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�Goal of Corporations Law:

To minimize and organize the potential conflict of various interests in the corporation. Interests include: (a) Shareholders, (b) directors, (c) employees, (d) creitors, (e) community.



Fundamental Concern of Corporations Law

Turning uncertainty into risk that can be calculated so that interests may be valued.



Risk neutral: willing to pay expected value - basis for diversification

Risk averse: will over discount & pay less than expected value

Risk preferring: will overvalue & pay more than expected value



Benefits of Incorporation:



(1)	Limited Liability

(2)	Liquidity in Market

(3)	Limited Partnership may be preferable for tax purposes

(4)	Flexibility



Why Limited Liability is Attractive:



(1)	Capital Formation

Allows corporation to attract significant investments

(2)	Risk Taking

Encourages managment to take risks in circumstances where extensive liability would discourage action

(3)	Diversification

Allows investment community to satsify different preferences for risk by rationalization of risk assessment

(4)	Stock Market

Allows a single price to be determined by supply and demand instead of by relative weath of S/H's



Effects of Unclear Rules:

(1)	Inability to plan ahead

(2)	Higher returns on capital are demanded or shares are discounted - creditors like investors are fundamentally risk averse & may require a higher interest rate or a personal guarantee where the degree of risk is uncertain



Fed. Security Laws:

¥'33 Act  - Imposes registration & financial disclosure requirements & provides penalties for failure to register, failure to disclose, & misrepresentation 

¥Based on Commerce Clause

¥Purp: Full discl. so that securities may be accurately valued

¥s. 3 - expempt securities 

¥All State Transaction - issuer, his business, & buyer are all local residents

¥s. 4 - exempt transactions

¥trans. by any person other than an issuer, underwriter or dealer

¥trans. by issuer not involving any public offering

¥trans. by issuer to an accredited investor if < $5mm & no advertising or solicitation

¥s. 5 - sale before eff. reg. is illegal

¥s. 12 - liability for use of untruthful prospectus (i) for value of purchase; (ii) any damages if purchaser no longer owns stock

¥s. 17 - misrepresentations in sale or false securities are illegal



¥'34 Act  - Regulates the type of information which dirs. must supply to S/H's

¥Applies to: (i) any security listed on a nat'l exch. - 12(a); (ii) total assetts > $5mm & a "class" of securities is held by more than 500 persons - 12(g)(1).

¥Requirements: Submission of info. about corp., finances & securities - 8k & 10K

¥Purpose: to ensure that S/H's in fact have option to vote for issues submitted to them at S/H meetings.

¥s. 14a-9 - NO MISSTATEMENTS or OMISSIONS OF MATERIAL FACT

¥MATERIALITY - Substantial likelihood that a reas. S/H would consider it important in deciding to vote - OBJECTIVE STANDARD

¥EXAMPLES (s. 14a-9(b))

¥Predictions as to specific future market values

¥Material which impugns character or makes charges of impropr conduct

¥Failure to distinguish proxy materials from those of another

¥Claims made prior to a meeting concerning the results of a solicitation - "Vote for us! We've got 70% of the vote!"

¥s. 14a-11	 3RD PARTY PROXY RULES

¥Participant who contributes more than $500 dollars to proxy contest other than managment must disclose enumerated information - SEE PROXY FIGHTS CHART



¥WILLIAMS ACT (TENDER OFFERS) - ss. 13(d) & 14(e)

¥Applies to: s. 12(a) & (g)(1) corps.

¥Purpose: TO LEVEL THE PLAYING FIELD in the tender offer context among bidders, managers & S/H's - requires FULL DISCLOSURE of info. relating too acquiror's objectives and offer in order to allow S/H's to make an informed decision and providing for a cause of action to remedy mistatements.

	¥	Basic Requirements:

		(1)	No Saturday-Night specials

	¥Offer must remain open for 30 days

		(2)	Take Back Shares

	¥If better offer is made before closing, S/H's have right to take back tendered shares

		(3)	No First Come First Served

	¥Shares must purchased on a pro rata basis

¥Remedies: action for inj. for target corp., competing bidders, & S/H's (damages too!)

	¥s. 13(d) - ACQUIROR OF BENEFITIAL OWNERSHIP OF > 5% OF STOCK MUST FILE A SCHEDULE 13(d) W/IN 10 DAYS OF ACQUISITION

	¥s. 14(e) - NO MISTATEMENTS, MISLEADING OMISSIONS OR FRAUDULENT ACTS BY ANY PERSON IN CONNECTION W/ A TENDER OFFER OR SOLICITATION (Piper v. Chris Craft)



¥'34 Act - s. 10(b) & Rule 10b-5 (NON-DISCLOSURE & INSIDER TRADING)

Applies to: any registered or unregistered security.

