CORPORATIONS OUTLINE: Prof. Marks

1.
AGENCY

· Principal, is bound by independent contractor's contracts-represents, but not liable to third parties 'for contractors unauthorized physical conduct.  Agent binds principal's to third parties.

· Actual authority - (1) words, actions, communication by principal that (2) causes belief by agent that agent has authority and (3) belief must be reasonable.

· Apparent Authoritv- (-l) conduct by P (-2) which reasonably interpreted (3) causes THIRD Partv to believe that P consents to having act done by person purporting to act on his behalf.

· Inherent authority- If you put agent on street for you benefit you are responsible for acts of agent, even those that have no actual or apparent authority.  FORSEEABILITY limits inherent authority.

II.
PARTNERSHIP

A.    VOHLAND V. SWEET - P

P brought action to dissolve partnership.  P worked for D's faterh who promised him 20% of profit from business.  D used some of P's percentage of gross sales to enlarge the nursery.  D says it was "commission"-> wages-> employee.  P says it was partnership b/c there was sharing of profits NOT in the form of employee wages, INTENT to form partnership (contribution of skills and labor is evidence of intent to form contract), and P made CAPITAL CONTRIBUTION.  D said all he did was pay to replenish trees- capital never went up.

CT:
Partnership (1 ) capital contributions (2) sharing profits (3)control.  


· Profits= Revenue (proceeds) - Costs(expenses, bills etc.) 

· Partnership problems include creditor suing business doesn't have

enough assets so go after people who have loaned money to the business and take an active role in business so it looks like they're a partner (especially if their payback relies on profits), A & B own boarding house and B dies- A argues no partnership with B so that A doesn't have to pay estate taxes, Co. wants to hire an additional employee but says they are a ttpartner" so that they don't have to pay worker's comp.

· Partnership- if Partner dies the partnership dissolves.  Created by a personal relationship- don' need to file papers.  Default organization.  As partner you have rights and control but also liability.

· Limited Partnership   passive investor, no control, not personally liable for partnership debts- you cn only lose the money you actually put in. Formal organization- must file papers to formally constitute LP.  Can't exercise control or else you become general partner w/all the personal' liability attached.  Taxed as corporations.

· Limited Liability -Co.- Looks like corporation but is not taxed like one. @axed like a partnership where each owner is taxed but there is no additional tax on top.  IRS says can't have (1) centralized management (2) continuity of life (3) traded shares.  Owners have limited liability.  If shares are traded they will be corporately taxed.

III.
CORPORATE FORMATION

·   4 Arguments to get out of contract 

(1) COMMON LAW

a) Contract argument- never expected to get promoter's liability etc.

b) Agency argument- the promoter is an agent of co.  Problem is whether the agent exist and has the authority- if they have no authority they will be personally liable.  Also, is you are an egent of a non-existent principal, you have no authority.

c) Traditional Estoppel- if person relied on corp. to their detriment b/c of representation by corp., then corp. is estopped from claiming no corp.

d) Partnership- can argue both sides- in partnership everyone is personally liable (this means contracts are still binding even if there is no corp.)

(2) CORPORATE LAW

a) De Facto - good faith effort, hold yourself out as corp. (unpopular)

b) Estoppel .- (more common)

(3) STATUTES

Many variations.  Some states have Model Codes or Delaware statutes, RMBCA or combo.

(4) POLICY

   Court can be swayed, especially if never ruled on this issue before.

A.
THOMPSON GREEN MACHINERY V. MUSIC CITY LUMBER - P


sold D wheel loader and received promissory note in exchange.  D assumed he was a company but it really wasn't incorporated until the day after the sale.  D failed to make payments.  P sold it for less and sued D for difference.  D argues that P can't go after D personally b/c P thought it  was a company too.

Ct- D personally liable for note b/c there is no longer Corporate Estoppel in Tennesssee.  DE FACTO corporations do NOT exist.

· De Facto Corp.- (1 ) de facto in state (2) attempt to incorporate in good faith (3) evidence of corporate use- acting as is corp.  Reasonable belief- look at the promoter of the corp.

B. DON SWANN SALES CORP.  V. ECHOLS -P

D's co. was not registered with SEC during time of transaction with P. P sues for overdue account.  NO DE FACTO corp.  BUT there is corporate estoppel only if it is OFFENSIVE- can't use it to shield yourself from liability.  The corp. can sue those who have recognized it as a corp. to enforce contracts, but cannot use it in defense of other people suing them if they held themselves out as a corp.

Ct- D assumed to act as agent for non-existent principal, rendering himself liable in contracts made upon this assumption.

9 @o can be used as a sword by co. or third parties

but not as a shield by co.

RMBCA §204- "all persons . . . acting as a corp., knowing that it is not a corp.. . are jointly and severably liable." This law protects innocent business people who rely on lawyer that makes a mistake and doesn't incorporate properly.

111. 
PIERCING THE CORPORATE VEIL

·
tvdes of Piercina Corporate Veil
(1)
ENTERPRISE ENTITY THEORY- Aggregate assets- getting to other dummy corps., treating them as all one entity

(2)
INSTRUMENTALITY THEORY- Get to parent or shareholder personally.  MUST ALLEGE certain things (comingling of assets, corp. benefitting shareholders through other mechanism than making profits, formalities weren't maintained etc.  Using corp. in way that jeopardixed creditors- never et out to make money)

A.    ZAIST V. OLSON - P

D formed EH- closely held corp. and then hired P to clean and grade land for shopping center.  P sent bills to Eh and D. Then D formed Olson, Inc. and quitclaimed land to it.  P argues D should be personally liable for money owed b/c D set up corp. for purpose of protecting himself for personal liability and committing fraud- P argues (1.) EH was making no money and never set up to make money (2) creditors get paid before

shareholders (3) Eh set up o build homes but never did anything.  D argues (I ) purpose of incorporating is to shield yourself from liability (2) EH is contractor developer and P was justa subcontractor who did work on D's land (3) Olson just acted as an agent for Eh (4) D intended to make money but then went bankrupt.

Ct D controlled Olson and used it for fraud, so is personally liable to

P.
Olson never intended to pay shareholders from SHARES of PROFITS.

o Instrumentality- (1) domination by one shareholder (2) must show FRAUD- show that the benefit from the company iis NOT profits, but something else.  EX: Comingling assets- buying personal items out of corporate assets- money leaking out in other ways than profits.  Co. must be set up to MAKE PROFITS (creditors have a right to rely on this). (3) the control and breach of duty must have caused the damage.  If you show these then you can pierce the corporate veil.

B.
PERPETUAL REAL ESTATE V. MICHALSON PROPERTIES - D Michaelson formed Michaelson Inc. for propose of entering joint real estate ventures. 2 joint ventures with P. Condo owners sued and P paid them on behalf of partnership.  Now sues D to pierce the corporate veil.  P argues D had undeu domination and control + copr. was sham to cover up fraud.  P often directly dealt with D and his wife, which weakens the corporate veil.

C t P failed to meet burden of proving that D used corp. form to "disguise wrongs" - domination is NOT enough (1) P knew what the ownership structure of D was when he began the partnership (2) P knew what D did with the money distributed from AAA (knew there would be siphoning b/c D was the sole shareholder of MPI). (3) P voluntarily & knowingly entered into contract agreement with D & cts. don't like to interfere in this. (4) NO PROOF of MISREPRESENTATION of financial co. to creditor (no personal guarantees by D & partners expressly put issue of LTD. liability on bargaining table and agreed that PMPI, not Michaelson, would be responsible for al debts of the co.)

o In this case, the liability didn't arise until AFTER dividends had ben paid so it looks legitimate, unless D could have foreseen this liability (no proof of this).

C.   'WALKOVSKY V. CARLTON
P injured in taxi accident and only got $10,000 minimum liability

insurance.  D owns 1 0 corp., each with 2 cabs.  Corp.s operate as single entities.  P claims he can hold stockhoders liable b/c multiple corp. structure is unlawful attempt at defrauding the public who may be injured in cabs.  Subsidiary v. dummy corp.  P argues corps. are inadequately capitalized and run as single entity.  ENTERPRISE ENTITY THEORY.

9 Dummy Corp.- individual conducting business in individual capacity- run for personal gain.

D.    STONE V. EACHO
Tip Top Tailors, Inc. in DE got charter from VA under same name.  Corp. dealt with this stroe the same as other stores.  DE corp. went abcnkrupt and Stone was appointed receiver.  VA corp. attached as property.  Stone filed involuntary bankruptcy against VA co.  P (DE CO.) w a n t s money that VA owes DE co. - if VA is just an instrumentality then P wants corporate entity of D to be disregarded and bankruptcy of that corp. be consolidated w/ De corp. so that De creditors share in distribution of consolidated assets- deal with both creditors the same.  D (VA Creditors) claims VA is NOT separate entity, but mere instrumentality of DE.  Money from DE was mere advancement of operating costs- NOT indebtedness arising from loans and advancements- wants to postpone claims of other creditors.  This was just investment of equity which can be subordinated (P was putting money in and taking back shares- not debt investment) SHARES are always colected LAST and therefore De should collect after all the creditors.

3 Theories of recom r"

(1)
EQUITABLE SUBORDINATION- Treat VA corp as separate entity and POSTPONE claim- Va creditors paid in full and DE creditors only get postponed amount. (D wants this)

(2)
ENTERPRISE ENTITY LIABILITY- Treat Va as separate entity and NOT POSTPONE claim- VA assets will be absorbed and creditors will only get <1/2 dividends that DE ceditors. (Ct. does this)

(3)
Treat Va as separate entity- consolidate Va proceedings with parent co. and all creditors recieve the same amount. (P wants this)

E.
BARTLE V. HOME OWNERS CORP.

P trustee in Westerlea (D's wholly-owned sub.). P sues D (HO) for contract debts of W. W created to provide low-cost housing.  P claims D committed fraud and purposely depleted assets from W so creditors

couldn't get $. NO PROFITS- W just an agent.  D claims that HO and W were operated separately and that W at one point had assets but ran into bad business and law permits incorporation of business for purpose of escaping liability.

