I. Characteristics of Corporations


A. What makes corporations unique entities?



1. Liability is limited to the value held in the corporation.  Shareholders are not liable.

( No personal liability.  Can only lose what’s been put in. This can be modified by 

contract. (e.g., personal guarantee on a loan)



2. Formal organization – state filings, board of directors, etc.




( Must comply with formal procedures of secretary of state; if not, might be treated as a




partnership



3. Centralized management




( Directors don’t have to be shareholders.

( Board of directors has central control.  Shareholders have limited power.  

( Managers can assign individual responsibilities to employees.



4. Corporate taxes




( Double taxation scheme: corporation pays taxes.  Shareholders are then taxed on




dividends.




( Small corporations may qualify for certain tax, which is similar to being taxed as a




partnership (can be classified as “Subchapter S”).  




( Subchapter S corporations are generally small, closely held corporations that are




effectively taxed as a partnership.  Larger corporations are Subchapter C.



5. Personality




( Indefinite lifespan – continuous life – transferability of ownership




( Independent existence




( Purpose is solely to make profits for the shareholders




( Corporations are entities with a home and can be sued


B. What corporations are not: proprietorships, partnerships, and agencies



1. Partnerships (proprietorships) – This is the “default” organization

( Uniform Partnership Act §6 – a partnership is an association of two or more persons

to carry on as co-owners a business for profit.

a. Factors for determining whether a partnership exists:





( intent to be in a relationship recognizable as a partnership is not necessary






i. contribution of capital






ii. share of profits/losses






iii. share control






iv. other evidence, such as partnership tax returns, etc.




b. Characteristics of a partnership





( informal – default 





( personality






( ownership interests are not transferable – can’t sell interest without the 

consent of others






( finite lives (dissolve when partners leave or die)






( personal liability





( traditionally, had to sue or be sued by the individual partners.  This has been 





changed by statute





( Some of these characteristics can be changed by contract; but not limited liability





because the interested parties, such as tort creditors, are not parties to the 

agreement.  This implies, however, that you can do this with specific creditors 

(such as a bank).




c. Vohland v. Sweet (p. 3)




Agreement that Sweet was to receive a 20% share of the net profit after all expenses were




paid.  No partnership income tax returns were filed.  P argued that they intended to form a




a partnership.  D argued that there was no intention; that they were not sharing the losses;




and that Sweet was only receiving commissions. Held: Intent is not necessary to form a




partnership.  If it looks like a partnership, it is a partnership.  Look at factors above.  There 

is a partnership here.  Inventory is considered part of partnership assets.

( sharing of profits is prima facie evidence of a partnership unless received as: debt 

installment, wages, annuity to widow, interest on a loan, consideration for the sale of good 

will, etc.

( contribution of labor is sufficient contribution of capital for forming a partnership



2. Limited Partnerships




( can have both general and limited partners




( requires one general partner, who manages, and at least one limited partner, who by




law cannot take part in management.




( formal organization 




i. liable only for the capital contribution to the firm




ii. degree of control the partner has is limited – no management participation




iii. failure to comply with statute results in a general partnership



iv. allows tax advantages of a partnership (no corporate taxes)




v. no tradeability of shares – this is what the IRS looks at



3. Limited Liability Partnerships & Limited Liability Corporations



( this is a relatively new kind of organization, and is popular among small companies




( formal organization




i. spare partners of personal liability – no general liability actor




ii. allows partners to share in the firm’s management




iii. all partners have limited liability




iv. no transferability of shares (otherwise it would be a corporation)




v. corporate taxation


C. What does it mean to “own” a corporation?



1. shares represent an ownership interest (wholly owned – owns all of its shares)



2. shareholders have the right to vote for and elect the board, attend meetings, and share in the 

profits (if there are dividends).  Dividends are distributed on a pro rata basis, and the board decides 

how much of the profits to distribute.  Shareholders are increasingly becoming institutions: 

pensions, mutual funds, insurance companies)

3. stock for stock deals do not require shareholder approval (see United Fruit chapter)

4. creditors are entitled to debt before the shareholders get anything - Priority



5. Transactions regarding shareholder ownership (taken from Tombstones)




( “hostile” tender offers – are offers to the public shareholders to tender their share to the




offeror – without the approval of the directors




( Securities regulations say that you have to tell the shareholders everything




( Minority shares will always trade for less, because dividends might get cut, and because




there is no opportunity to get the takeover premium, since this will be given to the 




majority shareholder(s)


D. The corporate entity



1. A corporation for which everything has been set up correctly is a de jure corporation.  This



requires substantial compliance with the laws of incorporation.  In the event that this is not 



accomplished, there are two main common law doctrines which handle defective corporations.




a. Corporation by estoppel



( general rule that one who deals with an apparent corporation as such and in such manner




as to recognize its corporate existence de jure or de facto is thereby estopped to deny the




fact.  




( can apply to either side of the transaction




( focuses on what the third party believed.  3rd party relied on representation.




( equitable doctrine – person trying to invoke the doctrine must have “clean hands.”




( three situations in which doctrine may be invoked – the common law doctrines prevent




this from happening.





i. Third party wants out of the transaction





ii. Corporation wants out of the transaction





iii. Third party wants to go after promoter personally




Thompson & Green Machinery v. Music City Lumber Co. (p. 7)




D purchased equipment from P the day before D incorporated.  D defaulted, and P is




suing.  Since corp. has no money, P wants to go after D personally.  D argues 



corporation by estoppel.  Held: Model Business Corporations Act §56 provides that




incorporation by law is not complete until the issuance of a certificate of incorporation.  

Any steps short of securing a certificate would not constitute apparent compliance and a 

de facto corporation cannot exist.  Court therefore holds that corporation estoppel no 

longer exists.  Before certificate of incorporation issues, D is a proprietorship.




( Note: not all states take this same view




( When both parties agree to be treated as corporations, neither can deny the existence




of the corporation.  However, this cannot be done deceptively.




( Revised Model Business Corporations Act §2.04 – Liability for pre-incorporation 

transactions – all persons purporting to act as or on behalf of a corporation, knowing
there was no incorporation under this Act, are jointly and severally liable for all

liabilities created while so acting
(might not change anything in Thompson, b/c D thought they were incorporated.)





( purpose – want to encourage people to go through the steps of incorp.




b. de facto corporation 




( focuses on the incorporating party – party went through all the steps, etc.




( must have a colorable or apparent attempt in good faith to comply.



2. Rev. Model Business Corporations act §2.04 – all persons purporting to act as or on behalf



of a corporation, knowing that there was no corporation, are jointly and severally liable for all



liabilities created while so acting.


( Corporation still starts when filed (as in the Model Business Corporations Act), but if knowledge,



will still have personal liability.



( Makes knowledge the test regarding liability – if parties agree to act this way, estoppel will apply.



3. Agency



( D held himself out as an agent for a non-existent principal.



( For reasons of fairness, D will be held liable.  Want to protect the persons harmed by or dealing 

with a servant or other agent.


E. Bankruptcy



( Two types of bankruptcy




a. Can liquidate assets and pay off creditors (length depends on complexity)




b. Chapter 11 – claims of creditors ignored while corporation reorganizes



( “Fresh start” policy




( file, liquidate, pay creditors, start again




( Idea that ongoing, successful firms should not be able to shed off their liabilities, but




unsuccessful firms should (see Anderson below).

II.  Piercing the Corporate Veil


A. The Instrumentality Rule

( When creditors advance money to a corporation, they have a reasonable expectation of a return, that


the corporation will use the funds to produce a profit, and not for personal business, or to give benefits


to someone else. – The corporation must benefit the shareholders
( A corporation will be treated as a legal entity, but when the legal entity is used to defeat public

convenience, justify wrong, protect fraud, or defend crime, the law will regard the corporation as an

association of persons.

( There is a perversion from a profit maximizing institution to something else.