Purpose: to prevent fraud in connection w/ the purchase or sale of any security

Basic Issue: encouraging full disclosure prior to sale or purchase where information is material to the purchasing decision - determining what is material.

Who may sue: 

¥S/H's where there is not full disclosure in connection w/ the purchase or sale of securities - Zahn v. Speed

¥SEC where insider trading is involved

Basic Elements : (i) ¹ was actual purchaser or seller; (ii) Æ acted w/ scienter or perhaps reckless disregard for the truth; (iii) a material mistatement or omission; (iv) reliance.

Basic Insider Trading Elements : liability for anyone who (i) by virtue of a confidential relationship (ii) has access to material inside information intended to be avialble for only corporate purposes; (iii) knowing that those with who he is dealing do not have access to the info.; (iv) trades upon it w/o disclosure.�I. CORPORATE FINANCE



A. STRUCTURING THE CORP.



	1.	Capital Structure



		COMMON SHARES				

	Control: at least one class w/voting rights

	Dividends: right to dvis. at discretion of dirs.

Liquidation:	net proceeds - residual interest

	ASPECTS:

	¥Enjoys full benefit of increased value

¥Bears downside risk as lowest interest in payment priority in liquidation



		PREF'D SHARES

	Control: voting rights may be defined in articles

Dividends: div. pref. set in articles

Liquidation: liq. pref. often fixed at a specfied price/Sh.

ASPECTS: 

¥Limited upside risk, unless convertible

¥Priority of payment

¥Liquidation preference - limited downside risk



	DEBT

Control:	no voting rights, but K covenants are possible

	Dividends:	no divs., but fixed interest

	Liquidation:	absolute priority of payment

	ASPECTS:

	¥No upside risk

	¥Fixed payments

	¥Absolute priority of payment





	2.	Example



		A - Has all the money

		B - Has experience & wants to manage

		C - Has a patented technology



		A: Pref'd stock may be approp.

	¥1st crack at divs. in exch. for cash contrib.

	¥Limited downside risk in rel. to divs. & liquidation

	¥May include conversion to common so that A may share in upside risk



		B: Common stock may be approp.

	¥Divs. provide incentive to succceed

¥Low liquidation pref. avoid any benefit from downside risk



	C: Debt may be approp.

	¥Interest is guaranteed priority in payment

	¥Liquidation preference







	3.	Tax issues



	Debt v. Equity - Debt maitains a tax advantage over pref'd stock from the corp's perspective bec. in that interest charges qualify as tax deductions while div. payments do not



	¥Tax Advantages of Debt



	(1)	Deductibility of corp. interest payments

	corp. int. payments are deductible, div. payments are not



					Corp. S/H -	cannot deduct interest return, but can take advantage of div. receipt credit



			(2)	Repayment & Redemption

	¥repayment of debt is a non-taxable return on capital

	¥purchase or redemption of securities may be a fully-taxable dividend

	

			OTHER CONSIDERATION - SEE NOTES





B. DEBT/EQUITY DETERMINATIONS



	(1)	Slappy Drive - Tax Issues



	Issue: Whether a challenged transaction is to be regarded in substance as a contribution to capital or a debt for tax purposes?



	(a)	"Risk of the Business" Formulation

					¥Equity creditors undertake risk because of the potential return on equity

	¥Debt creditors undertake risk in return for fixed interest payments for a limited amount of time & are usually willing to bear a substantial risk of corp. failure



	TEST:		where funds are only likely to be returned if the venture is successful, it is unlikely to be a closed-end debt transaction



			(b)	Mixon 13-factor test (v. fact intensive)(Slappy Drive)

					(1)	names on debt certificates

		(2)	presence or absence of fixed maturity date

	(3)	source of payments

	(4)	right to enforce payment of principle or interest

	(5)	participation in management flowing as a result

	(6)	status of contribution in relation to reg. corp. creditors

	(7)	intent of parties

	(8)	"thin" or adequate capitalization

							¥A corp. with a high debt/equity ratio is "thin"

	(9)	identity of interest btw. creditor & S/H

	¥ "Proportionalty Test" (SEE NOTES)

	(10)	source of interest payments

	(11)	ability of corp. to obtain outside loans

	(12)	extent to which advance was used to acq. corp. assests

	(13)	failure of repayment or postponement



	(c)	"Debt/Equity" Ratios versus "Straight Debt" Test



	¥Debt/Equity Ratio - a math. ratio btw. corp. liabilities and S/H equity; may be calculated in the "aggregate" or on an "inside" basis



	¥Criticism - decisive, bright line rule allows corp. planning but also acts as a judicial tax-shelter



					¥"Straight Debt" Safe Harbor

					S-Corp. status will be disallowed where debt is assumed except where debt is "straight debt" and involves a written unconditional promise to pay a certain sum:

						(a)	int. rates & payments are not contingent upon profits, the borrower's discretion, or similar factors;

	(b)	there is no direct or indirect convertibility into stock;

	(c)	the creditor is an eligible S/H under Ch. S.