C t - P kn ew that W not set up to make profits (different than Z a i s t where creditors P thought D was a profit-making co.)

NO INSTRUMENTALITY RULE where P knew D wasn't profit-maximizing and therefore is estopped from using instrumentality rule. (if co. isn't profitmaximizing you must disclose this to creditors).

IV.
SUCCESSOR LIABILITY

9 EXCEPTIONS to Successor NON-Liability (1) Agreement

(2)
De Facto merger - A'a assets are taken and sold to B. B issues new shares and gives them to the shareholders of A. So now A is a shell corp. with no liabilities.  B has all of the asset but none of the liabilities - a usual merger has all the assets and liabilities of both co.s so that creditors aren't deprived of recovery (as evidence, need quick dissolution of predecessor and consideration in shares to purchaser)

(3)
mere continuation - IDENTITY ARGUMENT- successor has privity with predecessor and its the same co. as before but under different name or ownership- still has the same liabilities!!  Cts. also worried about partnership changing formation into a corporation b/c the assets are given to the partners who then exchange them for shares in the co.  Therefore, creditors can't find assets in partnership b/c partnership only has shares now and those shares may not have a market for them- especially if closly held corp.  Creditor is now a minority shareholder in co. that doesn't like you- some cts. find this compelling reason to get to the corp. through successor liability (as evidence, need quick dissolution of predecessor and consideration in shares to purchaser)

(4) f rau d

o Ct. worried about someone putting somehting harmful into the stream of commerce and then disappearing.  Can't take business, strip it of all ts liabilities and create a new one with all the same assets.  Corp. is supposed to protect individual liability but NOT TO PROTECT CORPORATE LIABILITY.

A.    TIFT V. FORAGE KING INDUSTRIES, INC.

P injured on tractor w/chopper box manufactured by Wilberg, sole proprietor of D. (Wilberg and Needland joined shares abd formed FK, wilberg becoming sole shareholder). 7 mos. before accident Wilberg sold Fk to Tetser.  P claims both Wiberg AND FK should be liable even though the chopper box was made under Wiberg's sole propritorship.  Corp. can be issuccessor corp." even if predecessor was proprietorship (policy reasons: don't want defective products in flow of commerce).  Successor (1) has privity w/ predecessor continuation liability and (2) is the same entity for all practical purposs de facto merger.  D claims predecessor was propritorship so can't be a "successive corp." and it is Wiberg's fault, not D's that the box was manufactured wrong.  There is a difference btwn. liability of PROPRIETORSHIP- after its dissolved in that they are still liable fQr past acts, unlike Corp. whose liability is only for known debts once it is dissolved.  Cts. are woried about corps. being set up to escape liability but this could not have been the case here since Winberg did not set up FK to escape liability b/c he can't escape it since he was a sole proprietor.

B.    ANDERSON LUMBER CO.  V. MYERS
P was subcontractor who sues Leekley's, Inc.  Afer trial but before judgment Leekely's Inc. is created which taked all the assets of the first co., Leekley, Inc.  D argues that its not the same scam b/c cash was given back to shareholders of Co. #1, not shares.  P argues that it is the same co. as before- same management, same business, name etc. formed to escape liability b/c 2nd co. has the assets of first co. but not the liabilities.

Ct this was fraud- happened after the trial but before judgment.  NOTE: D could have solved his problem by going through process of bankruptcy- sell assets of co. at auction, take proceeds and distribute to creditors, then go start new co. who can bid for old co.s assets and you'll be in same place but w/o law suit.  Bankruptcy gives creditors market value for their assets.  Limited liability gives you fresh start.

" This is different than Tift where there was a profitable business that formed a new co. to strip co.  I of all liabilities.  Leekley, Inc. was already broke so they formed a new co. and partners were left with shares, but should have cleared slate w/ bankruptcy and started fresh.

V.    ULTRA VIRES & CORPORATE PURPOSE
o Ultra Vires is rarely invoked b/c most corp. aren't incorporated for a specific purpose, they are set up to benefit shareholders.  Can't invalidate contract through ultra vires anymore. 2 Types of actions can be brought:

(1)
injuctive relief (before contract has been signed)

(2)
state intervention to say that corp. is doing something it should

n't be doing.

* Minority can attack majority and directors through derivative suit claiming self-dealing (having your foot on both sides of the transaction and using it to your advantage instead of to the advantage of shareholders) Derivative suit rerovery goes to corporation, not the minority shareholders suing.  Incentive to bring these suits is large attorneys fees. o Value-maximizing model- managers should maximize profits for shareholders w/i constraints of law.

(I ) Efficiency

(2)
tells managers to focus on clear objectives

(3)
contrains managerial discretion- limits abuse

Citizenship model- Corp.s are citizens that benefit from society so should give something back

(I ) Charitable contributions to society (2) Channels discrteion for good- less harmful acts (Ex: birth defects from chemicals in water) BUT- there will be partisan purposes and unchecked discretion over shareholder money.

o Most state laws allow charitable deductions in reasonably small amounts to disinterested causes.  Some states have other constituency statutes which allow co. to take into account their own constituency rules to reject a merger (Ex: loss of employemnt, shutting down business- bad for community and reputation).  Allow board to reject takeover and cite other constituencies as their reason.  Opponents say this is used to keep managers in power, gives them rationale to keep their jobs.

o Model Rules of Prof.  Conduct gives corp. counsel options of what to do if they find out about harmful effects of co.:

(1)
Advise only

(2)
Withdraw (Rule 1.1 6(b)(3))

(3)
Turn in corp. to EPA (Rule 1.6 comment 9) If there is no criminal

act then this rule is hard to justify w/o getting sanctioned or disbarred. o Purpose of the MRPC (1) encourage A/C relationships and full disclosure- for people to

be equal citizens in society we have to operate w/ complex legal system,

so everyone must know how to use the legal system & protect themselves.  We give people knowlege through lawyers so they can operate as full citizens in society.

(2)
protect lawyers- Rule 1.6(b)(2) lawyer "may" reveal clien't confidences to collect fees.

A.    REAL ESTATE CORP.  V. THUNDER CORP. - D

Thunder issued 2nd mortgage on property to RECC and Weisman but the $105,000 was paid to Winthrop homes, not to Thunder- no considertaion to Thunder.  P argues that they just lent D money and it was not their ob to make sure D was profit-maximizing- P should get their money back.  D argues corp. didn't have power to enter into the transaction- ultra vires.

Ct b/c the Thunder didn't receive any benefit from the mortgage (gratuitous gift), it was not w/i the purpose of Thunder which is to further corp. purposes= benefitting corp. & shareholders=making money.  Didn't have capacity ot enter into contract- ultra vires (incapacity defense), so they don't have to pay money back.

B.
DODGE V. FORD MOTOR - P charitable donations

Ford
announced that profits in excess of regular dividends would be

reinvested
into the co.  Directors have power to contol dividends unless

there's fraud or bad faith.  P argues that purpose of corp. is to maximize profits for shareholders, so D's actions are ultra vires b/c they are not furthering corp. interests.  D not exercising business - judament by giving to charit-Y.  D claims this was business decision that will profit in future (management know business better than courts- giving to charity will benefit your reputation and commnity relations)- long run r)rofitmaximizing decision made in good faith.

Ct Ford is not acting in the best interests of the co- ultra vires.

C.    SHLENSKY V. WRIGLEY - D

P (minority shareholder) wants D to put lights up on baseball field so they can have night games and maximize profits.  P claims D is acting against business interests of the club- ultra vires.  D argues it's a business decision b/c lights will have detiorating effect on neighborhood which will hut public relations.  Presumption of good faith of business decisions.

C t - P never alleges that D would PROFIT from the lights- he should have done this!!

D.    MILLER V. AT&T
P sues directors b/c they failed to collect $1.5 mill. debt from democratic party.  P argues D made a "contribution" to the democrats which is against the purpose of the co. and federal law.  It was an illegal act which is automatically a breach of fiduciary duty, even if its in best interests of co.  D argues it was sound business judgement in good faith.  Proof of non-colection was insufficient- must show (1) contribtion to DNC (2) in connection w/federal election (3) for purpose of influencing outcome of election.  P argues inference of partisan prupose is enough.

VI.
FIDUCIARY DUTIES- DUTY OF CARE & DUTY OF LOYALTY
Duty of Care

Duty of Loyalty - interests of shareholders ahead of your own Business Judgement Rule- presumption that directors make business dsecisions on informed basis in good faith, w/honest belief that action is in best interest of co. -Ct. won't intervene if there is any rational basis for it- lowest level of scrutiny.

A.
FRANCIS V. UNITED JERSEY BANK - P (no BJR)

Sons were looting co. and now the co. is bankrupt.  P (creditors) suing director's estate for negligence.  P claims D had responsibility to manage co. but didn't attend meetings and never took interest in co., and was always drunk.

Ct Directors have duty of care & responsibilities (no firgurehead directors)- this is egregious case of breach of fiduciary duty & negligence.

B.
GRAHAM V. ALLIS-CHALMERS CO. - D (BJR)

Derivative action by P against 8 violations of anti-trust laws.  Employees indicted pled guilty- none of the directors were indicted and they claimed they didn't know about the violations.  P claims D had notice from past acts and decrees.  D claims they didn't have knowlege or notice- the decrees weren't necessarily indicative of past violations.  D used ordinary prudent care in relyin on Board Summaries and corporate records.