1. Zaist v. Olson (p. 13)



P made a deal with East Haven.  P has not been paid for services provided and East Haven does not 

have the money to pay.  Olson was president, director, and treasurer (virtually sole shareholder).  P 

wants to go after Olson and his personal assets. P argued that East Haven was acting as an agent of 

Olson, who manipulated the land through various corps., all of which he owned.  D argued that 

East Haven is a general contractor. Held: When a corporation is manipulated by an individual or 

another corporate entity so as to become a mere puppet or tool for the manipulator, justice 

requires the court to disregard the corporate fiction. Dissent argued that just because one person

owns and runs the corporation, this is not enough to pierce the corporate veil.

( enterprise entity – treating many small corps as one large corp.

2. Requirements of the instrumentality rule (except for express agency)


a. Control of finances, policy and business practices so that the entity had not separate



mind or existence. – dominates the corporation (can’t be his “alter ego”)


b. Must use the corporation for a fraudulent or illegal purpose


c. Control must proximately cause the injury or unjust loss

3. Domination may not be enough – ultimately, it comes down to what the corporation was 

designed to do.  The court will look at whether there is a conference of benefits through some 

channel other than profit maximization – would a minority shareholder be happy with the 

transaction?

4. A D can protect himself if he keeps things formally separate – can still receive profits through

dividends.  No co-mingling of assets

5. Fraud – Undercapitalization 


( If D does not invest enough into the corporation for it to be able to carry on its land


development.


( Corporation was not set up to make money, but to protect D


( This was not an issue in Zaist




( Difficult to argue undercapitalization because once you get this point (bankruptcy),




all corporations look undercapitalized. – courts are therefore reluctant to apply this.


B. Fraud or legal wrong



Perpetual Real Estate v. Michaelson Properties (p. 19)



Apartments built.  Somewhere down the road someone sues the partnership.  Perpetual Real



Estate settles, and then wants to go after Michaelson’s assets.  D argues that there was no



fraudulent conveyance, and the dividends were distributed well before the lawsuit came up.



Held: The parties settled this issue by contract.  Court cannot strip the parties of limited liability 

from the corporate responsibilities and the contract arrangements.  Piercing the corporate veil 

involves a rigorous standard requiring proof that D used the corporation to disguise some legal 

wrong, such as fraud or a crime. 
( Court might have found differently if the parties were unsophisticated – would be more 

sympathetic and decide to pierce the corporate veil.


C. Enterprise Entity Liability


( For liability, the corporations must be operated as a common, intermingled enterprise.



1. Walkovszky v. Carlton (p. 25)



D owns 10 corporations, each with two taxicabs and the minimum required insurance of $10K.



One of D’s cabs struck P, and P alleged that the corporations are acting as a single entity or



enterprise for finances, supplies, employees, and garages.  P argued that corporations weren’t 



designed to allow this.  D argued that there was no fraudulent act, here.  Held: The court dismissed



the action for failure to state a cause of action.  Evidence would lead to the liability of the other



corporations, not D himself. P presented evidence for the wrong kind of relief.  He should have



used the Zaist theory (instrumentality theory).  Can get to the assets of the other corporations but



not to the shareholder.



( Must show that there is basically one corporation.



( If corporations conduct business as one large enterprise entity, this is different than the 

corporation acting as a “dummy” for the shareholder.



2. Applied to parent/subs

Bartle v. Home Owners Cooperative (p. 31)



D created a wholly owned subsidiary for the purpose of building homes.  Subsidiary incurs debt,



which it can’t pay back, and P sued D for subsidiary’s debt.  D argued that there was no fraud or



misrepresentation, which is a required element.  Held: D’s purpose in placing its construction



operation into a separate corporation was within the limits of public policy.  P is estopped from



piercing the corporate veil because there was always outward indicia of two separate corps, and



the creditors were not misled or defrauded.  Dissent argued that the subsidiary was used to profit



D’s shareholders, not the corporation. ( Not clear whether tort creditors would be estopped, too.



Probably not, because they had no reason to know.



( Why is this different than Zaist? Here, the creditors knew what they were getting into. Also, the 

creditors in Zaist were also less sophisticated – here they were bankers.  Can’t complain because 

they knew what was going on.


D. Rule: Must set up the corporation to be profit maximizing, unless creditors know up front


1. Must disclose the true nature of the corporation.



2. The court will focus on profitability.




( was the corporation set up to make money?  If not, P will be able to pierce the 




corporate veil


E. Rights of creditors

1. *Equitable Subordination


a. Three possibilities



( respect the corporate identities and keep the debt



( subordinate the debt



( treat as one corporation – enterprise entity liability


b. Stone v. Eacho (In re Tip Top Tailors) (p. 33)

D corporation had 8 retail stores.  The 9th, at issue here, was incorporated as a subsidiary.  

All orders were placed through D and the costs of orders were charged to subsidiary.  The 

chain went bankrupt.  P is a creditor of subsidiary and wants D’s debt to be subordinated to 

the sub’s debt.  Lower court subordinated the claim to that of the other creditors.

Held: Consolidate as one corporation and treat all creditors equally.

( Under (1): sub creditors = $2,000; parent creditors = $20,000

( Under (2): sub creditors = $14,000; parent creditors = $8,000

( Under (3): sub creditors = $4,400; parent creditors = $17,600

2. Sole proprietorships or partnerships which later incorporate cannot shed personal obligations

and continue to be bound.

( Successor liability – assets have migrated into the corporation


a. Organizational structure cannot be changed.  But remember, corporations can be 

terminated.  Must ask if this is wrapping up a failed organization or if it is changing its 

organizational form.  Depends on what type of consideration is coming back to the 

shareholders.


b. Tift v. Forage King Industries (p. 37)


Product was manufactured while D was a proprietorship.  D then incorporated; Partner sold 

all shares in the corporation, which continued to manufacture the same products.  

Corporation was then sold to another corporation.  Over 10 years after original product was 

made, P was injured by D’s product.  During all of these changes, the name “Forage King” 

stayed the same.  P argued that it was the same company.  D argued that there is a general 

rule that a successor corporation does not assume the liabilities of the selling corporation.  

Held: Issue is whether the corporation was a continuous entity.  The present “Forage King”

is the continuation of the same entity that operated as a sole proprietorship by Wilberg.  It

remains in substance the identical organization manufacturing the same product.


( General rule: A corporation which purchases the assets of another corporation does not


succeed to the liabilities of the selling corporation.


EXCEPTIONS:
1- when corporations expressly or impliedly agree to assume liabilities




2- when transaction amounts to a consolidation or merger of the 2 corps.




3- when the purchaser corp. is merely a continuation of the seller




4- when the transaction is entered into fraudulently to escape liability




5- when the transaction lacks adequate consideration (sometimes)




( Exceptions 2 and 3 are tests of identity – suit is possible in these 

circumstances because there would be privity with the actual seller or 

manufacturer.


( Liability extends for as long as it’s the “same entity” – doesn’t matter if it looks different


or even if its business has changed.


( Public policy – fear that a person, seeing liability down the road, will incorporate to


protect against liability.


b. J.F. Anderson Lumber v. Myers (p. 45)


P obtained a judgment against D, who before entry of judgment formed a new corporation


performing the same type of business and having the same structure.  D transferred the 

assets between the corporations, paying for their value, hired the employees from the 1st 

corporation and ceased doing business under the 1st corporation.  There were no contracts 

or assets from incomplete business transferred from the 1st corporation. P’s argued that

the 2nd corp. is just a reorganization of the 1st, and that it is essentially the same corp.

Held: The mere fact that a purchasing corporation is carrying on the same business (or has 

the same management) as the selling corporation is not sufficient to make the purchasing 

corporation liable for the debts of the seller.  For a purchasing corporation to be a 

continuation, there must be sufficient consideration running from the old corporation to 

the new corporation. – financial condition here an important part of the decision…

( note: good will can be a sufficient transferable asset

( This case is distinguished from Tift, because in Tift there was a solvent corporation, 

whereas here there is an insolvent corporation.  D could have declared bankruptcy, bought 

back its assets at auction, formed a new corporation, and would not have ended up in court.


