and Congress really wants to reach this kind of activity, they should draft new rules.  

iii. Reach of the Misappropriation Theory:  In order to be liable for insider trading under the misappropriation theory, the misappropriation must be committed "in connection with the purchase or sale of securities."  Thus, the theory doesn't reach, say, a stranger (a burglar in the law office) who obtains the information by theft and trades on it, since it's not fraud in connection with the sale of securities.  
1. One should also note that the duty is not necessarily owed to the person who is arguably harmed, the one with whom the insider traded; rather, it's owed to the employer and the acquiror.  

2. The O'Hagan dissent doesn't buy the Court's attempt to ground the misappropriation theory in the language of Rule 10b-5.  Justice Thomas isn't convinced that this is a "fraud or deceit, in connection with the purchase or sale of any security."  

a. There is some value in the information itself, and there's no reason why the misappropriator of information necessarily does so in connection with securities trading.  

3. One aspect of the misappropriation theory, which might be troubling, is that it would reach a journalist who makes recommendations in a weekly column and then makes the trades she recommends.  

a. She's basically involved in a pump and dump scheme, and more importantly, the information she's trading on belongs to her employer, the newspaper, even though she's the one who created it (since she did so within the scope of her employment).  

b. But the theory wouldn’t apply to people in other contexts who trade on self-created information, if the information is their property.  

4. Also note that you can effectively opt out of insider trading liability under the misappropriation theory by getting the source of the information to agree to your appropriation of it.  You CAN'T do that with the fiduciary duty theory.

iv. One interesting consequence of the misappropriation theory's adoption is its effect on the private right of action under Rule 10b-5.  

1. The SEC has created a private right of action for a counter-trader harmed, under any theory, because they like private citizens suing to deter insider trading.  

2. However, it seems that theoretically, the counter-trader shouldn't have any right of action: that should belong to the source of the information that was misappropriated, since they're the one to whom the duty was owed which the insider trader breached.

d. Other Elements of 10b-5 Liability:  There are, of course, more elements besides duty and breach which must be proved in order for one to be liable for insider trading.

i. Materiality:  For materiality, you have to disclose the facts which would be important to the counterparty you're trading with in deciding whether to buy or sell.  

1. You don't have to disclose information that is the product of your analysis, only the underlying material facts.  Your analytical conclusions or predictions are not considered to be material.  

2. The US Supreme Court approved Texas Gulf Sulphur's standard for materiality in Basic, Inc. v. Levinson.  

a. The standard for materiality here is whether a reasonable investor would think the information important to the decision to buy or sell.  

b. The importance, as in Texas Gulf Sulphur, is measured according to the probability that the event will occur, multiplied by the magnitude or impact of the event if it does occur: basically the expected value of the gain or loss.

ii. Scienter:  This element requires that there be a specific intent by the Δ to deceive, manipulate, or defraud.  See Ernst & Ernst.  

1. This intent may be inferred from reckless or grossly negligent behavior.  It doesn't require the intent to harm the counterparty, all that is required is an intent to trade on information which you have and that others don't and can't get.  

2. The Circuits are split on whether the lack of knowledge that the information is non-public can be a defense to liability, because of the lack of scienter.  It would seem that this can be a defense, assuming that one makes reasonable efforts to inquire or find out whether the information is non-public or material.  

3. The Private Securities Litigation Reform Act imposes a tough pleading requirement for Πs pursuing a private right of action under Rule 10b-5.  

a. Conclusory allegations that the Δ had the requisite scienter aren't enough, but we don't have to get into exactly what is required, that's the subject of the securities regulation course.