			(d)	Priority of S/H-Creditor Contributions to Corp.



					(1)	Where fraud, misrepresentation or undercapitalization are not present and creditors have "constructive notice" of Æ S/H-creditor's "loan" to corp., Æ's note will not be subordinated - Obre v. Alban Tractor Corp.



	(2)	Advances made by S/H's during the 1st year may be regarded as a sort of interest bearing capital and will not be given precedence over corp. creditors by being treated as secured debts - Arnold v. Phillips�II. CORPORATE LIABILITY



A. SUITS BY TORT VICTIMS



(1)	Piercing the corp. veil

OCCURS MOST OFTEN IN THE CLOSE CORP. CONTEXT

Basic Issue: In what cases will court allow S/H's the benefit of limited liability? - COURTS ARE MORE LIKELY TO DO SO IN TORT CASES.

Basic Principle: Because a corp. is a legal entity separate from its S/H's, a court will order that the "corp. veil" be pierced where the corp. form has been used to defeat public inconvenience, justify wrong, protect fraud, or defend crime - in such cases, the corp. will be treated as an association of persons



BALANCE POLICY OF COMPENSATING VICTIM v. POLICY OF LIMITED LIABILITY - EFFECT OF BALANCING IS UNCLEAR RULE (p. 1)



Tort Issue: Piercing more likely. Bec, there is usually no evidence of voluntary assoc. the Q. is whether it is reasonable for bus. to transfer risk of loss to society thro. a marginally financed corp.



		¥Walkovsky

		Lack of fraud & complaince w/ a statutory minimum may be sufficient to avoid personal liability.



ARG. IN FAVOR OF LIMITED LIABILIT

¥Incorp. is an allocation of risk and stability is a social benefit

¥Gen. policies in favor of limited liability





B. SUITS BY CREDITORS



(1)	Against partners on a partnership theory

¥A statement that no partnership is intended is not enough - if a K as a whole contemplates an assoc. of two or more persons to carry-on a busiess for profit, a partnership there is. (UPA s. 6)

¥Look at aspects of CONTROL and PROFIT SHARING

¥However, a partnership results from a K, express or implied, and an intention to create it is required.

		



(2)	Against promoters before incorporation

		¥All persons ACTING on behalf of corp., KNOWING there has been no incorporation are jointly and s¥everally liable for liabilities incurred while so acting. (RMBCA s. 2.04)

¥Exceptions:

¥Honestly & reasonably believing corp. has been formed (Cranson)

¥3rd party agrees to look solely to corp. and also agrees that promoter has no duty to form corp. & give corp. opportunity to assume obligations (Stanley How)

¥Court will imply agreement to look to corp. when 3rd party is aware corp. was not formed & 3rd party urges K be made in name of corp. anyway (Quaker Hill)

¥Defectuve incorop. (Robertson)

¥De facto incorp. - bona fide attempt & 3rd party knew he was looking to corp. (Cantor)



(3)	Against promoters after incorporation

¥A promoter remains liable on obligations assumed prior to incorp. after incorp. unless there is a novation

¥Novation may be implied from a new K in the name of the corp. after formation or by the commencement of performance (Goodman)



(4)	Against the corp.

		(a)	Corp. liability for obligations of promoter

			Corp. is not liable on the obligations of the promoter unless it expressly or impliedly adopts the obligtion - McArthur Ñ Mass: minority rule (express adoption req'd)



		(b)	Piercing the corp. veil

OCCURS MOST OFTEN IN THE CLOSE CORP. CONTEXT

Contract Issue: If creditor has usually done bus. w/ the corp., he may have assumed the risk absent fraud or deception

Elements:

(i)	such unity of interest & ownership that the separate personalities of the corp. & individual no longer exist; or

						¥comingling of assets

¥failure to follow corp. formalities

¥dominance by maj. S/H not only of the finances of the corp. but also its policies & bus. practices

(ii)	capitalization is inadequate and is unreasonable in relation to the business to be done & the risk of forseeable loss

(iii)	failure to develop the business into a going concern 



BALANCE POLICY OF COMPENSATING CREDITORS v. POLICY OF LIMITED LIABILITY - EFFECT OF BALANCING IS UNCLEAR RULE



ARG IN FAVOR OF LIMITED LIABILITY

¥Assumption of risk

¥ 	Gen. policies in favor of limited liability



Dewitt - fruit shipper

Bartle - veterans' housing assoc.