Ct - directors are NOT liable as matter of law just b/c they failed to take action to learn of and prevent the anti-trust violations.

C.    JOY V. NORTH - P (no BJR)

P brings derivative suit against directors and officers of CityTrust alleging vilation of Nat'l Bank Act, breach of fiduciary duties and negligence.  CT gave loans to Katz for construction of office building.  Laons exceeded federal limit.  Special Litigation Committee appointed.  P claims there was no appraisal of Katz's building or reliable study undertaken, no prelim. prospectus undertaken for suggested public offereing to alleviate Katzs financial situation.  D claims they fall under business judgment rule b/c they used reasonable BJ in good faith and had no knowlege of Katz's problems.

Ct- IGNORANCE IS A BREACH OF FIDUCIARY DUTY.

D.
SMITH V. VAN GORKUM - P (informed decisions)

CLASS
ACTION brought by shareholders of Trans Union.  SP wants

recision of
cash-out merger of TU into D. P claims that directors didn't

$55/share price was adequate (one director made private deal on behalf of co. ) & it turned out not to be, so D should not be afforded the BJR.  They could have gotten a higher price from other interested parties.  ALSO, stockholders were NOT informed of all material facts to their vote on th merger.  D claims there was no gross negligence which is the standard for determining whether judgment was informed or not.  Had to make a quick decision and did market test.  Just b/c decision turns out ot be wrong doesn't mean that it was uniformed decision or in bad faith.  Directors relied on legal advice and business/economic experts.

C t - B of D did NOT act in informed manner in approving the merger to be granted the BJR + shareholder vote approving merger should be set aside b/c they were not fairly informed.

6 In class action, relief goes back to the class, not to the company like in derivative suits.

VI 1. SELF-DEALING- DUTY OF LOYAL7i Y
A.
MEINHARD V. SALMON - P (fiduciary duties of partnerships)

D had managing power of hotel but P was partner in a hotel and shared liabilties.  Third party then sold its reversion rights in the hotel to D and D idn't tell P about this business opportunity, even though they were partners.  P claims that D had fiduciary duty of undivided loyalty to P and should have warned P of the duty instead of excluding P from any chance to compete.  D claims that his partnership w/P ran with the lease which was almost up when D made the deal.

make^; '11-it'Ormcd decision      w a s 1-1 %-i -i @L -u- -ul -Y, c I- 1-cvtc-;,; %@if woltc-;@Lher the

C t D has to include P in new lease- opportunity presented itself during the partnership.  It was a partnership opportunity but D took it for himself= self-dealing.

Threshhold question in corp. setting is whether the opportunity was a corporate opportunity- if it is you can't take it for yourself.

B.
COOKIES FOOD PRODUCTS V. LAKES WAREHOUSE Shareholder derivative suit against closely held corp. who was not paying dividens to shareholders b/c they were paying off debts.  Herrig became majority shareholder and restructured and made changes to the co.  P claims D breached duty of loyalty to Cookies by self-dealing b/c (1) used his other co, Lakes, to store the Cookies products for which Lakes was compensated (2) Herrig took on role of product developer and got royalties from 2 more sauce recipes (3) was additionally compensated for consultant's fees.  D claims his decisions made the co. successful, therefore in the best interests of the shareholders.  Director has duty of managing the co.- not shareholders.  Contracts were fair and reasonable to corp.

C t - this is s e I f - d e a I i n g transaction- he is on both sides of transaction, siphoning money into his other business, but did not breach duty of loyalty b/c its beneficial to cop. and cts. now have optomistic notion that they can police these dealings.

" Once you determine that the transaction is self-dealing, there are 3 exeptions test to self-dealing violation of duty of loyalty (only need 1):

(1)
interests are known and disclosed to board, or

(2)
interests known or authorized by shareholders by vote, or

(3)
contract or transaction fair and reasonable to corp (highest level

of scrutiny).  Substantive prong of test.

ALI version of self-dealing transactions test (separates disclosure and fairness):

(1)
adds required disclosure + fairness to corp.

(2)
shareholders vote must be disinterested

(3)
provides scrutiny, not withstanding the procedures (even if you

folow the procedures it doesn't mean that the ct. will automatically pply rational basis test.)

Cts. use FAIRNESS level of SCRUTINY in self-dealing cases b/c there is huge potential for conflict of interest.  Some cts. imply that disclosure is inherently unfair, even if they otherwise meet the fairness test, but only a few states require this.  To determine fairness cts. look at:

(I ) PROCESS- decision-making (written reports, questioning, market tests, experts- Van Gorkum) In Duty of Care cases process must be reasonable- if reasonable cts. apply rational basis test.  If not reasonable, Duty of Laoyalty, then cts. scrutinize decision.

(2)
DECISION itself and if it was good for co. or not.

·
Cts. use INTERMEDIATE level of SCRUTINY in takeover cases.

·
Cts. apply LOWEST rational basis SCRUTINY in disinterested transactions where there was a reasonable investigation of he transaction -> BJR -> Ct. applies rational basis to transaction itself.

C.    CASE V. NY CENTRAL RR -D

P minority shareholders of Mahoning and D owns 80% of Mahoning.  Mahoning agreed to combine taxes w/ Central to meet [Rs tax break.  Combined they got $3 mill. in taxe credit but Mahoning only kept $268,000 b/c they only put 4% of the taxes in.  P says Mahoning should have gotten 50% of break- there was no arms length negotiations.  D says it was win/win situation- windfall for Mahoning and would have come out the same with a shareholder vote.  Central gained more advantage than Mahoney BUT Mahoney wouldn't have gained any advantage w/o this deal- they would get no tax credit at all.  NO BREACH OF LOYALTY TO CO.  Mahoning also helped a lessee from insolvency which helped Mahoning too.

Ct dismisses the case b/c they don't know how to divide proceeds.

VIII.  CORPORATE OPPORTUNITIES
4 tests, depending on which jurisdiction:

(1)
Line of Business Test (larger publicly held corp.)

(2)
Interest or expectancy test (smaller closely held corp.)

(3)
Fairness test- weighs facts (MA)

(4)
Two-part test

(a)
Line of business (broad)

(b)    Fairness (narrower)

Factors considered important in the decision: (1 ) Channel through which opportunity came

(a)
to director as director (belongs to corp.)

(b) to corp. specifically
(belongs to corp.)

(c)
corp. resources used (belongs to corp.)

(2)
If you don't know the channel it came through, then use one of the 4 tests.

ALI uses the channelling, method wi h-,-t e- t ines -h @tre-of..Bus--s-Tes@@ s a de"rauit.

A.
SINCLAIR OIL CORP.  V. LEVIN - D wins 1 &2, P wins 3 P (Levin) minority shareholders of Sinven, sub of Sinclair, claims that (1) Sinclair made Sinven pay dividends exceeding earnings b/c it needed cash- improper motive- parent dorve sub into ground for parent's own benefit (2) denied Sinven expansion opportunities '3) Sinven breached contract agreement w/another sub to detriment of Sinven.  P wants intrinsic fairness test, used for parent-sub self-dealing transactions.  Also they say that D took away their corporate opportunities.  D wants BJR claiming no self-dealing- minority shareholders are benefitting as well.

Ct says parallel of interests- doesn't look like self-dealing b/c both co.s benefitted.  Also, the corporate opportunities were those of the parent to dole out as they saw fit.

B.
IRVING TRUST CO.  V. DEUTSCH - P (Irving Trust Doctrine)

Deal came to corp. to buy patents.  Corp. didn't appear to have enough money so directors took it upon themselves to form own syndicate and take the opportunity for themselves.  Bought the stock and made lots of money.  P says directors usurped a corp. opportunity and breached fiduciary duty to corp. b/c they should have tried harder to gather money for corp.- if you let directors do this, they'll never try hard enough to finance deals- self-dealing.  D says corp. didn't have money to exploit opportunity.

Ct says this was self-dealing- directors of solvent co. can't divert corp. opportunities into their own pockets.

Irving Trust Doctrine= INCAPACITY IS NO DEFENSE - If the opportunity belongs to the co. then directors can't take it no matter what, in order to give directors an incentive to try as hard as they can to finance it. (applies in certain jurisdictions).  BUT if you offer

an opportunity and the corp. turns it down, some states say you can take it if (I ) disclose opportunity to board (2) Disclose to interested directors (3) have vote w/disinterested members of board who are fully informed.

C.
RAPISTAN V. MICHAELS -D(corporate opportunity doctrine)

Directors of Rapistan signed agreement to aquire Alvey themselves, instead of availing Rapistan of this corp. opportunity.  P claims used corp. assets, received offer as executives of Rapitsan- not as personal offer, was in same line of business, never disclosed opportunity to corp. to give them opportunity to say "no"- wants line of business test.  D says (1) D used minimal assets and (2) there was no nexus btwn. use of Rapistan assets and creation and development of Alvey deal.  Wants interest or expectancy test.

Ct core principal of corporate opportunity doctrine is that corp. directors not permitted to usurp business opportunity which was developed through use of corp. assets or through their executive titles.

*
Corporate Opportunity Doctrine: Director is estopped from denying that opportunity belongs to corp. if (1 ) significant use of corp. assets and (2) corp. assets were used to develop opportunity (assets include time at work, cash, facilities, corp. info., corp. contacts etc.)

*
Line of Business Test- directors must bring in all opportunities to corp . that are in the same line of business.  D has duty to disclose these opportunities.  Guth v. Left
*
Interest or Expectancy Test- requires more than the LOB testcorp. must have some LEGAL INTEREST (or essential to corp,_ survival) in opportunity.  EX: ermainder in a lease- the lease would be the legal interest in the remainder.  Has to be more than just in the same line of business.  Guth Corollary
D.
BURG V. HORN - D

urged P to get into reality business with them as partners.  D had already been in business and continued to take some opportunites for themselves.  P claims D had duty to give them opportunities b/c D was using the partnership assets for their own benefit- wants line of business test.  D claims they were already engaged in these

transactions before the partnership and there was no agreement that they would stop doing persnonal deals- wants interest and expectancy test.