( see “fresh start” policy in bankruptcy above.

III. Duties and Powers of Corporate Managers

A. Ultra Vires Doctrine 

1. Rev. Model Business Corp. Act §3.01(a) - if no specific purpose is specified in the corporate 

charter, it is assumed that the corporation has been organized for the purpose of engaging in any 

lawful business.
2. Doctrine is of little practical consequence today.  Most charters are supplemented by permission 

to exercise other powers necessary or convenient to carry out the company’s business.  This type of 

clause has basically eliminated ultra vires claims that the corporation is doing something which it 

was not incorporated.

3. Real Estate Capital Corp. v. Thunder Corp. (p. 49)

D runs apartment houses and has two shareholders with 80%/20% equity interests.  80% 

shareholder is also the sole shareholder of Winthrop.  80% shareholder took out a mortgage with P 

for D corporation property, but signed the loan to Winthrop.  Winthrop defaulted, and now P is 

suing for collection.  20% shareholder now objects to the mortgage.  Held: It is fundamental that

the directors or other officers of a corporation, have no right, under mere guise of official capacity,

to convert corporate funds or property to the use of themselves or others by means of a gift, a loan

or otherwise.
( Corporate officers may deal only within their authority, but when a corporation allows it to appear that the officer has the authority to perform certain business or engage in certain transactions, the corporation is bound by those acts of the agent, even though he in fact lacks such authority.

( Here, however, Ohio law holds that a voluntary transfer of property to secure individual indebtedness of one of its officers is binding only if all its shareholders assent to the transaction.  20% shareholder did not assent.  Therefore it is not bind.

4. Rev. Model Business Corp. Act §3.04(b)(1) – must enjoin the transaction before the act has

been completed – shifts away from the ultra vires doctrine

( RECC would have come out differently under this statute.

( Under modern statutes, shareholders have three options:


a. before the transaction, shareholder can sue to enjoin


b. after the transaction, shareholder can bring derivative suit against officers or directors


c. some statutes have provisions for the state to intervene


B. Officers’ Responsibilities



1. Managers – directors, officers, sometimes controlling shareholders, may be held responsible 



for breach of duties to three classes of persons: creditors, shareholders, the corporation itself.



2. Business Judgment Rule



a. Dodge v. Ford Motor Co. (p. 53)




P’s were 10% shareholders of D (Ford), and brought suit to force the board to declare a




special dividend.  P’s claim that Ford is not running the company in the best interests of




the company or its shareholders because he is giving away money and turning the company




into an eleemosynary institution. Held: Directors have broad discretion determining when




to declare dividends, as long as they exercise their honest judgment.




( Courts will not interfere with directors’ management decisions unless it is clear they are 

guilty of: fraud or misappropriation of corporate funds; or refuse to declare a dividend 

when the corporation has a surplus of net profits which can be divided among the 

shareholders without detriment to the corporation and a refuse to do so would amount to 

such an abuse of discretion that it would amount to fraud or a breach of the good faith they 

are obligated to exercise.   ( notion that there is a duty of the board to maximize value.


( If the judgment is made in good faith, the decision will not be challenged – even if later




it is shown to be wrong.


b. A business corporation is organized and carried on primarily for the profit of the 

stockholders.  The powers of the directors are to be employed for that end.  The discretion 

of directors is to be exercised in the choice of means to attain that end, and does not extend 

to a change in the end itself, to the reduction of profits, or to the nondistribution of profits 

among stockholders in order to devote them to other purposes.

c. Shlensky v. Wrigley (p. 59)

P, a minority shareholder in the Chicago Cubs, brought a shareholders’ derivative suit 

against the directors for fraud and mismanagement.  P alleges that the team sustained 

losses from inadequate attendance due to the directors’ refusal to install lights at Wrigley 

Field.  Held: Unless the directors’ decisions or motives involve fraud, illegality, or conflict 

of interests, the courts will not question the decisions they have made.  It is not for the 

courts to resolve for corporations questions of policy and business management.




d. “Donations”




( Should corporations be able to give away assets of the corporation if it is of no benefit

to the shareholders? value max model versus. good citizen model – what should 

corporations be doing?  Serious costs to both of these models


i. Charitable donations may be made without justification if they are disinterested


and reasonable. (no board member has an interest and it is not a huge amt.)

b. Miller v. AT&T (p.63)

P’s brought shareholders’ derivative suit against D, for the failure of D to collect an 

outstanding debt of $1.5 million owed to the company by the DNC for communications

services provided by D during the 1968 Democratic national convention.  Failure to collect

is alleged to have afforded a preference in violation of the Communications Act and a

federal prohibition on corporate campaign spending.  D’s argued that non-collection was in

the best interests of the corporation. Held: An underlying assumption of the business 

judgment rule is that reasonable diligence has been used in reaching the decision which the

rule is invoked to justify.  The rule will not protect directors whose actions break the law.
Illegal acts, even those committed for the corporation’s benefit, may amount to a breach of

the director’s fiduciary duty to the corporation.  P’s must provide evidence proving the

violation of the laws.

( Here, court has particular competence because the law is involved, not just a business

decision.



3. Professional/Ethical Responsibility




a. Corporate attorneys





Possible actions:





( MRPC 1.16(b)(3) – can withdraw if withdrawal can be accomplished without 

material adverse effect on the interests of the client, or…criminal or fraudulent… or repugnant or imprudent. ( a noisy withdrawal may present problems.





( Notify authorities – BUT – MRPC 1.6 – a lawyer may reveal such information





to the extent the lawyer reasonably believes necessary (1) to prevent the client 

from committing a criminal act that the lawyer believes is likely to result in 

imminent death or substantial bodily harm; or (2) to establish a claim or defense 

on behalf of the lawyer.
( Leak it to the press

( Continue representation




b. Corporations





( profit maximization versus social responsibility





( electoral process (of shareholders) might be a good watchdog over management





( most corporations are huge, and the ability of one shareholder to monitor 





managers is limited.



4. Duty of Care 




( Two-step analysis when the directors are disinterested:





a. Court looks at the decision making process.  If good faith, reasonable process, 

the court will not get involved. – middle standard





b. If not reasonable, is there is a rational basis for the decision? – low standard




( P has the burden




a. Francis v. United Jersey Bank (p. 67)




Mrs. Pritchard’s sons misappropriated funds during the time that she was the direct and 

largest single shareholder of the corporation.  P’s, trustees in bankruptcy, alleged that Mrs. 

Pritchard was negligent in not noticing and trying to prevent the misappropriation of funds 

held by the corporation in an implied trust.  Held: Directors may not defend charges of 

failure to exercise the required degree of care by pleading ignorance. D did not violate a 

duty of loyalty, only a duty of care   –must look at the subtext: Ps are going after the estate 

– if the creditors don’t get it, the sons will.

( No such thing as a figurehead director. Can rely on subordinates, but must exercise a 

standard of care. A director must acquire at least a rudimentary understanding of the 

business of the corporation. 

( This duty varies according to the size of the corporation and the nature of the business.




b. Duty of care requires a general monitoring of corporate affairs and policies:

( rudimentary knowledge of the business

( keep informed of the corporation’s activities

( engage in general monitoring of corporate affairs and activities

( attend regular monthly meetings

( maintain familiarity with the corporate financial status

( inquire into doubtful matters, or illegal actions




c. Graham v. Allis-Chalmers Manufacturing (p. 75)




P’s brought a shareholders’ derivative suit against directors who pled guilty to conspiring 

with other manufacturers and their employees to fix prices and to rig bids to private electric 

utilities and governmental agencies in violation of the antitrust laws.  Held: Directors are 

entitled to rely on the honesty and integrity of their subordinates until something occurs 

that puts them on notice.  Absent cause for suspicion, directors do not have a duty to 

operate system to ferret out wrongdoing which they have no reason to suspect.