Walkovsky - taxi tort





		(c)	In Bankruptcy - "Deep Rock" doctrine

				¥Equitable subordination - Pepper v. Litton





�C. SUITS BY SHAREHOLDERS



(1)	PREEMPTIVE RIGHTS - DILUTION OF VOTING POWER

		¥Common law/"Opt In" Charter provisions





(2)	DERIVATIVE SUITS

		

		(A)	BRINGING A DERIVATIVE SUIT

The rights sought to be vindicated in a derivative suit are those of the corp. and not the individual S/H. Since it is the interest of the corp. at stake, it is the responsibility of the dirs., in the first instance, to determine whether an action should be brought on the corp's behalf. For this reason, the decision whether or not to bring suit rests within the BJ of the dirs. and the court will not become involved if all the proper procedures are followed. This presumption in favor of director independence & judgment in refusing suits is based on the fact that dirs. ordinarily have superior info. & are intimately involved in the day-to-day operations of the business. Thus, absent allegations of fraud, collusion, dishonesty, or other misconduct indicating the BJ of dirs. was grossly unsound in refusing suit, a court should not, at the instigation of a single S/H (CAP), interfere w/ the judgment of dirs.



		¥Policies for Procedural Safeguards

		For this reasons, certain procedural safeguards exist which must be employed by the court to balance

				(a)	Allowing Certain Suits to Go Forward - the need to have some procedure by which persons in control of the corp. can be called to account for their misdeeds; and

			(b)	Allowing the Board to Govern - the need to discourage frivolous litigation and "strike suits"





		(1)	PROCEDURES FOR BRINGING SUIT



					(a)	S/H Makes Demand



				(b)	S/H Does Not Make Demand



		¥Rule 23.1 - Del. Ct. of Chancery - If S/H does not make demand, S/H's complaint must allege with particularity the efforts, if any, made by him to obtain the action he desires from dirs. and the reasons for his failure to obtain the action or for not making the effort.





			 (2)	UNIVERSAL DEMAND BY STATUTE

¥[ss. SECTIONS]

¥Two policies:

(1)	eliminate substantial and unnecessary amount of litigation about demand requirement itself;

(2)	give board opportunity to reexamine act in light of potential litigation and take corrective action.





		(B)	BREACH OF DUTY OF CARE

Policy: to encourage dirs. to act w/ care & prudence & to provide and incentive to treat corp. assets as their own.

Basic Formulation: dirs. must exercise the care of an ordinaryily prudent person in similar circs. - Francis



		(a)	Day-to-day operations of the corp.

				¥Standard: negligence

			¥Dirs. have duty of basic knowledge & supervision of day-to-day operations (Bates v. Francis) (no "dummy" directors)



			(b)	Transactions which benefit other constituencies at expense of shareholders

				¥Standard: negligence

					¥Shelensky/Ford v. Dodge

				¥Hard Case: "McDonald's" polystyrene



			¥Other constituency statutes



			(c)	Sale of corp.

				¥ Standard: gross negligence

				¥Dirs. must infrom themselves of all material info. reas. avail. (Van Gorkham)



					¥Protective mechanisms

					¥Disclosure in compliance w/ proxy rules

						¥to infrom S/H's

						¥to allow info. to reach the market



					¥Obtain outside valuation

					¥although Van G does not require, doing so provides extra-protection and ensures that sale price will be considered a fair one



					¥Alternative Standard: Charter Options statutes - Del. Gen. Laws 102(b)(7)

						¥"Opt In" director liability only for:

							(1)	breach of loyalty;

							(2)	intent'l misconduct or knowing violations of law; or

							(3) self-dealing



							¥Policies:

(1)	Attract & retain talented dirs.

(2) Gen. policies for LIMITED LIABILITY

�		(C)	BREACH OF DUTY OF LOYALTY



¥Basic Principle: Where the interests of dirs. diverge from the interests of S/H's, the court will scrutinize the transaction more closely. While "agency costs" are inherent to the dir.-S/H relationship, the presumption of the BJR does not apply where there is an indication of dir. self-interest. Where a S/H shos that a direct or indirect benefit has accrued to a director or majority sharholder, the burden shifts to the dir. or majority to show either disinterested approval by a majority of the board or the shareholders, or to show the "intrinsic" fairness of the transaction.