Ct confused b/c this is really contract argument about the parties original intentions which are not in writing, but finds for D b/c there was no implied or express duty for D to avail P of opportunities.

IX.
DEMAND ON DIRECTORS
0 2 decisions:

(I ) whether to sue

(2) underlying issue they are suing about

o Business Judgement Rule in derivative suits: (I ) addresses the demand

(2)
determines demand futility

(3)
defense to merits of the suit

·
BJR applied in derivative actions if:

(1 ) protections are claimd by disinterested directors- directors whose conduct would otherwise meet the BJR (can't appear on both sides of transaction or derive personal financial benefits from it through selfdealing).

(2)
directors fulfill their duty to inform themselves, prior to making the business decision, of all material info. reasonably available to them.  Then they must act w/requisite care.  NO GROSS NEGLIGENCE.

Demand- threshold requirement to insure that a stockholder exhausts all intracorporate remedies and provides safeguard against strikesuits: Use BJR for this threshold inquiry as to whether demand is proper:

(1 ) Directors must be disinterested,  AND

(2)
challenged transaction was product of a valid exercise of business judgement.

Demand Futility - If officers or directors are under influences that affect their discretion they can't conduct proper litigation on behalf of corp. and therefore demand would be futile.  Mere threat of personal liability from the transaction inquestion is insufficient to challenge the independence or disinterest of directors.

A.
ARONSON V. LEWIS -D (demand not excused, not futile)

Derivative suit against directors b/c directors employed Fink who was overcompensated and already 75yrs. old.  This suit is about the decision of whether demand to sue or not- NOT about the underl@ action.  P wants cancellation of Fink contract.  D claims P should have made a demand & exhausted corp. remedies- D has no personal stake in the employment agreement in question.  Directors used BJ- pure business decision.  P claims demand would be f u t i I e- pointless to ask directors to sue themselves.  Directors benefitted b/c they all got their jobs from Fink and would have been liable for wasting corp. assets (threat of personal liability).

CT- P has not alleged sufficient facts to render demand futile on a charge of corporate waste, and thus create a reasonable doubt that the Board's action is not protected by the BJR.

B.
LEVINE V. SMITH -D (demand refused)

P, minority shareholders, sue D for repurchasing major shareholders stock to detriment of corp.  P's demand to rescind agreement was refused by board.

CT says if you ask board to sue and they refuse, then apply duty of care standard b/c you have already conceeded that they are disinterested and can make a reasonable decision.  If they have done a reasonable investigation they get BJR which says unless Board has done something crazy the board made a reasonable decision to refuse demand.

Since duty of care cases are almost impossible to win , P should go straight to ct. and make the futility of demand argument- its a waste of time to make a demand on a board that will just refuse.  Then when you get to ct. the ct. will find that you have already conceeded to the disinterested nature of the board by making a demand (in some cts. like DE).

SPECIAL LITIGATION COMMITTEES
3 tests when deffering to SLC:

(1)
Auerbach rule: BJR- judicial deference to SLC.  If committee did their investigation they get minimum scrutiny through rational basis test.  Treats SLC decision as any other business decision. complete defference.

(2)
Zal2ata rule: (a) look to whether SLC is disinterested and (b) look at merits of the underlying case & decide whether it is worth going forward with- mak esure it benefits the co.- good chance of success on the merits w/enough money to cover litigation expenses. some, bmt-not complete deference.

(3)
M i I I e r rule: NO SLC should be set up by directors charged w/misconduct- this is inherently a structural bias!!!  COURT should set up SLC. strict
A.
ZAPATA V. MALDANADO remanded (demand futile?)

instituted derivative suit w/o demanding that Board bring suit against oficers who breached their fiduciary duties.  Board created independent investigation committee comprised of people not on the board at time of alleged activity, who dismissed the case.  P claims demand was futile b/c directors areunder influence affecting their discretion- derivative suits should not be blocked b/c they are aimed at policing effectiveness of boards.  Ct. shoudl use discretion beyond BJR.  D claims ct. should use BJR b/c board has power to delegate its authority to disinterested committee.

CT uses 2 step DE rule: (1 ) ct. looks at independence and good faith of corp., and (2) even if the Board is independent and disinterested the Ct. uses its own BJ.  This stricter policy is to prevent structural biases (no committee has ever actually decided to sue, so cts. consider them inherently bias).

B.
ALFORD V. SHAW - P (demand should not have been excused)

P filed derivative suit charging D with mismanagement.  D's Board appointed special litigation committee.  P claims that corporate parties who are parties to a derivative action may not confer upon a SLC the power to bind or not bind the corp. to derivative action.  P uses M i I I e r test.  D claims that even if P would win the derivative suit, if the detrimental effect on the Co. outwieghs the recovery then SLC can refuse demand.

Ct says 2 part Zapata test is not only for demand futile case, but for demand excused cases as well.  Ct. approval is required for all derivative suits, even where directors are not charged w/fraud or selfdealing.  SLC finding is NOT binding on trial ct.  Board must prove the transaction was just and reasonble to corp. when they entered inot it and approved it.  Ct. uses other factors in addition to SLC finding to assess reasonableness.

.SUMMARY OF DEMAND PROCEDURES
I .   Is there a demand requirement?  YES, always

II.
Demand excused- What kind of an excuse will work?

A.
Demand has little probability of inducing corrective action

B.
Majority of board is personally interested in challenged transaction

1
. They are being sued

2.
Duty of Loyalty case (this is easier to get the excuse under b/c in duty of care cases member sof the board are usually not interested.

C.
Does shareholder have strong underlying case?

D.
DE 2-part test that refers to:

1 .
Challenged transaction - must show that its unlikely to get the BJR

a.
board was interested at time of transaction (duty of loyalty cases)
b.
board was grossly negligent (duty of care cases)

2.
Decision to sue- must show board is interested in decision to sue.  BUT merely being sued is NOT enough to make the Board interested in the suit (otherwise people would get around demands by just suing the directors).  Look back to the transaction to find an interest beyond m@el participating in the challenged transaction.

E.
Demand NEVER excused

111. 
Demand refused-What if you make a demand and it is refused?

A.
If refused, gets protection of BJR- the fact that you made the demand is concession that the board is disinterested so ct. gives board full deference

B.
Ct. scrutiny of litigation decision- Zapata, Alford look scarefully at decision b/c worried about structural bias.

IV.
Special litigation committees- What kind of deference should ct. give them?

A.
Auerbach- BJR

B.
Zapata- 2 part (1 ) interested - if so then inquiry ends, if not then (2) ct. uses own BJ

C.
Miller - no selection of SLC by tainted, interested directors- ct. must select SLC.

X
VOTING AND COPORATE CONTROL
VOTING is the means by which control is held or transferred.  Problem w/shareholder voting as mechanism of accountability.  Ownership and control becomes spearated in largely held corps.  Ownership so widely scattered that working control can be maintained but with a minority interest.  Shareholder

dispersion=shareholder powerlessness.  Management controls the voting mechanism.  Also informational imbalance btwn. shareholders and management.  RATIONAL APATHY- shareholders don't want to take 2 hrs. out of their day to read the proxy unless it contains important takeover realted issues.  Critics say that shareholders can vote with their feet by chosing different stocks.

2 SYSTEMS:

(1) Cumulative Voting: you can have more than the shares that

you
own voting for one director.

(2) Straight Voting: You can vote each share differently but each

one
has to be the number of directors you have.  Can't have more votes for

any
given candidate than the shares that you won.

EX:
I own I 00 shares and there are 5 directors to be elected.  Which of the following possibilities are OK for straight or cum.?

(1)
1 00 for A, I 00 for C, I 00 for D, 1 00 for F, 1 00 for G

(2)
1 00 for A, 80 for B, C, D, & E, 40 for F, 40 for G

(3)
120 for A, 80 for B, 60 for C, D, E, F, G

(4)
500 for A

(5)
60 for A, 1 00 for B, 60 for C, D, E, F

(6)
100 for A, B, C, D, E F

ANSWER:
(1) S & C (2) S & C (3) C (4) C (5) S & C (6) neither

Ex:   straight voting if you have 100 shares to vote on 5 directors:

# 1 #2    # 3 #4 # 5


A
100
20
20
20
20
20


B
80
20
20
20
20


C
80
20
20
20
20


D
80
20
20
20

20


E
80
20
20
20

20


F
40



20
20


G
40



20
20

* Max for straight voting is 100 per director, whereas max for cumulative is 500.

Ex:
There are 3 vacancies: Majority has 100 shares (300 votes) and minority has 90 shares (270 votes):

Majority wants ABC

Minority wants XYZ

CUMULATIVE CHART


U-Z
XY
x


abc
abc
axy
abx


ab
abx
abx
abx


a
axy
axy
ax-?

* Minority can get themsieves on the board by voting xy or x. Majority can get themselves on board by voting ab.  Typically majority would get 2 members and minority would get one- this would gaurantee minority a significant say/representation on the board.

*
Shareholder vote required at annual elections andto approve "fundamental" corporate changes (charter amendments, bylaws, mergers, aquisitions, liquidations, asset sales etc.) Can't vote on typical business decisions or personal claims (Rule 14a-8) p.632.

*
Shareholder proposals- SEC more liberal about these if they don't bind management, but usually from institutional investors about corporate governance issues.