( Directors must use the amount of care which an ordinary and prudent man would use in 

similar circumstances.



d. Smith v. Van Gorkom (p. 2-13)


Class action brought by shareholders seeking rescission of a cash out merger of the 

corporation into a new corporation.  Corporation had a large cash flow, but had a hard time 

raising taxable income to offset investment tax credits taken.  Management decided to do a 

leveraged buy-out.  D decided on a share price, hastily set up meeting, did not properly 

inform directors.  Details were different than the deal presented to the board.  Held: There 

is a presumption that the directors of a corporation acted on an informed basis, in good 

faith and in the honest belief that the action taken was in the best interests of the company.  

The party attacking a board decision as uninformed must rebut the presumption that its 

business judgment was an informed one.




( Gross negligence is the standard of liability under breach of duty of care.




A simple negligence standard would be biased against management b/c of “hindsight bias”




( The Business Judgment Rule does not shield unadvised judgments.




( Merger can be sustained regardless of the board’s impropriety, if it is approved by a




majority vote of shareholders who are found to be fully informed of material facts.




e. Delaware legislature responded to this case with  §102 - Corporations can provide for 

elimination of a violation of the duty of care.  Most corporations now provide for this in an 

amendment to the corporate charter.



5. Duty of Loyalty



( analysis when the directors are interested: see 3 prong analysis in Cookies 




( once P shows that there was self-dealing, D now has the burden.




a. Meinhard v. Salmon (p. 2-33)




Both parties were partners managing a leased property.  When the lease-term was up, D




renegotiated the lease for himself without informing P that he was doing so.  P alleged




that there was a duty of loyalty between the partners.  Held: Joint adventurers, like




copartners, owe to one another, while the enterprise continues, the duty of the finest




loyalty.  A trustee is held to something stricter than the morals of the marketplace.  The




very fact that D was in control with exclusive powers of direction charged him the more




obviously with the duty of disclosure, since only through disclosure could opportunity




be equalized.




( Each partner owes a fiduciary duty to the other partners in a partnership.




b. Cookies Food Products v. Lakes Warehouse Distributing (p. 2-39)




Shareholders brought derivative suit, alleging that by acquiring control of P and executing 

self-dealing contracts, Herrig breached his duty to the company.  P’s alleged that D was

transferring too much value to his company.  Held: At common law, all self-dealing

transactions were void.  However, the court modified the common law rule, by imposing

a three prong test:  A self-dealing transaction is not automatically voidable if:

1- disclosure to and vote by disinterested board members; or

2- disclosure to and vote by disinterested shareholders; or

3- D shows that it is fair and reasonable to the corporation (fairness standard is strict)

( Directors who engage in self-dealing must establish the additional element that they

have acted in good faith, honesty, and fairness.


( corporate profitability is not the sole criterion by which to judge reasonableness


and fairness.

c. Problems with this rule:


( concern that directors will go along


( wouldn’t have made a difference here, because D was a majority shareholder


( not likely to be detected


( NOTE: the court will still scrutinize the transaction – not automatically allowed.

d. ALI Principles of Corp. Govn. §5.02 – transactions between the director and the

corporation meets the fair dealing test if (a) disclosure is made to the corporate 

decisionmaker responsible who authorizes in advance or ratifies the deal AND either the 

transaction is fair to the corporation or is authorized in advance by disinterested 

shareholders.


C. Relationship between parent and subsidiary



Case v. New York Central Railroad (p. 2-49)



Provision of the tax code says that if a parent owns 80% of subsidiary, the parent can benefit from



filing a consolidated tax return.  Using the parent’s losses, the subsidiary received $3M in tax 



credits, keeping $300K and giving the rest to the parent under the deal.  P’s, minority shareholders



in the subsidiary sued parent for breaching its fiduciary duty, alleging that the parent got a windfall.



Held: Generally, a parent cannot obtain advantages from the subsidiary to the detriment of the



subsidiary and its minority shareholders.  However, in the absence of disparity, the business



judgment of the corporate officers will not be interfered with.  Court will not interfere absent



extreme unfairness.



( [the way it worked:  company making money + company losing money ( can subtract the



losses from the gains, and thus have less taxable income.]



( Good illustration of why you don’t want to be a minority shareholder




( also, good illustration of why majority shareholders/directors want to get rid of




minority shareholders – removes problems of fiduciary duty claims

( Why doesn’t the court want to get involved?

( issue of judicial competence

( can’t look at the market value

( the only deal could have been with these parties


D. Corporate Opportunities



1. Two general tests:




a. interest or expectancy test – usually small corporations




b. line of business test – usually public corporations




( many jurisdictions mix both of these tests



2. ALI adopts a broad test – all opportunities through corporate is line of business test



3. When corporate managers take for themselves a business opportunity that allegedly belonged



to the corporation and would have enabled the corporation to expand its profitable activities or



decrease its financial burdens; or engage in a business that in some way competes with the corp.



4. Irving Trust Co. v. Deutsch (p. 2-55)



D was director of P.  P was unable to raise the resources to undertake a certain business, but D 

personally could, thereby giving access to P the 3rd parties patents.  D purchased the 3rd party, made 

a profit, and P subsequently went out of business. P (trustees) are suing D, alleging that the 

directors breached a fiduciary duty: D personally benefited, when he should have been looking out 

for the shareholders’ interests.  Held: Irving Trust Doctrine – Incapacity is no defense.  Directors 

may not substitute themselves for the corporation if the corporation cannot embark on a particular 

venture.  Strict rule that directors should not be allowed to take these opportunities under any 

circumstances, because it is difficult to determine whether it benefited the corporation or not.
( Here, D’s say this would have actually harmed the corporation.

( Note: most jurisdictions adopt the fairness rule, which measures the unfairness on the particular 

facts of a fiduciary taking advantage of an opportunity when the interests of the corporation justly 

call for protection.



5. Rapistan Corp. v. Michaels (p. 2-61)



Three executives leave P and take employment with 3rd party.  3rd party then undertakes a leveraged



buyout of a company that D’s learned about through their jobs at P.  D’s claimed that there was no



evidence that P would have otherwise purchased the 3rd party.  Question – what is a “corporate



opportunity”?  Held: Guth Corollary – when the opportunity comes to the officer or director in his 

individual capacity rather than in his official capacity, and the opportunity is one which, because 

of the nature of the enterprise, is not essential to the corporation, the officer or director is entitled 

to treat the opportunity as his own.
( opportunity comes to the officer in his individual capacity

( the opportunity is not essential to the corporation

( and it is one in which the corporation has no interest or expectancy

6. A corporate fiduciary will not be allowed to usurp a business opportunity which was developed

through his use of corporate assets. – he is estopped from denying the resulting opportunity belongs

to the corporation, even if it was not feasible for the corporation to pursue the opportunity or it had

not expectancy in the project.

( Note: a fiduciary’s compensated time is regarded as a corporate asset

7. Burg v. Horn (p. 2-67)

Parties were sole shareholders in a corporation which purchased and managed apartment buildings.

D bought some properties on his own, funded by loans from the joint corporation.  P claims that

D took corporate opportunities by purchasing the buildings on his own. Held: Each case must be

analyzed to see if the relationship between the director and the corporation gave rise to a duty to

offer the corporation all opportunities within its line of business. Can look at previous dealings,

etc.



8. Massachusetts has adopted the fairness test.


E. Derivative Suits



1. Shareholders’ derivative suits – 2 actions in 1




( suit by the shareholders to force the corporation to sue the directors




( suit by the corporation against the directors




( can sue for injunctive relief or monetary damages ($ goes to the corporation)




( must be a contemporaneous shareholder




( must have a cause of action



2. Because the derivative cause of action belongs to the corporation, internal remedies must be



exhausted before going to court – unless futile.