			¥Four general types transactions:

(1)	Trans. btw. dir & corp.

¥Debt/Equity Determinations

Marciano (disposition of loan in dissolution proceeding)

¥Executive Compensation

Heller (executive comp.)

¥Impartiality

Zahn & Speed

(2)	Trans. btw. corps. w/ one or more common dirs.  (inside dirs.)

¥Cash-Out Mergers

Weinberger (P/S cash-out merger)

¥Dividend Distributions

Sinclair #1

¥Contract Claims

Sinclair #3

(3)	Dir. takes advantage of opportunity that arguably belongs to corp.

¥Sinclair #2

(4)	Dir. competes w/ corp.







�			(1)	Transations between director & corp.



					Maricano



					Heller





�			(2)	Transactions between corps. With common directors		



			(a)	Cash-Out Mergers - Appraisal Rights & Recissory Damages - Weinberger v. UOP



				¥Two factual situations

							(1)	Min. S/H has perfected AR's but price offered by corp. is inadequate

				¥S/H brings "Action for Determination of Value" under ss. 262(e)

		¥Must be brought individually



			(2)	Appraisal rights are not available or remedy is inadequate

		¥S/H brings suit for recissory damages

										¥Must allgege intentional misconduct

		¥Class actions OK



						¥"Entire Fairness"

			¥Either scenario [?], dirs. have burden of showing "entire fairness"

				¥Court will test for two-variables(Weinberger�)

							¥Fair-dealing

			¥Fair price

	

						¥Procedural Safeguards

		¥"Complete candor" - discl. of all mat'l info. by joint dirs. to outside dirs. of subs. is req'd

		¥"Chinese wall" - Appointment of indep. committee of outside dirs. (Weinberger, FN 5)

		¥Other "formalities":

							(1)	Approval by maj. of min. S/H's

			(2)	Approval by 2/3 vote of outstanding Sh's

			(3)	"Fairness opinion" - outside valuation, not determinative but helpful



						¥Remedies

				(a)	Appraisal Rights

				¥Usually the sole remedy in a cash-out merger - Weinberger

	¥Created by statute - irrevocable



					¥Availability (s. 262(b)(1),(3)): 

								(i) close corps.;&

									(ii) Parent/Subsidiary "freeze outs"



							¥Each S/H must bring own suit - NO CLASS ACTIONS

					¥Expensive



								¥Perfection (s. 262(d))	



								¥Action for Determination of Value (s. 262(e)



							(b)	Recisssory Damages

									¥AR's are inadequate or unavail.

		¥Created by common law

									¥Allegations must include fraud, misrep., self-deal'g, delib. waste of corp. assets, or gross & palpable overreaching

						¥Santa Fe v. Reed - 10b-5 will not allow an end-run around AR's (scienter still req'd)



			(b)	Other transactions  (div. distribs./K claims)

A majority S/H owes the minority S/H a fiduciary duty, but this is not enough to invoke the intrinsic fairness test. The test (Sinclair Oil) is whether there has been self-dealing.



¥Test (Self-Dealing):

(i)	Maj. S/H stands on both sides of the trans.;

(ii)	and by virtue of its domination

(iii)	causes the corp. to act in such a way that majority recevies a benefit to the exclusion and to the detriment of the minority



¥If minority did not participate proportionately in a benefit received by the majority, the majoirty has the burden of showing the intrinsic fairness of the transaction.



¥If minority did receive benefit, BJR applies and transaction will be upheld absent a showing of gross and palpable overreaching. In a public corp., a minority S/H may always vote its disfavor by selling its Sh's into the market.



					(c)	Impartiality

	Dirs. are required to treat fairly each class of stock, and may not take actions which are designed to enhance the value of one class at the expense of another.



	(1)	Where dirs. are not disinterested but stand to benefit from a transaction w.in their power, full disclosure of all relevant info to other S/H's must be made so that they may make an informed choice among available alternatives. Zahn.



DUTY OF "COMPLETE CANDOR"



							(2)	Damages. Measured by what ¹'s would have received had they acted upon full-disclosure. Speed.



�			(3)	Dir. takes advantage of opportunity that arguably belongs to corp.



Basic Issue : Courts want to encourage good business people to serve as directors and do not want to unreasonably discourage such persons by imposig a rigid, restraining rule. However, if the court gives a property right to dirs. in all B/O's, the purposes of the corp. would be undermined. A clear rule which balances the competing interests, serves to encourage innovation & search, while at the same time benefitting the corp. by chanelling the energies of dirs. in the best interests of the corp.