*
Proxy contests are extremely expensive and time consuming.  Ct. upholds payment of battle of outgoing board if it was about corporate policy.  Ct. upholds payment to incoming board only if

they win the battle.  Rosenfeld
A.    ROSENFIELD V. FARICHILD ENGINE CORP. - D

P brings derivative suit fro the return of $261,000 paid out of corporate treasury to reimburse both sides of a proxy contest.  New Board and Old Board were reimbursed.  Who should bear the expenses of either side?

Ct Old Board- when directors act in good faith (best interests of co.) in a contest over policy, they may incur reasonable expenses in defense of their corporate policies.  New Board - may be compensated for expenditures by affirmative vote of stockholders.

XI.
RULE I OB AND I OB-5 (p.350)

Ct. implies private right of action
ELEMENTS OF I Ob-5:

(1)
Bad Act

a.
Mistatement

b.
Duty to disclose + Ommission (Financial lndustriesl
(2)
MATERIAL Mistatement or Ommission (Basic)
(3)
Standing (Blue Chip)
a. purchaser

b. seller

c.
(gov't doesn't need standing)

(4)   Causation - reliance provides requisite causal

connection btwn.  D's bad act and P's injury

a.
Transactional Causation

1.
rebuttable presumption "but for"causation in fact

(Affiliated Ute)

2.
"Fraud on the Market" theory (Basic)
b.
Loss Causation (Litton)
(5)   Scienter    rnst - at least recklessness

(6)
Damages ( itchell)

a.
Expectation (never given)

b.
Out-of-Pocket

c.
Rescission

d.
Restitution

e.
Cover

ulate trading securities. 1 Ob Says

1934 Securities Exchange Act reg                f SEC rules. 1 Ob-5 is the

. ulation or violations 0

there can be no manip

actual rule you can,t violate.

true statemenst of material facts lOb-5 prevents (1) fraud (z) un fraud or deceive illegally.  Statute eople illegally (3) de ai cts. have developed a
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OMMISSION                  - D (ommission)

A.     FINAN-                                delayed disclosing a sharp


p, mutual funds claims that D improperly
ned public offering. D


earnings decline so that D could proceed w/ a plan
. 0. was


rete info. to
disclose yet- inf


claims they didn't have enough conc
in good faith so


not "ripe" for disclosure. NO DUTY TO DISCLOSE. D
acted


should get BJR. P argues that w
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doesn't a I -
due care in

CT - p has burden of proving that: (i ) it exercised

rchase (2) D failed to issue statement when sufficient making stock pu closure (3) there existed a duty owed from D to info. was available for dis would violate 10b@5, (4) upon D's P to disclose, and to do otherwise nt.  In this case, there was no duty to ommissioni P relied to his detrime

disclose b/c i                                                 It Secondary

h      th    to

was NOT the buyer or seller.

BJR -duty of care equivalent should be aplied here b/c corp. didn't

benefit, whereas if corp. had directly sold share, fairness-duty of

loyalty standard would be applied.

Witholding benefits buyers, holders, and the co. itself, but not

sellers.  Thus, co- can withold iinnft

ement.  NO DUTY TO DISCLOSE MATERIAL INFO.  Cts. will give

BJR unless (1) corp. is involved in the transaction or (2) in

quarterly reports.

MATERIALITY

1 9 34 Securities Exchange Act regulate trading securities. 1 Ob says there can be no manipulation or violations of SEC rules. 1 Ob-5 is the actual rule you can't violate.

lOb-5 prevents (1) fraud (2) untrue statemenst of material facts misleading people illegally (3) defraud or deceive illegally.  Statute does not define what fraud etc. is so federal cts. have developed a common law of corporations to define the elements of lOb5.

OMMISSION

A.
FINAN.  INDUST.  V. MCDONNELL DOUGLAS CORP. - D (o m m i s s i o n)

P,
mutual fund, claims that D improperly delayed disclosing a sharp

earnings
decline so that D could proceed w/ a planned public offering.  D

claims
they didn't have enough concrete info. to disclose yet- info. was

not "ripe" for disclosure.  NO DUTY TO DISCLOSE.  D acted in good faith so should get BJR.  P argues that we're in federal ct. so BJR (state doctrine@ doesn't apply.

CT - P has burden of proving that: (I ) it exercised due care in making stock purchase (2) D failed to issue statement when sufficient info. was available for disclosure (3) there existed a duty owed from D to P to disclose, and to do otherwise would violate 1 Ob"5, (4) upon D's ommission, P relied to his detriment.  In this case, there was no duty to d i s c I o s e b/c P got these shares from other shareholders, not from the corg. itself- corl2. had nothing to gain from the ommission!!  Secondary transaction- corp. was NOT the buyer or seller.

BJR -duty of care equivalent should be aplied here b/c corp. didn't benefit, whereas if corp. had directly sold share, fairness-duty of loyalty standard would be applied.

Witholding benefits buyers, holders, and the co. itself, but not sellers.  Thus, co. can withold info. if they make reasonable business 'udgement.  NO DUTY TO DISCLOSE MATERIAL INFO.  Cts. will give BJR u n I e s s (1 ) corp. is involved in the transaction or (2) in quarterly reports.

MATERIALITY

B.
BASIC, INC.  V. LEVINSON - Remand (materiality)

claims D made public statements denying merger negotiations which P relied (sold stocks) to his detriment.  P says ommitted fact is material if there is a substantial likelihood that a reasonable shareholder would consider it important in deciding how to vote.  Info. became material by virtue of the statement denying their existence.  D claims that negotiations don't become material until agreement-inprinciple as to price and structure has been reached.  P has not shown that statements were misleading as a material fact.

CT BALANCES PROBABILITY OF EVENT WITH EFFECT OF EVENT ON SHAREHOLDERS (probability/magnitude test)

Probability/Magnitude Materiality Test (p. 327) - to determine whether an investor would find this fact significant ct. balances (1) probability that event will ccur AGAINST (2) anticipated magnitude of the even in light of the totality of company activity.

NOTE:
lOb-5 applies to any corporate press release that is likely to influence the market.

STANDING

C.
BLUE CHIP, STAMPS V. MANOR DRUG STORE - D P claims that D intentionally made the prospectus overly pessimistic in order to discourage P & other members of the class from accepting the bargain offer, so that the rejected shares could be offered to public at higher price.  D claims that P neither bought nor sold securities in the alleged misleading prospectus, so doesn't have standing to bring the suit.  P claims the purpose of the prospectus was to inhibit P from becoming a purchaser & lOb-5 just needs a nexus btwn. the fraud and the "conducting of a sale".  The stocks were only offered to finite set of purchasers- not to just anyone- so there is a greater connection btwn. possibility that P didn't buy the stocks b/c of the prospectus -"nexus".

CT - it would be impossible to prove that P didn't buy the stocks b/c of the prospectus- impossible to prove a negative- everyone would want to get into ct.  Anyone coudi get a prosectus and sue.

You must be a purchaser or seller to have standing- NOT a is would-be purchaser" or "would-be seller".

D.   SEC V. TEXAS GULF -P

D found promising samples of minerals in soil and corporate officers started buying stock in co. before public disclosure of discovery was made.

Ct said material facts must be publicly disclosed before insider trading takes place.  To determine materiality look at probability/magnitude balancing test.

BESPEAKS CAUTION DOCTRINE- defense

E.   IN RE TRUMP - D

P purchased bonds to finance contruction of Taj Mahal, relying on statement that debt of Taj Mahal would be covered by profits.  D says it was NOT a mistatement, but a reasonable belief with additional

disclaimers. 
P claims they ommitted statements of material fact in

prospectus, so
automatically breached a duty to disclose.

Ct says
(I ) this was a 'forward-looking" statement ('soft

info.") which, even if proven to be incorrect, may have been made in good faith at the time- must be a reasonable belief (2) BESPEAKS CAUTION DOCTRINE says as long as you surround your projections for the future w/cautionary language cts. won't question it (problem is that many are now boilerplate statements to hide from liability).  Any investor would have understood this to be a high yield, high risk investment.

Bespeaks Caution Doctrine: warnings must directly address the substance of future estimates.  Sufficient cautionary language renders ommissions or misrepresentations immaterial.

CAUSATION/Reliance

F.   AFFILIATED UTE CITIZENS V. U.S. - P

UDC issued shares in corp. to "mix-blooded" descendants of Ute tribe.  D were 2 employees of bank that acted as a transfer agaent of UDC shares.  D bought stocks from mix-blood stockholders w/o telling them that they were trading for higher price amoung non-mix-blood than what D offered.  Then D turned around and sold them for more to non-mix-blood people for more $. P claims D had duty b/c the bank was a transfer agent for corp., therefore can't use info. against the corp.  Relationship of trust and loyalty through their fiduciary relationship.  R e I i a n c e= "But for" the ommission P wouldn't have sold stocks or wouldn't have sold at that price.  D says there was no reliance b/c P would have sold the stocks anyway- therefore no causation- P must rely on

misrepresentation which causes the damage but there was no misrep. or reliance here.

Ct says t'n-at there was duty to disclose to this particular group of people and there is a rebuttable presumption of reliance (otherwise it would be impossible for P to prove that they would have actde differently had it not been for the misrep.)

G.
BASIC INC.  V. LEVINSON - P

Basic
(d) denied merger negotiations w/another co. and P sold their

stock btwn.
the time that Basic knew about the negotiations and the time

that they disclosed it to public, and lost money.  P says market price was distorted by D's mirep. and P relied on this price to their detriment.  D argues that its not fair to shift burden on D- almost impossible to rebut the presumption.

Ct says individual investors don't have to prove that they relied on market.

Fraud on the market theory- theory that in an open ari-u' developed securities market the price of a co.s stock is determined by the available material info. regarding co.and its business.  Therefore misleading statements will defraud purchasers of stock even if the purchasers do not directly rely on mistatements.  Purchasers rely on dissemination of misrepresenattions or ommissions reflected in the stock price.