( Most jurisdictions require that demand be made on the board for management itself




to undertake the lawsuit.




( Some jurisdictions also require that demand be made on a shareholder body.




( Some jurisdictions, a considered refusal by management is an effective bar to the 

derivative suit.  In these cases, the corporation becomes the D in a derivative suit.

( There are often requirements that P be a shareholder at the time of the alleged wrong.

( Some jurisdictions require shareholder to post a bond to cover corporation’s legal

expenses should the D win.




a. Futility Exception – Demand excused




Aronson v. Lewis (p. 2-71) 



P objected to a contract entered into with retired board member’s compensation as a 

consultant.  P alleged that the transactions had “no valid business purpose” and were a waste of corporate assets because the amounts to be paid were grossly excessive.  P did not 

make a demand on the board because it would be futile, because all the directors are named 

as D’s, D dominates the board, and placing this action on the board would prevent effective 

prosecution. Held: Where a demand on the board has been made and refused, the court will

apply the business judgment rule in reviewing the board’s refusal to act pursuant to the

shareholder’s demand. (standard is gross negligence)

( Plaintiff must allege:
1- disinterestedness and independence of the board; or 




2- that even with the business judgment rule, transaction fails

(because if it is an interested transaction, the business judgment rule doesn’t apply)




b. Futility Exception – Demand refused



Levine v. Smith (p. 2-79)




P brought action on behalf of GM, against the board of directors for buying out Ross




Perot’s stock at a premium because Perot was making many remarks against the company.




An outside oversight committee approved the repurchase.  P made demand, and the board 

refused to take action.  Held: When a board refuses a demand, the only issue to be

examined is the good faith and reasonableness of the board’s investigation into the claim.

The first part of Aronson never comes into play – court applies business judgment rule.

( In DE, making a demand on the board conceded to the board that they are the one’s to 

make the decision, and thus the court will apply the business judgment rule.  As a result,

demand is never made in Delaware.

c. Zapata Corp. v. Maldonado (p. 2-83)

P did not make demand on the board because all the directors were named as Ds and were

therefore interested.  Later, two new directors were appointed and the board made them 

an outside, independent investigation committee.  The committee nevertheless concluded

that a lawsuit should not be brought. Held: Interested board members can legally delegate

its authority to a committee of disinterested directors.

Two part test – The court should:

1- inquire into the independence and good faith of the committee and the bases supporting


its conclusions (corporation has the burden of proof)


( if committee was not independent, had no reasonable basis, or didn’t use an 


appropriate process, the court should deny the motion to dismiss


( if court is satisfied that the committee was independent, should proceed to (2)

2- apply its own independent business judgment test, as to whether the motion should be


granted.


( court has institutional competence to do this because it is a litigation issue.





( These committees never move to file a lawsuit.





d. Alford v. Shaw (p. 2-89)





P sued D derivatively, without making a demand.  The board appointed a special





independent litigation committee, but P sued before the committee made its





conclusion.  Committee later found that the corp. should not take action.





Held: Court approval is required for disposition of all derivative suits, even where





the directors are not charged with fraud or self-dealing, or where P and the





board agree to settle.  No distinction between demand excused and other cases.





( Court also discussed the Miller rule: directors charged with misconduct are





prohibited from participating in the selection of special litigation committees.





( Court also discussed the Auerbach rule – apply business judgment rule
IV. Federal Law – Securities

A. Statutes



1. 1934 Securities & Exchange Act § 10(b) – Manipulative and Deceptive Devices



It shall be unlawful for any person, directly or indirectly, by the use of any means or 

instrumentality of interstate commerce or the mails, or of any national securities exchange (b) to 

use or employ, in connection with the purchase or sale of any security, any manipulative or 

deceptive device in contravention of the rules and regulations of the SEC…



( general antifraud provision – this law has no force without a rule to implement it.

2. Rule 10b-5 (17 CFR §240.10b-5) – Employment of Manipulative and Deceptive Devices

It shall be unlawful for any person, directly or indirectly, by use of any means or instrumentality of

interstate commerce or the mails, or of any national securities exchange (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 to make the statements made, in the 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.
( implies a private cause of action

( must find a duty somewhere

B. There are two types of cases: misstatement cases and omission cases



( misstatement cases – require a duty not to lie



( omission cases – require a duty to disclose



1. Omission cases

Financial Industrial Fund v. McDonnell Douglas Corp. (p. 3-5)



P bought 80K shares of D corporation’s stock two days before an announcement of a sharp 

earnings decline.  P argued that D knew that the company was in trouble, and that public disclosure

had been improperly delayed so that D could proceed with a planned public offering.

Held: The directors’ decision to issue an earnings statement on other than the customary date for 

such statements and the timing of the release of the statement are a matter of discretion and fall 

under the business judgment rule standard of review.  There is no duty to disclose material, 

nonpublic material – unless there is gross negligence or irrationality.  There was no omission here.

( Mitchell v. Texas Gulf

The information about which the issues revolve must be available and ripe for publication before 

there commences a duty to disclose.  (must be verified sufficiently to permit the officers and 

directors to have full confidence in their accuracy.

2. Misstatement cases

a. Basic Inc. v. Levinson (Basic I) (p. 3-10)

Class action suit brought former shareholders of D.  D made three public denials that it was 

involved in merger negotiations.  P’s sold stock between first denial and up to the day prior 

to the announcement that there would be a merger.  D argued that this wasn’t a “material”

fact. Held: D should have disclosed the information. Omitted facts are material if there is 

a substantial likelihood that a reasonable shareholder would consider the information 

important in deciding how to vote; i.e., it significantly alters the total mix of info. available. 
( D’s argued for an “agreement in principle” test – that the information became material 

once there is a certain agreement.  The court rejects this principle.

( NOTE: When the D itself is not trading, 10b-5 does not impose an affirmative duty to 

disclose, but only a duty not to make material misstatements.




b. In re Donald Trump Casino Securities Litigation (p. 3-28)




D issued bonds to finance the construction of the Taj Mahal Casino.  The prospectus stated




that the management believes that funds generated from the operation of the casino would




be sufficient to cover all its debt service on the bonds.  The casino defaulted, and P, a 




bondholder, alleged that the language was a misrepresentation.  D argued that the 

prospectus must be looked at as a whole, and that there is naturally some risk involved.

Held: “bespeaks caution” doctrine – when an offering document’s forecasts, opinions, or

projections are accompanied by meaningful cautionary statements, the forward-looking

statements will not form the basis for a securities fraud claim if those statements did not

affect the total mix of information the document provided investors.
c. In 1995, Congress adopted the “bespeaks caution” doctrine

Securities and Exchange Act §20E(c) – safe harbor for forward-looking statements to

the extent that the statement is identified as a forward looking statement, and is

accompanied by meaningful cautionary statements identifying important factors that could 

cause actual results to differ materially from those in the forward-looking statement; or is 

immaterial…


C. Elements of a 10b-5 Cause of Action – must meet all elements



1. Standing




a. Blue Chips Stamps v. Manor Drug Stores (p. 3-17)




As part of an antitrust consent decree, D was required to sell shares.  The prospectus was




purposefully made overly pessimistic, and as a result P and others didn’t buy the stock 

options.  P is therefore not a shareholder, and never was. Held: P does not have standing.

Birnbaum rule – for purposes of a private damages action under 10b-5, Plaintiffs are 

limited to the actual purchasers or sellers of securities. Someone who is just a shareholder

wouldn’t have standing either.

( The statutory language says “in connection with the purchase or sale of any security”

( Wouldn’t allowing these plaintiffs open the door to an undefined class of plaintiffs?