(A)	Two questions need to be addressed:

(1)	Has a corp. opportunity been taken away from the corp. in question;

(2)	If so, were certain procedural safeguards followed.



(1)	Complainant has the burden of proof, as a question of fact, that the opport. was a corp. opport.



(a)	Æ will argue Miller, relying primarily on the financial inability of the corp., and will try to show that the facts are undisputed that the B/O bears no logical or reasonable relation to the existing or prospective bus. activities of the corp.



SEE CHART FOR FACTORS - ARGUE BOTH SIDES



(2)	If B/O is found to be a corp. opport. burd. shifts to dir. to show loyalty, good faith & fair dealing. Procedural safeguards become important here.



SEE CHART FOR FACTORS - ARGUE BOTH WAYS

	



(B)	If Æ argues financial inability of corp., ¹ will rely on Kliniki v. Lundgren.



(1)	Was B/O a corp. opport.?



		SEE CHART FOR FACTORS



	(2)	If so, dir. bears burd. of proving fairness, unless:



(i)	B/O was offered to bd. or S/H's w/ full discl. of all material facts; and

(ii)	Maj. of disinterested bd. or S/H's rejects it; or

(iii)	Disinterested dirs. or S/H's unreasonably fail to reject it.



¥If full disclosure is not made, dir. must hold B/O in trust for corp.



		(4)		Dir. competes w/ corp.





�(x)	MAJ/MIN ISSUES - Shelensky/Dodge/Sinclair Oil



(a)	Nature of Duty of Care

			¥ Domination & Control

					¥Issue is divergence of interests - Shelensky; Dodge



		(b)	Nature of Duty of Loyalty: Conflicts of Interest

		¥In min. S/H suits central issue is CONTROL and how it effects the tensions btw. cooperation & competition

			¥Collective action prob. is usually one of potential alliance btw. S/H's in

					¥disciplining managers; &

	¥strategic bargaining

				¥Under Sinclair rule, duty imposed on maj. is not as stringent as that imposed on managers

					¥Bec. maj. is both S/H & dir. and as S/H there is no legal concern over divergence of ints. vis a vis min.



(c)	Value of Minority Shares

				¥Min. Sh's may be discounted in light of maj. control

			¥Maj. S/H may take steps to shore-up value (e.g. bonding)

	¥In a public corp., some protection exists by virtue of being able to sell Sh's into open market



(d)	Constraints Upon Majority (disadvantages)

				¥fiduciary duty

				¥fed. regs.

	¥reg's (proxy regs.; '33 Act; '34 Act; 10b-5)

	¥costs of compliance

						¥costs of proxy statements; annual reports

	¥costs of disclosure



		(e)	Cash Out Mergers  - Appraisal Rights (see Duty of Loyalty)





�III. TENDER OFFERS



Conflicting Interests

Target management - want to keep their jobs

Acquiror - wants to buy Sh's of target at lowest price

Co-bidders - also want Sh's at lowest price

S/H's - want to sell their Sh's for the highest price



INCENTIVE IS TO PROVIDE MISINFORMATION TO REALIZE INTERESTS





WILLIAMS ACT

Designed to prevent pressure tactics associated with tender offers (esp. "front-end loaded" offers) and to promote disclosure.



	Basic Provisions:

	(1)	No Saturday-Night specials

	¥Offer must remain open for 30 days

	(2)	Take Back Shares

	¥If better offer is made before closing, S/H's have right to take back tendered shares

	(3)	No First Come First Served

	¥Shares must purchased on a pro rata basis





	SUITS BY TARGET S/H's



	(1)	Williams Act - s. 14(e) - Piper v. Chris Craft

			Purpose: disclsoure



	Requirements: 

			(a)	Target must be a s. 12(a) OR s. 12(g) company;

	(b)	Tendering target S/H's may bring suit for an injunction or damages under Piper if Sh's are tendered on false information.

	(c)	Non-tendering target S/H's may still have an action if they can show actual damage as a result of material mistatements, misleading omisssions and fraudulent or manipulative acts by any person in connection w/ a tender offer or any solicitation for or against such offer.



	(2)	Williams Act - s. 13(d) - Rondeau v. Mosinee Paper

	Purpose: s. 13(d) is not an anti-takover stt., its purp. is to ensure S/H's have adequate info. to evaluate the qualifications and intent of buyer when confronted with a tender offer. 



	Requirements:

	(a)	Target must be a s. 12(a) OR s. 12(g) company; 

	(b)	If potential bidder acquires benefitial ownership of more than 5% of stock in target

	(i)	buyer must file a Schedule 13D w/in 10 days of acquisition





	SUITS BY TARGET CORP.