Rebutting reliance- any showing that severs the link btwn. the bad act and either the price received or paid by P, or his decision to trade at a fair market price, is sufficient to rebutt the presumption of reliance. (Ex: if news of merger somehow entered market & dissipated the effects of the mistatements, those who traded after the corrective statement would have no direct or indirect nexus with the fraud).

Efficient Market hypothesis:

(I ) Weak form: stock price reflects on past info.

(2)
Semi-stroM for-m: stock price reflects all publicly known

info. (Reliance)
(3)
Strong form: stock price reflects all publicly & privately held

info.

Most securities actions are class actions where each individual can't possibly prove reliance b/c there are too many individual reliance aspects.  Ct. must find common element of reliance- integrity of market.  This is the only requirement that isn't common throughout the class (materiality, standing etc. are common in class).  Ute and Basic
eliminate P's necessity to prove reliance.

H.
LITTON INDUSTRIES V. LEHMAN BROS. - P (D not awarded SJ)

D's employees found out about impending aquisition in ltek and bought lots of ltek shares which raised price of ltek.  P sues b/c he had to aquire ltek at much higher price.  P wants presumption of causation.  D c I a i m s P must prove that even if P would have done things differently, that damages were caused by an increase in ltek stock.

Ct talks about 2 causations:

(1 ) transaction causation - Did P alter their behavior by relying on info.? (presumption of reliance by P)- P relied on integrity of market when they created the -u'eal. if P knew that the ititegi-ity was

distorted
or threatened then P would have done something differently

(fraud on
market theory relieves P of actually having to prove that).

(2)
loss- causation - if P changed their behavior, did that

result directly in a loss to them?(no presumption of reliance by ltek) - Itek might not have changed its mind about the deal- price would have remained the same even if P would have done things differently.  P has to prove that Itek changed its mind and increased the price due to the run up on price on the market from insider trading.  Ct considers inherent value of co. (factors other than market price premium- asset value, dividends, earning prospects etc.)

SCIENTER

1.    ERNST V. HOCHFELDER - D

Ernst (D) retained by First Securities to do audits, prepare SEC filings etc.  P invested in First Security fraudulent securities scheme and claims D was negligent in conducting First Security audits.  P claims the effect is the same whether the conduct was wilfull or not.  D claims 1 Ob-5 intended to proscribe knowing or intentional behavior. 1 Ob words "manipulative and deceptive" with "device or contrivance" connotates congressional intent to proscribe conduct other than negligence (1 Ob-5 must match the mens rea of 1 Ob).Some 1 934 Act rules specify negligence- slippery slope to hold everyone accountable who is negligent.

Ct says NEGLIGENCE IS NOT SUFFICIENT- MUST BE AT LEAST RECKLESSNESS.

*This case would never be brought today b/c there is no aider &abettor liability under 1 Ob-5- Central Bank.

DAMAGES

J.    MITCHELL V. TEXAS GULF - P

P claims D failed to disclose material onfo. and mistated drilling findings.  P sold their stock relying on this mistatement BEFORE the correction statement, after which the price went way up.

Ct says Restitution is inappropriate b/c there was no direct privity or unjust enrichment (D didn't benefit from these mistatements).  Cover is appropriate damages- permit P to cover and reinvest in D after the correction- ct. gives P the highest possible price they could have gotten in a two week period.

Ex:
different damages- every transaction is for 1,000 shares

-
-- - - - - - - - - -I- - - - - - -1-2 wks (20-25 av.22)-l - - - - - - - - - -I


mistatement
you buy
negative
insider
judgment time


from insider
at $50
correction
buys at $2
stock at $1 0


that stock will be


$100

(1 ) EXPECTATION- never get this b/c damages limited to actual damages, but would be $90,000

*(2) RELIANCE (Out-of-pocket)- look at how much you were disadvataged at time you boughtthe stock- how much you paid and how much it was actually worth at time.  Difficult to guess this so cts. look at what stock was worth at the correction (take 2 week average of stock price after the correction).  Paid $50, worth $22= $28,000 damages

(3)
RESCISSION- Looks at time of judgment & undoes the deal.  P

gives stock
back and corp. gives $ back as if deal never happened.  P paid

$50 and now
its worth $1 0 so ct. may give you $40,000 and expect that

you sell your stocks at $1 0,000 to make up the difference.  Or ct. may award P $50,000 and tell P to give remainng stocks back to corp.

(4)
RESTITUTION- Insider sold you shares at $50 and then bought them back at $2, making $48,000 profit on their @-aud.  Restitution strips D of all the profit he made on his fraud and gives it to P= $48,000.  This measure only awarded when D actual profits from fraud.

(5)
COVER- Like rescission but looks at time of correction- NOT time of judgement.  Ct. says P should have sold at time of initial correction & gives P damages for that loss but not for subsequent after the correction, b/c that is just P speculating about the co.  Some cts. take the lowest price during a 2 week period- $20 and gives P what they would

have lost had they sold then= $30,000.

Transactions NOT covered under 1 Ob-5

K.
SANTA FE INDUSTRIES V. GREEN - D

(SF) wanted to aquire the last 5% of Kirby so did a "short-form merger" (no need to inform minority) and obtained independent appraisals of Kirby's assets and interests.  P are the minority shareholders who claim that $1 50/share isn't fair market value.  P claims that D obtained fraudulent appraisal in order to freeze out minority shareholders at inadequate price.  Breach of fiduciary duty violates lOb-5.  D claims P must prove more than mere negligence (Ernst) and that "fraud" does NOT include breaches of fiduciary duty.

Ct says there must be manipulation or deception- breach of fiduciary duty not enough alone to trigger 1 Ob-5 action.  The info. was out in the public therefore it was not deceptive (unlike Goldberg where the corp. entity didn't know the info. so the corp. itself was deceived).  P should have used state remedies.

Need Deception!!!

L
GOLDBERG V. MERIDOR - P (disagrees w/ Santa Fe)
brings derivative action in federal ct.(NOT 1 Ob-5 b/c P would have no standing)on behalf of UGO, alleging that UGO's entire board caused UGO to issue shares to parent co. w/inadequate consideration.  Ommission of fraudulent nature of transaction to minority shareholders and misrepresentations in press releases.  P claims D was deceptive to minority by issuing shares to parent co. which diluted minority shares.

How do yo"et past the need for deception required by Santa Fe? (Board knew exactly what they were doing)

Ct says the corporate entity is the minority shareholders, so it was the actual corp. that was deceived.

How do you ---prove min oritv shareholders were deceived?  Had they known about the fraud they would have changed their behavior and gone to state ct. on behalf of co. to get an injunction on transaction.

NOTE:
This ct.'s argument is a stretch b/c (1) minority represents co.

(2)
decpetion was- not telling them it was unfair (3) causation/reliance is the fact that they could've sued based on that info.  This may just be 2nd Cir. trying to get around Santa Fe.  Lets duty of loyalty cases involvin_q-Aec-qrity -transactions into federal ct.  "SUE FACTS THEORY"- if you had given us the facts, we would ahve

sued.

A later 2nd cir. case said that if disinterested directors aDDr ove d transaction then h@e would be the representatives of the co.  Therefore- there would be no lOb-5 action if disinterested directors knew what was going on- no deception.  This sounds like the dutyof loyalty standard- apply fairness scrutiny if disinterested directors approve the transaction. (State duty of loyalty action in federal ct. under lOb-5).

M.   CENTRAL BANK V. FIRST INTERSTATE - D

Purchasers bought bonds from public housing authority which defaulted.  P sued authority, underwriters, developer of land and indneture trustee for bonds (D) as aiders and abettors.

Ct says no private cause of action for aiding and abbetting under 1 Ob-5.b

*
Remember: (I ) if third part)t had intent to defraud, you can sue them as primary violators of I Ob-5.  EX: can get accounting firm if they actually made false statements themselves recklessly (2) Congress has reinstated aider and abettor liability for SEC civil actions but NOT for individual private actions.

*
§ 2 1 E represents securities attempt to revise securities act.  Provides safe-harbor for forward-looking statements by adopting broader version of "bespeaks caution doctrine" with (1 ) Knowlege as requisite mental state and (2) cautionary language defense

Xii.
INSIDER TRADING and lOb-5
* Issue here is NOT whether there is duty to disclose since there is NO general duty to disclose- issue is whether you can trade on inside info. lOb-5 doesn't actually say anything about insider trading but ct. implies that it falls under 1 Ob-5.  DUTY and BREACH OF DUTY

1-2',v r.'M.,MISSION               ,-.;.me the stock is actually

traded based on inside info.  That's when the duty arises and is breached at the same time.

* TO BE LIABLE UNDER 1 OB-5 FOR INSIDER TRADING YOU MUST EITHER:

(1 ) Temporary insider: be person who is not traditionally an

insider but receives nonpublic corp. info. for corporate purpose (equivalent of a "tipper," having a confidential relationship w/co.)- lawyers, accountants, underwriters etc.

-OR-

(2)
Derivative Duty: tippees of insider have duty to disclose or abstain from trading if inside info. was made available to the insider improperly.  Tippee will be derivatively liable only if insider breached their duty.  Breach of tipper occurs when they will personally benefit form the disclosure.  Tippe must have "known" or "should have known" tippers personal purpose- negligence standard.

-OR-

(3)
Misapropriation theory: requires pre-existing duty which you don't need for tippee liability.

Policy arguments against:

(1)
Market arguments: integrity of market, desirability to enter, fairness.

(2)
Corporate@r uments: bad for corp. to insider trade b/c inefficient activity on part of directors- inefficient investments and decisions, difficulty in raising capital b/c no one trusts you.)