4. Trading According to a Preexisting Plan:  This is a popular way of avoiding 10b-5 liability by insiders: they have a preexisting arrangement with their broker to sell, or buy, if the price of the stock crosses a certain threshold.  Thus, they aren't really trading on whatever material non-public information they might have had at the time.  

a. The SEC has blessed this way of avoiding liability by providing that a trade is “on the basis of” material nonpublic information if the person trading was aware of the information at the time of the trade, unless the person can demonstrate that: 
i. before becoming aware of the information, she (a) entered into a binding contract to purchase or sell, (b) gave instructions for the trade, or (c) adopted a written plan to trade; and

ii. the contract, instruction, or plan either (a) specified the amount of securities to be traded and the price, or (b) included a written formula or algorithm for determining the amount and price, or (c) did not permit the person to exercise any subsequent influence over how, when, and whether to trade; and

iii. the trade was pursuant to the contract, instruction, or plan.

b. This Rule essentially creates a safe harbor for insiders trading in securities.  But it seems inconsistent with the scienter requirement, specifically with the "recklessness or gross negligence" aspects of that requirement.

iii. Standing:  In order to have standing to bring a private 10b-5 action, one must be a counter-trader, one who sells to or purchases securities from the purported violator.  See Blue Chip Stamp.  

1. This seems rather artificial: it denies standing to a number of potential Πs who are also harmed, i.e., other people who trade with non-insiders.  Everyone is harmed by not having the best information regarding the true value of the stock, as a result of non-disclosure.

a. It also grants standing to those who aren't particularly harmed.  The US Supreme Court wished to cabin the availability of private suits, so they declined to adopt the SEC's broader proffered standard.  

iv. Causation/Reliance:  Under the common law of fraud, a Π must prove reliance: this is easier to do where there's a misleading statement (assuming you read it and that it was the reason for your decision), as opposed to when there's silence (the best that you could say under the common law is that the company typically makes disclosures, and thus if they said nothing, there was nothing to say).  Under the common law, every member of the class had to show reliance.  

1. The Court got around this by employing the "fraud on the market" theory:  There is a presumption that the Π relied upon the integrity of the market price.  

a. Basically, investors are presumed to rely upon the market price as the best indication of the true value of the stock, since capital markets are generally efficient.  Most investors don't do independent research; they just follow the market.  See Basic, Inc. v. Levinson.  

b. One would rebut this presumption by showing that the Π isn't a normal investor following the market.  

i. They might have had a preexisting plan with their broker to automatically buy or sell, or perhaps they were doing their own independent research/analysis and bought or sold on that basis, or perhaps even if the misleading statement isn't credible or credited by market analysts or almost anyone else.  

ii. But it's generally very hard to rebut the presumption.  

v. Damages:  The measure of out-of-pocket damages to the Π would be the  difference between the price at which the Π bought or sold and the "true" price, the price of the stock when the inside information became public.  

1. But this is NOT the measure of damages because it bears no necessary relationship between harm to any particular trader, and the amount the Δ made as a result of his insider trading.  

a. The Court wanted to cabin the amount of liability, to avoid disproportionately large liability on the insider.

2. The Π may recover his losses, but recovery is limited to the Δ's profits:  the measure is the post-purchase decline due to disclosure, capped at gain by insider.  
a. Thus, it's the same out-of-pocket damages calculation as before, with the true value assumed to be the value of the stock when the news comes out, but the damages are capped at the amount the insider made on the deal.  See Elkind.  

3. But Congress, scared that this disgorgement liability might under-deter, adopted a number of statutes which multiply the damages available.  See Insider Trading Sanctions Act of 1984 and the Insider Trading and Securities Fraud Enforcement Act of 1988, amending the Securities Exchange Act of 1934:
a. § 20A: creates a private right of action for any trader opposite an insider trader, with damages limited to profit gained or losses avoided.

b. § 21A(a)(2): allows civil penalties up to three times the profit gained or loss avoided.

c. § 21A(a)(1)(B): “controlling person” may be liable too, if the controlling person “knew or recklessly disregarded” the likelihood of insider trading and failed to take preventive steps.

d. § 21A(e): “bounty hunter” provision, which allows SEC to provide 10% of recovery to those who inform on insider traders. 

4. Congress hasn't really stepped in with regard to other elements of insider trading liability outside of the damages element. 
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