	(1)	Williams Act - s. 13(d) - Rondeau v. Mosinee Paper

	Purpose: s. 13(d) is not an anti-takover stt., its purp. is to ensure S/H's have adequate info. to evaluate the qualifications and intent of buyer when confronted with a tender offer. 



	Requirements:

	(a)	Target must be a s. 12(a) OR s. 12(g) company; 

	(b)	If potential bidder acquires benefitial ownership of more than 5% of stock in target

	(i)	buyer must file a Schedule 13D w/in 10 days of acquisition



	Remedies:

	(a)	If buyer fails to file Schedule 13(d), target has an implied cause of action to seek an injunction requiring correction & enjoining further purchases until then.

	(b)	If contest for control is not imminent & there is no cognizable basis for recurrent violation, an injunction prohibiting buyer from voting Sh's is inappropriate. - Rondeau. 





	(2)	Williams Act - s. 14(e) - Piper v. Chris Craft

			Purpose: disclsoure



	Requirements: 

			(a)	Target must be a s. 12(a) OR s. 12(g) company;

	(b)	Target may bring a suit for an injunction against material mistatements, misleading omisssions and fraudulent or manipulative acts by any person in connection w/ a tender offer or any solicitation for or against such offer.





	SUITS BY BIDDER



	(1)	Williams Act - s. 14(e) - Progeny of Piper v. Chris Craft

			Purpose: disclosure



	Requirements: 

			(a)	Target must be a s. 12(a) OR s. 12(g) company;

	(b)	Bidder may bring a suit for an injunction against material mistatements, misleading omisssions and fraudulent or manipulative acts by any person in connection w/ a tender offer or any solicitation for or against such offer. May sue

	(i) target corp. to compel correction of mistatements

	(ii)	competing bidders to compel corrections of mistatements







�IV. THEORY





Agency Costs  - represent the potential divergence between S/H and director interests and the costs of monitoring the actions of dirs. AC's work both ways affecting both S/H value and managerial independence.



		How to minimize agency costs:



		(1)	Market constraints

			(a)	Capital Markets - the stock of a poorly run corp. will be discounted by the market and will sell for less leading to dissatisfied S/H's.

		(b)	Market for Corporate Control - where a corp. is undervalued as a result of poor management performance, corp. will become a natural target for buyers who believe they can run the corp. better and realize greater value.

		(c)	Market for Managers - personal reputation and social constraints will act upon managers in the form of fear of losing their job (market is generally slow, inefficient, and unreliable).



		(2)	Fiduciary Duties

¥Where dir. ints. diverge from S/H ints. a fiduciary duty will be imposed.

¥Duty of Care

¥Duty of Loyalty



		(3)	Securities Laws



		(4)	Compensation Schemes  (stock options)

A comp. scheme which ties dir. compensation to profits may help to reduce agency costs - Heller v. Boylan





Collective Action Problem  - describes the fact that S/H's may not all have the same interests and goals, and that if one S/H takes action in relation to the corp. either (1) other S/H's will reap the benefit of his action without incurring his expense ("free riders"); or (2) other S/H's will bear the detriment of his action. A basic principle of CAP is that S/H's will not always vote their shares in their best interests as a result both of CAP and informational asymmetry.





"Freeze-Outs"  - in the context of tender offers, "freeze outs" in the form of "front-end loaded" two-tier offers are supported by the policy of avoiding the collective action problem. Because the CAP tells us that minority S/H's will not act together but rather have individual incentives to hold-out and not tender, the "freeze out" in the back-half of a two-tier offer, subject to some fairness constraints, represents one way of eliminating such "free riders."



Derivative Suits  - The procedural requirements and presumption in favor of director independence & judgment in refusing derivative suits is based on the fact that dirs. ordinarily have superior info. & are intimately involved in the day-to-day operations of the business. Because of the CAP, a single S/H ordinarily should not be allowed to bring a suit against the corp. unless the dirs. determine it to be in the best interests of all S/H's. However, the CAP also tells us that S/H's may not always vote in their best interests and that "agency costs" may lead dirs. to act in their own self-interest. Thus, although a court ordinarily should not, at the instigation of a single S/H, interfere w/ the judgment of dirs., where the allegations include fraud, collusion, dishonesty, or other misconduct indicating the BJ of dirs. was grossly unsound in refusing suit, a single S/H's suit should go forward.





�TAKEOVERS



	Why takeover?



	¦	HAMILTON

¥"Bust-up" value - higly leveraged LBO's reflect the fact that loans obtained to consummate transactions are secured by assets of target itself.