( Argument that the Birnbaum Rule excludes parties who were legitimately hurt by fraud 

from recovering because the fraud itself worked, and the parties did not purchase or sell.

b. Exception: If P is alleging violations of 10b-5 but it only seeking injunctive relief, they 

do not have to be buyers or sellers.  Allowing Ps to do this helps enforce the rule.



2. Materiality




( Materiality depends on the balancing of indicated probability that the even will occur and 

the anticipated magnitude of the event in light of the corporation’s total activity.




( To determine materiality, look at the indicia of interest in the deal: board resolutions, 

actual negotiations, instructions to bankers.  The magnitude of the deal depends on the size 

of the two corporations, etc.



3. Causation – Reliance




a. Affiliated Ute v. United States (p. 2-34)




The government set up a corporation to manage assets belonging to the Ute tribe.  There




was a requirement that shareholders had to first offer shares to tribal members if selling.




D’s are employees of the bank transfer agent, and solicited sales of share without 

disclosing to tribal members that non-tribal members were paying higher prices. D’s claim

that they were just acting as bookkeepers.  Held: The agents more than mere bookkeepers;

they were entrusted to protect the interests of the Ute shareholders.  There was a duty to

disclose that there was an active non-tribal market.  If D withheld a material fact, no

evidence of reliance is necessary – the nexus between the wrongful conduct and the injury

is established.

( Proof of actual reliance is not necessary for recovery under 10b-5. 




( Looks like this is carving away the reliance requirement in securities fraud cases.




b. Basic Inc. v. Levinson (Basic II) (p.2-39)

D made three public denials that it was involved in merger negotiations.  P’s sold stock 

between first denial and up to the day prior to the announcement that there would be a 

merger.  D argued that this wasn’t a “material” fact. Held: It is presumed that investors

rely on the market being honest and accurate. Courts want to allow these cases because

they want to encourage the bringing of class actions (like this one).

( Fraud on the market theory: an investor who buys/sells stock at the price set by the

market does so in reliance on the integrity of the price.  Because the market price reflects

the most publicly available information, investor’s reliance on any public, material

misrepresentation is presumed for purposes of 10b-5 claims.
Note: any showing by D that severs the link between the alleged misrepresentation and

either the price received or the price paid by P or his decision to trade will be sufficient

to rebut the presumption of evidence

( Applies to any corporate press release that will likely influence the market.




( Price of stock incorporates all the public information and misinformation





( Two types of analysts:






( security analyst – looks for price change patterns






( fundamental analyst – looks at public information that’s out there





( Three types of efficient markets:






( weak – stock prices reflect only the information that is disclosed






( medium – stock prices reflect all publicly held information






( strong – stock prices reflect all publicly and privately held information





( Factors for determining market efficiency:






( large trading volume






( significant number of reports by securities analysts






( many market makers and arbitrageurs in the security






( etc.




c. Transaction causation vs. Loss causation





( Transaction causation – D’s conduct caused P to execute the transaction, 





regardless of whether it actually caused a loss.





( Loss causation – those elements which actually caused the P to lose value.





( Even under Basic II, you must show loss causation



4. Scienter – mental state




Ernst & Ernst v. Hochfelder (p. 2-49)




P invested in a fraudulent scheme done by banking client of D.  P charges that D aided




and abetted the bank’s scheme by failing to conduct proper audits of the bank’s books. 




D’s argued that knowledge and intent to deceive was necessary.  Held: 10(b) requires




some element of scienter or mental state.  Intent of Congress appears to be the intent




to exclude negligence.  Necessary to determine how this decision would fit best with




the other securities laws.




( note: recklessness is sufficient


D. Damages



1. Types of damages




( Securities and Exchange Act §28(a) – no P can recover more than the actual damages




( Restitution – strips the unjust gains from D.  Doesn’t look at what P lost but what D 

gained wrongfully. (discourge profits).

( Rescission – allows P to buy the shares back.  Put the parties back to where they were 

before the deal. (Usually when pocket damages are uncalculatable b/c no secondary market

exists

( Reliance (out of pocket losses) – difference between the price paid and the actual value at 

the time you took the hit. This is the most common.  Problem is, you don’t know 

what the true value was. One solution – look at the price after the correction, or take avg.

( Expectation – courts never give expectation damages because there is to much 

speculation in the market as opposed to contract.




( Cover – To award the reasonable investor an amount which offsets any loss he suffered




by a deceitfully induced sale – difference between the price at which P sold and the price 




he would have to pay to cover himself (repurchase) within a reasonable time after he 




learned the truth.



2. Mitchell v. Texas Gulf (p. 4-3)



D conducted test drillings of land for minerals and discovered that the land was valuable.  D did



not disclose so that the company could buy up land.  During this time, employees bought stock and 

options to buy stock..  To diffuse speculation, the company released a press release saying it was 

too early to reach definite conclusions.  Finally, the company made an announcement about a 

sizable strike.  The stock price more than doubled.  Held: Question over how far to extend D’s 

liability.  Proper measure of damages is cover damages.  Injured parties should be restored to their former status: must award the reasonable investor an amount which offsets any loss he 

suffered by the deceitfully induced sale (the point at which he could have covered his losses).  If P

wanted to, he could have taken advantage of the rise after the correction.  After the correction, 

everyone knows the same thing.

( gives P a reasonable period after disclosure of the fraud to determine whether to reinvest or cover

( “cover damages” is modified rescission.


E. Transactions not covered by Rule 10b-5



1. Rule 10b-5 cannot be used to remedy conduct that essentially amounts to a breach of fiduciary



duty under state corporate law.  The conduct must involve deception and fraud.

2. Sante Fe Industries v. Green (p. 4-11)



D had eventually purchased up to 95% of Kirby and wanted to purchase the remaining shares, 



known as a short-form merger, but minority shareholders rejected the purchase as inadequate.



Under DE “short-form merger” provisions, a parent that owns more than 90% of stock of a 



subsidiary may cash out the minority whether the minority consents or not.  D attempted a freeze-

out merger in which the minority shareholders were forced to take cash for their shares.  P’s 

claimed that D put through the merger at an unfairly low price, and thus was engaging in a kind of

fraud or deceit. Held: Rule 10b-5 cannot be used to remedy above-board unfairness, even if it 

constitutes a breach of fiduciary duty under state law.  10b-5 is aimed at deception and 

manipulation, not substantive unfairness.


( might have been different if shareholder approval was necessary, and there was no disclosure.



3. Goldberg v. Meridor (p. 4-20)



P brought derivative suit, claiming that the board caused the corporation to issue stock to its parent 

for inadequate consideration.  There was no disclosure of the allegedly fraudulent nature to the 

corporation’s minority shareholders and press releases stated that the transaction would benefit the 

corporation’s shareholders.  Held: There is deception when the corporation is influence by its 

controlling shareholder to engage in a transaction adverse to the corporation’s interests and there 

is nondisclosure as to the material facts of the transaction.  Although the board had full disclosure,

the board members were interested, and thus cannot represent the corporation.  It is necessary to

look at the minority shareholders, and the board did not tell them about the fraudulent nature of

the transaction.  ( must determine who it is that must have been deceived.
( In Goldberg, the court had to deal with what the court said in Sante Fe.  This case gets around

Sante Fe by finding deception where there really isn’t any.



( Where does P get standing here? the transaction dilutes the value of the shares of the subsidiary.



( Note, also, that the minority shareholders could have brought a state claim for violation of the



duty of loyalty, but didn’t.




( Maldanado v. Flynn 




Corporation issued securities, but gave them to inside directors only.  Minority 

shareholders sued. Held: This case is different from Goldberg because there were 

disinterested directors on the board. They can represent the corporation; they had all the 

information; they were not deceived.  