(3)
Fairness argument: Stockholder hired manager who owes stockholder a duty not to harm them for directors own benefit.  People should not ahev unfair advantages.  Fairness is rewarding people for what they know, not who they know.

Policy arguments for:

(1 ) Insiders correct the market with stocks at the right price, making the market more efficient.

(2)
People afraid to join market should invest in mutual funds.

(3)
Good purposes (Dirks)
A.
MATTER OF CADY ROBERTS (classic insider trading)_ - P D took inside info. on Curtiss failing stocks to his brokerage firm, Cady Roberts, who sold their stocks and the customers stocks in Curtiss.  They also "sold short" (go out and borrow stock and then sell it.  Then when news comes out, price drops and you buy it for less, return it to owners w/money in your pocket).  P (SEC) claims they must protect integrity of market- need level playing field for economy to function properly.  D committed fraud or deceit among on purchasers.  D claims that they didn't breach fiduciary relationship w/shareholders, made no

misrepresentations, and playing the market is always a gamble w/ or w/o inside info.

CT says director is hired by corp. & has duty to shareholders.  Therefore directors can't use info. from co. and use it their benefit while harming the shareholders.  Shareholders expect loyalty and are legally entitled to this.

Cady is typical insider case.  Cases after Cady are about how far we want to take insider liability.

B.    CHIARELLA V. U.S.- D

D employee of financial printer, criminally prosecuted for using info. gained through employment to trade in stock of target co. for which tender offers were being made.  P arugues that D violated duty b/c printer has a fiduciary relationship/duty to aguirinci co.  D argues that D had no fiduciary duty to target co. or its shareholders.

Ct reversed conviction b/c D had NO FIDUCIARY DUTY to target co. or its sharholders.  There must be a duty on the side of the transaction that you are trading on!!! (P should have argued misappropriation theory)

Duty does NOT arise from mere possession of nonpublic market info.there must be a (I ) fiduciary relationship Chiarelia and (2) manipulation or deception- Santa Fe
C.
DIRKS V. SEC - D (no tippee liability)

broker at firm & received inside info. from insiders at corp. w/which he had no other connections.  He then disclosed the info. anf investors relied on it.  SEC found that D should have (1 oublicly disicosed the info. or (2) refrained from trading b/c he knew it was confidential material inside info. and he inheritted the insider's duty when he became privy to what he knew was inside info. and breached duty when he passed info. to traders.

* * *BUT. . . CT said D (1 ) did NOT personally gain, either directly or indirectly (2) no pre-existing duty to shareholders of co. (3) insider didn't breach a duty by telling D b/c he just wanted to expose fraud in the co. by making the price drop to trigger SEC attention which it did.  This is a good purpose for disclosing and trading on inside info. (otherwise this D would have been liable).

IMPROPER PURPOSE REQUIREMENT - cts. must draw line btwn.

legitimate security analysis and insider tradft.

Misapropriation Theory (a theory of what fraud is under lOb-5)

D.   CARPENTER V. UNITED STATES - P

WSJ reporter knowing gave prepublicated info. regarding timing and contents of article to people and then sharing profits in the scheme.  D claims that info. was generated from the business and business had a right to decide how to use it prior to public diclosure (proper purposeanalyzing securities).  P claims that D defrauded WSJ and readers by usinf info. for personal gain before it was disclosed- info. was owned by WSJ.

Ct says D guilty of misapropriation of information.  D had a duty to disclose to everyone but just disclosed to friends.  Don't need a duty to the actual co. to violate lOb-5- duty and breach of duty coincide w/ the trading of the info. -deception.  The ANALYSIS by D is what is material and nonpublic, and this analysis belongs to WSJ, but D traded on it- misapropriation.

E.
UNITED STATES V. CHESTMAN - D

(NOTE:
This case is confusing b/c normally this would be tippee liabilitybut since its a whole family that was passing on the info. to keep informed about the family business, they're not liable- NO BAD ACTDirks - taking material inside info. w/intent to personally gain).  Susan, Keith's wife, heard from grandmother who was director of Waldbaums that they were going to merge w/A&P.  Susan->Keith ->Chestman (stockbroker) who then bought stock and advised Keith to buy.

CT wants et-,-Chestman on tiDDee liability--@y---app-l , c mi tion the to Keith.

-,,Is-opro.p-cta     ory
CT says D is NOT liable b/c Keith did not do any bad act- no misapropriation of info.  One family member legitimately passed it on to the next memer- family business.

(1 ) no fiduciary duty to company- Susan & Keith weren't insiders (2) marital relationship alone does not rise to the degree of trust and dependency that is necessary for fiduciary relationship (unless husband and wife always discuss business and ask each others opinions).

Dissent: everyone was temporary insider- belonged to family bus.

Traditional Misapropriation Theory cases are based on

employer/employee relationships where there is inherent agency relationship which breeds fiduciary relationship.  Ct. has no problem applying misapropriation theory to trading on info. that was entrusted to you through your job (printer, newspaper).  Dr./patient relationship also applies- CEO can tell psychiatrist all about his business but Dr. can't misapropriate the info. by trading on it.

Some states don't allow private misapropriation theory cases b/c there is no defrauding on the other side of the transaction- no reason for private parties to bring suits.  This has changed with the Insider Trading Act- anyone who trades on material, nonpublic info. in violation of Securities Act gives rise to private right of action.

Xiii. 
RULE 14e-3- applies to TENDER OFFERS oa/y
o Rule 14e gives the SEC authority to promulgate rules

o Rule I 4e-3(a) was enacted by SEC after Chiarella to get around lOb-5 limitations of regulating tender offers (thus, would not apply to Carpenter or Winans or psychiatrist example b/c there's no tender offer)

A.    UNITED STATES V. O'HAGAN - P

D was partner at firm, representing aquiring co. and bought stock options in the target co. w/inside material info.  When offer was announced D sold stock and made $4.3 mill. profit. 2 issues: (1 ) Can 1 Ob and Rule 1 Ob-5 be grounded on misapropriation theory? (2) Does Rule 14e-3(a), which doesn't require a breach of fiduciary duty, exceed SEC rulemaking authority under § 1 4e?

CT says: (1 ) even though there's no fiduciary duty btwn. attorney and target co. in which he's trading shares, there is still f r au d through misapropriation theory b/c he breached a fiduciary duty to the source (firm and aqcuiring co.). Misapropriation theory comports with 1 Ob5 and Santa Fe.  The deception does not occur until the transaction takes place.  Transaction and breach coincide.  MISAPROP.  THEORY LIVES!!

(BUT, if he had told people that he was going to trade, there would be no lOb-5 liability b/c there would have been no deception.  All you have to do is tell a source to absolve yourself (law firm or aqcuiring co.). (2) 14e gives SEC authority and judgement to define fraud, therefore it is allowed to define it broadly.  They have power to PROSCRIBE FRAUD in 14e-3(a), which will sometimes include behavior

that isn't fraud.  Not demanding specific proof of breach of fiduciary duty is "means reasonably designed to prevent fraud" in tender offers. 14e-3 LIVES!!

o NOTE: §20(a) gives express,private,__rLqb_t,_Qf_;aCtion against anvone who violates SEC rules.  So now, if someone misapropriates info. and violated lOb-5, §20(a) kicks in and gives express right of action. .q2O(a) damages are limited to what insider made- with a regular implied rights of action you can get more.  Thus, for nonmisapropriation cases you should uses regular implied right of action in 1 Ob-5 b/c it gets you more

XIV.   §16B
·
Profilactic rule to curb short-swing specualtion by corporate insiders, that requires less proof than lOb-5.  Insiders who trade in securities of co w/i 6 mo. period and make $ in doing so have to give co. the profits.  NO proof of having used inside info. is necessary- blanket rule, STRICT LIABILITY.  Must have a roundtrip for § 1 6b.You can get around 1 6(b) by waiting 6 mo. to buy or sell your shares that you previously sold or bought (respectively).

·
To get recovery on short-swing profits, you can match up any roundtrip (sell->buy or buy-> sell) that makes you the most money, even if D ended up losing over several transaction.

§ I 6(b)
-
no proof of inside info. needed

-
profits belong to corp. so corp. sues to get short-swing profits and they get recovery

- need RT w/i 6 mo.

-
applies automatically to directors and officers OR to > 1 0% shareholders who were > 1 0% on both sides.

I Ob-5
-
need proof of material inside info.

-
recovery goes to shareholder b/c

shareholder suffered the loss

-
no RT needed

-
could apply to lawyers, accountants etc.  Harder to define an insider than under

I 6(b)

A.    MERRILL LYNCH V. LIVINGSTON - D

D employed as "vice-president" but had no executive or policy

making duties and not privy to inside info.  Traded on GENERAL info. and

generated short-swing profits.  CT found that D just had label of VP and was NOT really an insider, thereore not subject to short-swing liability.

B.   RELIANCE ELECTRIC V. EMERSON ELECTRIC- D

Shareholder owned >10% of shares but wanted to avoid liability by selling the shares in 2 parts- one to get below IO% and the 2nd to get rid of the rest (to escape SS liability.) CT says >10% shareholder can fall under rule (based on presumption that this % suffices to provide access to inside info.) but this shareholder was not liable since he used two-part sale.  To be liable under 1 6(b) as a > 1 05 shareholder you must be a >I 0% owner on BOTH SIDES OF THE TRANSACTION.

Dissent:
majority is allowing insiders to circumvent what is

supposed to be
a broad profilactic rule.  Ruel supposed to establish

extremely high
standard to prevent any conficit of interest btwn. selfish

interest of insider and faithful duty of performance.  A series of sales together is probably part of a single plan.