	¦COFFEE

	¥"Exploitation Hypothesis"  - gain to the bidder comes through "bust-up" and "exploitation value"

¥Wealth transfer occurs by creating a "prisoner's dilemma" through use of a two-tier offer which exploits the collective action problem and presenting target S/H's with a choice btw. an unsatisfactory current price & a potentially even lower future price.

¥Bec. the S/H's may be unable to communicate or coordinate their actions & resist the initial partial tender offer at an attractice premium, they are vulnerable to the second stage merger at a price below mkt.

¥Implications (case for considering other constituencies): 

¥Takevers represent a trasnfer of wealth from other stakehoders in the target corp. to cashed-out S/H's of target & perhaps to S/H's of acquiror

¥Target S/H's may lose in 2-tier bids

					¥Employees lose salaries & jobs

¥Local suppliers lose contracts

¥Local community & local infrastructure are jeopardized

¥Other firms which ay be discouraged from investing in fixed investments and firm-specific "human capital"



	¥"Disciplinary hypothesis"  - the role of the tender offer is to replace inefficient managment - the higher the premium, the greater degree of mismanagment the bidder must perceive.

¥Debt serves a displining function by increasing operating efficiency, employee productivity & S/H value.

¥"Synergy Hypothesis" - bec. the target has unique value to the bidder in excess of value to market generally, bidder will pay a premium.

¥May only be a partial explanation bec. synergy hasn't resulted yet & does not take into account disciplining functions.

¥"Empire Building Hypothesis" - premium reflects overly optimistic assessment by the bidder of its own capabilities as manager - raises issue btw. bidder & bidder's S/H's



	¦KRAACKMAN

	¥Standard View: don't pay more than share price x # of shares

	¥But securities prices often discount or underprice corp. assets so that takeover premia are really "recpatured discounts"

¥Discount Hypoteses

	¥"Misinvestment" Hypothesis - investors rationally expect managers of target firms to misinvent future returns on corp. assets

	¥"Market" Hypotesis - share prices are themselves noisy or skewed

¥Three Views of Premia

¥Traditional Gains Hypothesis - acquiror is discovering more valuable assets

¥Discount Hypoteses - (above)

¥Overbidding Bidding Hypothesis - hubris & empire building





	Why would managers oppose it?



	Basic Question : Whether policy of maximizing S/H wealth is best served by allowing managers to adopt defensive measures.



(1)	Entrenchment - preserving their jobs

(2)	Price is too low

(3)	Bad Reputation - offeror's reputation for sound fiscal managment is not good

(4)	Mesa Excuse (A) - Acquiror is assuming debt obligations which require it to use targets assets, thereby injuring remaining common S/H's or senior security or debt holders - Mesa v. Unocal

(5)	Mesa Excuse (B) - offer is a partial one & is coercive

(6)	"Just Say No" Defense - it is simply in the best interests of the corp. to remain independent

(7)	Paramount I Defense - management has already embarked on long range plans to improve the corp.'s profits & stock price & decision to pursue these plans is protected by the BJR

(8)	Marshall Field Antitrust Defense - proposed acquistion would violate anti-trust laws or some other state or federal statute; target goes on an acquisition spree and claims immunity from judicial scrutiny under BJR - Panter v. Marshall Field (may not work after Unocal)





How are fidicuiary duties involved?



¥Williams Act violations



¥Breach of duty of care - lack of reasonable investigation - Van Gorkham



¥Under UNOCAL duty of care is not barred by Del. Gen. Laws s. 102(b)(7)



¥Breach of duty of loyalty - Panter v. Marshall Field



¥Policy - "Hands-off" presumption of the BJR is based on policy that courts should be reluctant to to intervene in corporate activities where the expertise of dirs. is likely to be greater than that of the court. But where dirs. are afflicted with a COI, relative expertise is no longer crucial. Instead, the danger is that dirs. will channel their expertise along the lines of their personal advantage - perhaps at the expense of corp. & S/H's. 



¥For this reason, Del. has adopted the Unocal standard.



¥Interests of dirs. of corp. listed on NYSE - inside dirs. are interested in their own power & prestige. in keeping their management in control & in maintaing theit won leadership against the claims of raiders who say they can do better.



¥Structural Bias/Actual Bias - ¹'s argument for structural bias is likely yo be strong because outside dirs. who go along may approve dismissal from fear of liability if Del. Gen. L. s. 102(b)(7) does not bar an action for breach of duty care under Unocal, & nevertheless an action for breach of duty of loyalty.

�Weinberger v. UOP (common dirs.; no disclosure to outside dirs.; price set too low - like Meinhard v. Salmon)
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