( Another case that seems to make an end-run around Sante Fe

V. Insider Trading


( Considered to be an “omission case”


A. Overview and Scope of Prohibition



( Argument that insider training (1) harms the corporation; (2) harms investors; (3) harms capital



markets 



( Four theories of 10b-5 liability: (all require material, nonpublic information & scienter)




( classical theory – cannot trade on information with own shareholders




( temporary insider theory – applies to lawyers – same duty to shareholders as directors




( misappropriation theory – “fraud on the source”




( tippee liability



1. In the matter of Cady, Roberts & Co. (p. 4-25)



An insider, on the board of directors, told D about a cut in the dividend, before it was publicly



announced.  D sold shares of its customers and sold short shares. Held: The SEC ruled that 10b-5



applies to insider trading.  The rule applies to any person having a duty to disclose material



information.  The duty comes from two places: 

(1) inherent fairness – “equal access” leads to a duty to disclose the information; and 

(2) there is a duty because of the relationship between director and shareholder.



( not limited to existing shareholders, nor to face to fact transactions.



( Note: This is an SEC decision, and the courts are not bound by this decision.



( selling short – borrow stock in anticipation of it losing value.  Then sell the stock, wait for price 

to drop, repurchase at lower price, return stock to owner.

For insider trading regulation
Against insider trading regulation

unequal information
nobody ever has equal information

unequal access
hinders free flow of information

allows info. to the market more quickly

helps small traders
efficient method of executive compensation (although this can be solved by stock options)

democratic markets
enforcement argument – can’t be stopped anyway.

makes markets more volatile 


fiduciary duty to shareholders


2. Arguments for regulation (from Marks)


( fairness to the investor – fiduciary duty


( efficient market – a “minefield” will scare away investors


( affects the directors’ corporate decision-making



3. Constructive Fiduciaries




( under certain circumstances, underwriters, accountants, and lawyers become fiduciaries 

when corporate information is revealed to them.  They enter into a special relationship for 

purposes of the corporation in conducting its business, and it is more proper to treat them 

as a tipper than a tippee.



4. Securities and Exchange Act §16(b) – Short swing profits – prophylactic measure



Any person who is directly or indirectly a beneficial owner of more than 10% of any class of equity 

security or who is a director or officer of the corporation shall file statements of the amt. of stock 

owned 10 days after acquiring or being named partner and 10 days after the end of each month.
( If you are an insider and you sell-buy or buy-sell within a 6 month period, the money belongs to

the corporation.  Corporation can sue to collect. -designed to remove temptation of insider trading.



( litigation over what constitutes “director” – Merrill Lynch

 Contrasting 10b-5 and 16(b):
16(b)
10b-5

applies to insider trading
general antifraud statute

requires “round-trip” purchase
one purchase or sale is sufficient

no showing necessary
nonpublic, material information

strict liability
requires scienter

gains to the trader
loss to the victims

corporation recovers
shareholders recover

only civil suits can be brought
possible criminal prosecution + civil

only directors, officers, & 10% owners (16(a))
directors, officers + any temp. insiders


B. Tippee Liability



1. Dirks v. SEC (p. 4-43)



D received material, nonpublic information from a corporation to which he had no connection.



Insider told him that there was fraud going on and that it should be disclosed.  D confirmed by 

investigation, couldn’t get the SEC to act, and so spread the word of fraud to his clients.  Drop in 

market price led to SEC investigation.  Held: The tippee is liable if the tip was made in violation

of a duty the insider had to the corporation.

( Derivative liability - Tippee assumes a fiduciary duty to the shareholders of a corporation not to 

trade on material, nonpublic information only when the insider has breached his fiduciary duty to 

the shareholders information to the tippee and the tippee knows or should know that there has been 

a breach.

( Tippee’s duty is a breach of fiduciary duty only if he will personally benefit, directly or 

indirectly, from his disclosure.  Absent some personal gain, there has been no breach of duties.


( benefit is broadly construed, and can include gifts


( similar to violation of duty of loyalty


C. Misappropriation Theory



1. Generally



( There is no violation until the trade is made – having the information is not a violation.  But if 

you are going to trade on the information, you must tell the employer.



( The only duty is to the employer, not to those on the other side of the transaction.



( There is no right to a private cause of action in misappropriation cases (no civil suits).



( Critique is that this is converting a private relationship into a 10b-5 violation.



( Fraud on the source – breach of fiduciary duty with the source of the information

2. Chiarella v. United States (p. 4-31) – “omission” case

D working for a printer, took inside financial information learned on the job, and invested in the

stock of the target corporation.  Held: There is no general duty to disclose material, nonpublic 

information before trading.  The duty only arises from the existence of a fiduciary relationship. 

Rule 10b-5’s obligation to disclose or abstain arises only when there is a fiduciary duty owed to 

the corporation or its shareholders. D has no such duty here.  D was not trading in the shares of

the acquiring company, but of the target company – there is no duty owed to the shareholders of

the target company.  Therefore, there was no omission here.

( Note: a lawyer who works for a corporation is considered a temporary insider.


( Congress responded to Chiarella with Rule 14e-3 – it shall constitute a fraudulent, 

deceptive or manipulative act or practice within the meaning of section 14(e) for any other 

person who is in possession of material information relating to such tender offer which 

information he knows or has reason to know is nonpublic and which he knows or has 

reason to know has been acquired directly or indirectly from (1) the offering person; (2) 

the issue of the securities; or (3) any officer, director, etc. acting on behalf of the offering 

person or such issuer.
( applies only to tender offers

( would have applied to Chiarella

( the validity of this rule is in doubt – many jurisdictions say that the SEC is trying to add

a duty that doesn’t exist.



3. Carpenter v. United States – “Heard on the Street” (p. 4-61)



D, a journalist for the WSJ, collected and published investing advice in the newspaper.  The 

publication became quite influential, and D made a deal with friends that he would tell them about 

the corporations that would be printed in the articles and they would trade on them. 

Held: Confidential information acquired by an employee in the conduct of its business is the 

corporation’s exclusive property which can be protected in a court of equity by injunctive and other 

appropriate relief.  Must tell the employer.  Here, the recommendation belonged to the WSJ.

( an employee can not exploit the information for his own personal benefit and must account to 

the employer for any profits made.

( Note: 14e-3 doesn’t apply because there was no tender offer, here.



4. United States v. O’Hagen (p. 4-63)



D was a lawyer for a firm that represented a corporation which was to tender an offer for Pilsbury.



D traded Pilsbury stock, knowing that the value of the stock would increase.  Held: 10b-5 liability



can be based upon the misappropriation of confidential data from a person other than the issuer.



( It makes no sense to hold a lawyer like O’Hagan a 10(b) violator if he works for a law firm 

representing the target of a tender offer, but not if he works for a law firm representing the bidder.  



( The “deceptive device or contrivance” used “in connection with” language is satisfied when a 

person misappropriates confidential information from a non-issuer and then buys or sells the 

issuer’s stock.



( Broadens the population of people who can be liable for violating 10b-5.

5. Securities and Exchange Act §20A – any person who violates this chapter by purchasing or 

selling a security while in possession of material, nonpublic information shall be liable in an action 

in any court of competent jurisdiction to any person who, contemporaneously with the purchase or 

sale of securities that is the subject of such violation, has purchased or sold securities in the same 

class.

( creates civil liability – D is liable if he violated a law and traded on nonpublic information

( limited to the profit gained or loss avoided in the transaction(s) that are the subject of the 

violation.

( other limitations.

VII. Takeovers

A. Defensive Tactics



1. Charter provisions




( supermajority approval of mergers




( fair price amendments, requiring that the bidder pay a manipulated price so that the




second step price that this bidder has to pay after the tender is impossibly high




( staggered board provisions delay the bidders ability to get control of the board



2. “Poison pills” – called a poison pill because nobody would by the company with it in place;




the debt will never be issued because it will never be triggered




( corporation distributes to common shareholders a dividend in the form of a new class




of convertible, preferred stock, which are convertible into a larger number of common




shares




( if acquirer purchases more than a certain % of stock, then the preferred stock




becomes common stock of the acquirer at a conversion ration that effectively




permits the preferred holder to get acquirer’s stock at half price.