XV.
CORP.  DEFENSE MECHANISMS
A.   UNOCAL-CORP.  V. MESA PETROLEUM CO. - D

Mesa owned 1 3% of Unocal stock and started a "front-loaded" cash tender offer for the other 37% to get a majority.  Back end of offer would be in secuties not cash.  Board rejected Mesa offer and instituted a conditional self-tender offer to kick in if Mesa gained control, which acted as a poison pill (Mesa would be holding shares in a co. that would be completely in debt b/c stockholders would be given $72 share and co. would be drowning in debt).  This was just intended to get rid of Mesa.  P argues directors are self-interested- just want to save their jobs instead of looking at best interests of shareholders.  No reasonable inquiry.  Wants DUTY OF LOYALTY TEST= STRICT SCRUTINY.  D claims Mesa offer inadequate and coercive (coerces shareholders to sell early to avoid back-end junk bonds).  Wants DUTY OF CARE TEST= BJR= RATIONAL BASIS.

Ct says the defensive mechanism was reasonable in relation to the threat posed, therefore D gets the BJR.

2 Prong Proportionality Test:

I ) Is there a threat?
(a)
Ct. looks at whether directors had reasonable grounds for

believing danger to corp. policy.  B JR (Rational Basis Test- although in these cases there is a shift in burdenboard must prove 1&2, instead of P having to negate it) is applied if:

(1 ) Good Faith

(2)
Reasonable investigation

(2) Were defensive measures reas            Dortional to the threat?
(a)
More scrutiny that Rational Basis Test.  Even if you did a reasonable investigation under good faith, the defensive measure still has to be reasonable (intermediate standard, below fairness).

B.
REVLON V. MACANDREWS & FORBES HOLDINGS - P Pantry Pride made hostile tender c>ffer for Revlon (D).  D solicited white night, Forstman, and instituted deal w/ defensive mechanisms(I) asset lock-up (2) no-shop clause (3) cancellation fee.  P claims defensive mechanisms were not in good faith and breached duty of lo@lt to shareholders- board protecting noteholders instead of shareholders b/c the board was afraid of being sued by noteholders (self-interest), but the Forstman deal protected the noteholders.  D stopped the auction process with these mechanisms.  D claims Forstman was higher bid and the financing was in place.  Also, Forstman would run the co. better- better fro future of co.

CT says once Revlon began to negotiate mergers, it became the board's duty to get the best price for the shareholders- NOT to prevent the sale of the co.  When auction is in progress it becomes the board's duty to get the highest bid.  Board can't block this process out of directors selfinterest!!

·
Revlon stands for notion that once you decide to sell the co., sharehoders don't care about the future of the co.- management can no longer use this as an argument.  It is now the directors duty to get the best price for the shareholders.

·
Co. may only grant lock-ups and other defensive mechanisms during an auction if it is in the best interests of the shareholders.

C.    MILLS AQUISITION CO.  V. MACMILLAN - P

Mills sought control of D and moved to join "lock-up" btwn.  D & KKR.

During the auction, Reilly and Evans from D were tipping KKr as to P's bids

but not the other way around.  D deliberately manipulated bids of the 2 co.s to make sure KKR's was higher.

CT determined that there was deliberate manipulation, therefore used strict scrutiny under fairness standard.  Board's objective should have been to get best price for shareholders, but they acted out of self-interest in instituting defense mechanisms.

o Revlon duties are a 2 part necessity test: (triggered by a sale or restructuring)

(1)
Did board treat one or more bidders on unequal terms?

(a)
if directors were properly motivated ' then ct. looks to proportionality of Unocal (Was board's actions reasonably related to the advantage sought to be achieved or the threat which the bid posed to stockholders?) Uses intermediate standard.

(b)
if directors were NOT properly motivated (favored one bid)

then ct. looks to whether directors reasonably believed it was in the shareholders interest or whether it was out of directors' self-interest.

(1 ) if out of self-interest then ct. applies fairness test (DUTY OF LOYALTY)

o Lock-ur) provisions are NOT per se illegal- they are permissible if it benefits the sahreholders.  You must show that garnting the lock-up induced a higher price.

D
BARKAN V. AMSTED
Amsted
was afraid that Hurwitz, who had reputation of takeovers at

prices below
real value, would take over co.  Amsted adopted a poison pill

(common stock purchase rights plan).  P argues that management buyout triggers Revlon duties b/c ownership of co. changes.  Board can't shut auction process down in favor of mngtmnt- they never had an auction.  D says management was reasonably informed (investment bankers opinions) and this was the highest price they could expect (plus good tax advantages)- not denying Revlon- D says they satisfied Revlon.  Event hough there was a poison pill in place , the co. was still "in play"- poison pill does not preclude offers.

CT says Revlon duties require getting the hightest price BUT. .. do NOT require an active auction (but this is the best way to guarantee that you are satisfying Revlon duties).  P got the highest price

for the shareholders.

Revlon is a permutation of Unocal of reasonableness- Under Revlon board has to take reasonable steps to get the highest price for the sale.

E.   PARAMOUNT V. TIME
Time & Warner are trying to merge but Paramount is trying to buy Time, but doesn't want Warner so wants to get rid of the merger.  Time takes the decision away from shareholders.  Transaction #1 - Originally the deal was that Time shares would go to Warner and Warner shares would go to Time.  Stockholders have to approve stock swap (under NY exchange rules when transaction involves issuance of many share you need SH approval).  Transaction #2 - Time changed the transaction to omit shareholder approval.  Time borrows money so stock exchange rules don't apply anymore- don't need shareholder approval.  P argues that Time knew the shareholders wouldn't approve the merger b/c Paramount offer was better deal.  Breach of fiduciary duty to deliberately change transaction to take itout of shareholders hands.  Revlon duties should apply.  D argues that deal btwn.  Time and Warner was part of long term strategic vision- the 2nd transaction was just to protect a deal as a good business decision.  This transaction was not a sale so Revlon duties do not apply.

CT says ?????????

F.   QVC V. PARAMOUNT
Paramount and Viacom decided on a merger agreement in Sept.  IN this agreement they provided for a termination fee and stock option that acted as a poison pill to the October third party tender offer by QVC.  The original merger transaction was w/o any third party intereference (like Time).  Paramount, Viacom are against QVC and Paramount shareholders. (shareholders want to break up the merger too so they can tender their shares to QVC).

P argues that Revlon applies to both transaction since there was a change in control in both & D didn't meet this standard.  Then they argue that they didn't meet Unocal - standard either.  The defensive mechanisms weren't valid at first agreement (were not necessary to induce a good merger agreement- they already had one) therefore they aren't valid now.  There was change of control ( ime .

D argues that the BJR applies b/c there was no third party involvement in the first transaction and then by the time QVC tendered an

offer Paramount was contractually bound by Viacom into the defensive mechanisms- if it was valid when granted then its valid now- so both transactions should be judged by BJR.  But even if judged by Unocal the board passes.  There was NO change of control (Time)
ISSUE# 1 (Control): CT says this was NOT like Time b/c in Time there was no change of control- the merger would have started as a publicly held co. and ended up as one.  Fuid aggregate of public shareholders.  In QVC the public shareholders woud become minority shareholders and ONE PERSON- Mr. Redstone would take over in the majority, with the power to freeze out the minority entirely.  This is change in control!!!  BUT this was the way it would have been in BOTH the first and second agreement. (SO ... both were under Revlon duties.)

ISSUE #2 (triggering Revlon)- Shareholders only have ONE chance at getting a control premium if the co. changes hands (as opposed to Time where they still had chances to get premiums) so it is the duty of the board to maximize these premiums.

·
STOCK OPTION- its a lock-up that gives Viacom rights to buy stock in co. at certain price if its taken over by the third party co.  If the option is upheld then QVC will go away b/c Paramount assets would be drained- lots of money flowing out of Paramount if anyone wins the bid but Viacom.

·
Never talked about duty of loyalty in this case bc the decision was made by disinterested directors and no money flowed into the pockets of directors from this transaction- they weren't on both sides or self-interested.

·
Time and OVC were initiated as mergers w/o third party threatsdoes co. have obligation to abandon pre-conceived business plan in response to an outside offer?  What if an offer come in and THEN co. decides to merge to defeat the bid (abandoning prior business plan to embark on a new one)?

No change of control- CT has said that even though the restructuring is in response to outside offers they did NOT constitute a change in control:

1.
Greensboro- co. used recapitalization as a defensive mechanism and the CT let it stand. (Tombstones)

2.
Goldfields- co entered into complicated agreement in response to takeover and CT upheld it. (Tombstones)

QVC dealt with two coercive offers (by Viacom and QVC)- QVC argued that Paramount could make these non-coercive by letting both co.s put their best offers on the table at auction and require that the winner allow a IO day period to pass so that the sahreholders who tendered into the losing offer could re-tender into the winning one.

TAKEOVER SUMMARY

BJR v. Unocal- (1) BJR requires reasonableness in first determination of good faith and reasonable investigation and rational basis test after that AND the burden is on P to prove that board was not reasonable. (2) Unocal requires reasonableness for both steps AND the burden is shifted to the board to show that they were reasonable.

Unocal- bedrock case for change of control

1.
Was there good faith & reasonable investigation? (was there a

threat?)

2.  If #1 is yes, then was response to that threat reasonable?

Revlon- once its inevitable that there is a change in control, then Unocal duties shift to "what is reasonable in order to get the highest price?" Still judged by Unocal intermediate standard of reasonableness, but now the duty is to get the highest price.

1.
What constitutes change of control (T:ime,Q YC, MacMillan first

transaction in Tombstones.  Goldfield and Greensboro)?

2.
What mechanisms do you have to use to get the highest price?

Barkan- you have to act in way that looks like you are trying to get the highest price.  An auction will do this but its NOT per se required.

Van Gorkum
ALWAYS REMEMBER TO ARGUE POLICY REASONS!! (OVC)