( forces bidder to tender nearly all of the target’s stock to avoid diluting its own




( greenmail – selective repurchase of target corporations stock, by the target, from the




acquirer, usually at a premium over market to get the acquirer to go away




( restructuring





( leveraged buyout by management or a “white knight”





( recapitalization




( “Lock-ups” are not illegal, but must meet the reasonableness standard.


B. Judicial Review



( Two standards:




1. Unocal – intermediate standard (between duty of loyalty and duty of care). 




2. Revlon – what are the duties of directors when the corporation will ultimately be sold?



1. Unocal v. Mesa Petroleum (p. 5-5) 



P acquired 13% of D and made a two-tiered front loaded tender offer for D.  The “back end” 

received junk bonds.  The board decided that the tender offer was inadequate and to do a self-

tender to give the shareholders a fair priced option.  Board put in selective exclusion, eliminating P 

from participating in the exchange offer. P wants to enjoin the poison pill.  Basically, if P takes

over, every shareholder but P will be able to exchange their shares for debt, nominally worth 

$72/share. Held: Directors must show that they had a rational basis for believing that a danger to

corporate policy and effectiveness existed because of another’s ownership of corporate stock…

( Enhanced Business Judgment Rule – two part test:

1- good faith and reasonable investigation of the threat


burden of proof is on D
2- reaction must be reasonable/proportionate to the threat posed
( This test adopts an enhanced/intermediate scrutiny standard.  Court said that it was adopting the

duty of care standard, but it looks like combined duty of care and duty of loyalty.

( Also, the court will only apply this test once a hostile threat is made; not when defensive 

measures are put in place.



2. Revlon v. MacAndrews & Forbes Holdings (p. 5-15)



Board rejected Pantry Pride’s hostile tender offer of $45 per share as grossly inadequate, adopted a 

poison pill, and announced a share repurchase plan.  Forstmann little came in as a white knight, but 

started a bidding war with Pantry Pride.  Board finally approved Forstmann’s bid, with the 

following concessions: (1) “crown jewels” – lock-up option to buy two key Revlon subs at below 

market value if another acquirer got more than 40% of Revlon’s shares; no-shop provision; 

(3) $25M cancellation fee. Held: Revlon is enjoined from going ahead with the deal.  Court applies

a modified Unocal rule. Once a board authorizes management to negotiate a merger or buyout

with a third party, there is a recognition that the corporation is for sale.  The duty of the board

changes from preserving the corporate entity to maximization of the corporation’s value at a sale

for the shareholders’ benefit.  
( Options in Unocal – shareholders get cashed out or remain as shareholders

( Options in Revlon – shareholders get cashed out or shareholders get cashed out

( Two part test must be applied differently when the shareholders will eventually get cashed out.




( Duty of loyalty is owed to the shareholders.


( Revlon is basically about how the Unocal standard should be applied.




( Obligations imposed by Revlon:





i. Securing the highest bid






( sufficient information so that board can make an appropriate evaluation






( structure the sale process so that price obtained approximates that value





ii. Information requirement






( formal auction






( investment banker options






( shop to corporation by seeking additional bids






( one-on-one negotiations





iii. Structuring the transaction






( cannot favor a higher bidder unless used to secure a higher bid






( standard of review: see MacMillan



3. Barkan v. Amsted Industries (p. 5-25)



Class action lawsuit against management, alleging that the directors failed to implement procedures 

designed to maximize profits, as required by Revlon.  Held: Revlon is triggered, but that case does 

not demand that every change in control be preceded by a heated bidding process.  Where the 

directors possess a body of rleiable evidence with which to evaluate the fairness of a transaction, 

they may approve that transaction without conducting an active survey of the market.



( There is no single blueprint to which the board must follow to fulfill its Revlon duties.  The 

board’s actions are evaluated in light of the relevant circumstances to determine if they were 

undertaken with due diligence and in good faith.



( Once that is found, the court must apply the Business Judgment Rule



4. Mills Acquisition Co. v. Macmillan (p. 5-33)



Managers recruited the leveraged buyout firm of KKR to bid for Macmillan against a hostile bid



from Maxwell.  The managers granted a lock-up to KKR to prevent a higher bid (termination fee).



Held: If the board was truly interested in maximizing value, the lock-up would not have been 



granted; the bidding war would have continued. Action was impermissibly skewed against 

Maxwell.  Directors are not required to conduct action according to any standard formula, but 

must observe the significant requirement of fairness for the purpose of enhancing general 

shareholder interests.



( A lock-up must give a substantially higher value. – courts will look with “exacting scrutiny.”



( Once Revlon  is triggered, courts will view the lock-up provision under the Unocal standard



( Note: Managers are not precluded from differing treatment of bidders when necessary to advance



those interests.



5. Ivanhoe Partners v. Newmont Mining Corp. (p. 5-49)



Ivanhoe becomes 9.95% shareholder of Newmont (avoids 16(b) filing).  Newmont permitted its



principal shareholder, Gold Fields, to do a “street sweep” (purchase all available share from



arbitrageurs overnight).  Newmont was then able to get executive control because it still had a



standstill agreement in place from Gold Fields.  Held: Revlon only applies when it appears that



the sale of the corporation is inevitable.  Here, Newmont was never for sale, nor was there a



bidding contest. Defensive measures upheld.



( BUT – what about the other shareholders – they will never see a control premium after this



Shouldn’t this be enough to trigger Revlon? (Court apparently didn’t think so). This is a



boarderline case.


C. Merger of Equals



1. Paramount v. Time Inc. (p. 5-57)



Paramount wanted to interfere with the merger of Time and Warner.  Time and Warner decided



to merge in a stock-for-stock deal, where Warner’s stockholder would end up with 62% of the 

combined stock.  Defensive tactics included agreements from various banks that they would not 

finance any 3rd party attempts to acquire Time.  Paramount’s bid complicated the deal because 

Time’s shareholders would likely go for that deal.  Deal was restructured so that Time would by

the share by cash, which would not require shareholder approval (because no shares are being

issued). Held: This does not involve a change of control – the merger will not subject Time

shareholders to the risk of becoming minority shareholders in the consolidated corporation.

Directors, when acting deliberately and in an informed way, may in good faith pursuit of the

corporation’s interests, follow a course designed to achieve long term value at the cost of

immediate value maximization. Defensive measures upheld.

( Only when there is a change of control, is Revlon triggered.



2. Paramount v. QVC (p.5-71 and handout)



Directors of Paramount then agreed to a merger with Viacom.  Viacom insisted on special 

defensive measures: no-shop provision, termination fee, lock-up stock option and “put” provision, 

that instead of exercising the option, Viacom could require Paramount to pay it cash instead of 

selling the stock in the open market. Held: This merger triggers Revlon.  Duty of the board is to get 

the highest price.  To see whether Revlon is triggered, the court must look to see the effect of the 

premium – what is the position of the shareholders before and after the deal?



( This case is different than Time, because here this is a one-shot deal; the shareholders will never



again get the chance for a premium in a bidding war.  The transaction would result in control 

vested in one shareholder who could approve all future changes himself, with little regard to the 

minority shareholders. Defensive measures rejected.



( enhanced scrutiny when the board sells control of the company to a single individual or group




( Remember video: courts are interested in policy – this is common law doctrine, not statutory

Partnership ( Limited Partnership ( Limited Liability Partnership/Corp. ( Corporation








Doesn’t apply to partners because they can’t dissolve or relinquish the partnership.





Here, no demand was ever made, but demand wasn’t necessary…


Court applies two prong test





Here, demand was made, but board refused to take action.





3 levels of deference:


1- Auerbach – greatest deference if board is disinterested


2- Zapata – some deference, but court reviews decision’s merits and asks what’s in the corporation’s best interests


3- Miller – no deference, even if the special litigation committee is disinterested


(if the board picked the special litigation committee)
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