AGENCY LAW
FORMATION
1. Agency, or also known as the principal-agent paradigm, is the relationship that occurs when one person extends the range of her own activity by engaging another to act for her and be subject to her control.

2. Agency law creates legal relationships between strangers – principals and the 3d parties with whom their agents interact – and thus must be part of the infrastructure established by legal fiat.
3. The Principal is typically an individual who is capable of actively monitoring her agent’s activities to some extent.
4. Agency is the fiduciary relationship that arises when one person (a “principal”) manifests assent to another person (an “agent”) that the agent shall act on the principal’s behalf and subject to the principal’s control, and the agent manifests assent or otherwise consent so to act.  Rest. (3d) Agency § 1.01.
5. An agency is formed pursuant to a consensual relationship between the principal, who grants authority to bind her in certain respects, and the agent, who accepts that responsibility.
6. An agent is a holder of a power to affect the legal relations of the principal within the scope of the agent’s agreed-on appointment and beyond this scope in some circumstances.
7. Subject to the agent’s consent, the principal can define or delimit the granted authority in any way that she pleases.
8. Special agents – the agency is limited to a single act or transaction.
9. General agents – the agency contemplates a series of acts or transactions.
10. Disclosed principals – when 3d parties transacting with the agent understand that the agent is acting on behalf of a particular principal.
11. Undisclosed principals – when 3d parties are unaware of a principal and believe the agent is the principal.
12. Partially disclosed principals – when 3d parties understand that they are dealing with an agent but do not know the identity of the principal.
13. The principal’s right to control the agent may vary substantially depending on her agreement with the agent.
14. Employee or servant – when a principal has a right to control the details of the way in which the agent goes about her task.
15. Independent contractor – when the agent is a professional who is bound to provide independent judgment or when it is an established business that does not agree to minute control.
16. Either the principal or the agent can terminate an agency at any time.
17. If the contract between a principal and an agent fixes a set term of agency, then the principal’s decision to revoke or the agent’s decision to renounce gives rise to a claim for damages for breach of contract.
18. In no event will an agency continue over the objection of the parties because courts will not specifically enforce employment contracts against the wishes of either the principal or the agent.
19. If a principal grants authority for a stated term, this authority expires automatically at the conclusion of this term.
20. If no term is stated, authority terminates at the end of a reasonable term.
21. A special agency terminates when the specific act contemplated is performed or after a reasonable time has elapsed.
22. Agency relations may be implied even when the parties have not explicitly agreed to an agency relationship.
23. Implied agency relations arise when creditors assume too much control in relationships that ostensibly contain debtor-creditor relationships.
24. Jenson Farms Co. v. Cargill, Inc., 309 N.W.2d 285 (Minn. 1981):  
LIABILITY IN CONTRACT
1. To create an agency, it is necessary for the agent to reasonably understand from the action or speech of the principal that she has been authorized to act on the principal’s behalf.
2. The scope of actual authority conferred on an agent is that which a reasonable person in the position of the agent would infer from the conduct of the principal.
3. There are two types of actual authority: (1) incidental authority – authority to do those implementary steps that are ordinarily done in connection with facilitating the authorized act; and (2) apparent authority – authority that a reasonable 3d party would infer from the actions or statements of the principal.
4. Apparent authority is an equitable remedy designed to prevent fraud or unfairness to 3d parties who reasonably rely on the principal’s actions or statements in dealing with the agent, even if the principal had quite explicitly limited the agent’s authority in a way that precluded the agent from engaging in that action unless the 3d party knew or should have known of such preclusion.
5. Power of attorney – a written instrument executed by the principal (or “grantor”) designating the agent to perform specified acts on the principal’s behalf.  It is intended to provide written evidence of an agency relationship.
6. White v. Thomas, 1991 LEXIS 109 (Ark. App. 1991):  
7. In addition to actual authority, express or implied (incidental), and apparent authority, there is also inherent authority.
8. Inherent authority can also be described as inherent power because it is not conferred on agents by principals but represents consequences imposed on principals by the law.
9. Inherent authority usually arises in the context of an undisclosed principal transaction because in such transactions, a 3d party would not be able to invoke apparent authority due to the fact that the 3d party did not even know about the existence of a principal.
10. Inherent power gives a general agent the power to bind a principal, whether disclosed or undisclosed, to an authorized contract as long as the general agent would ordinarily have the power to enter such a contract and the 3d party does not know that matters stand differently in this case.
11. In cases involving inherent authority, agency is created by doctrines of estoppel and restitution.
12. Gallant Ins. Co. v. Isaac, 732 N.E.2d 1262 (Ind. App. 2000):  
13. Agency by estoppel or ratification is characterized where an agent’s act is not authorized by the principal or is not within any inherent agency power of the agent, but the principal is nevertheless bound by the agent’s act by estoppel or by ratification.
14. Elements of estoppel are: (1) failure to act when knowledge and an opportunity to act arise plus reasonable change in position on the part of the 3d person; and (2) accepting benefits under an unauthorized contract, which constitutes an acceptance (or affirmance) of such benefits as well as its obligations.
AGENT’S DUTY OF LOYALTY
1. An agent is a fiduciary of her principal.
2. A fiduciary relationship is a legal relationship that is characterized by legal power over property (including information) held by the fiduciary for the sole purpose of advancing the aim of a relationship pursuant to which the fiduciary came to control that property.
3. In agency, the purpose of a fiduciary is to advance the purposes of the principal.
4. The fiduciary is bound to exercise her good-faith judgment in an effort to pursue, under future circumstances, the purposes established at the time of creation of the relationship.
5. A fiduciary is bound by certain duties pursuant to her relationship with her principal.
6. Duty of obedience – duty to obey the principal’s commands (which may be insufficient by itself to fully inform the principal-agent relationship if optimal use of the assets requires flexibility that cannot be perfectly defined at the time of creation of the relationship).
7. Duty of loyalty – duty to always exercise legal power over the subject of the relationship in a manner that the holder of the power believes in good faith is best to advance the interest or purposes of the principal or beneficiary and not to exercise such power for a personal benefit.
8. Duty of care – duty to act in good faith, as one believes a reasonable person would act, in becoming informed and exercising any agency or fiduciary power.
9. Tarnowski v. Resop, 51 N.W.2d 801 (Minn. 1952): 
PARTNERSHIP LAW
INTRODUCTION
1. The general partnership is the earliest and simplest form of a jointly owned and managed business.
2. With respect to third parties, the law of partnership closely follows agency law – each partner binds the partnership when acting in the usual course of business.
3. With respect to the relations among partners, numerous common law rules deal with the internal problems of general partnerships – these provisions are codified in the Uniform Partnership Act (UPA) and the Revised Uniform Partnership Act (RUPA).
4. Property held by partnership is known as a “tenancy in partnership” – this form of tenancy provides that the partnership qua firm, rather than the individual partners, exercises true ownership rights over partnership property, and in practice, in the event of partnership bankruptcy or liquidation, this form of title gives creditors of the partnership first priority over the claims of the creditors of individual partners.
5. Partnership law distinguishes between the legal entity with a “personality” that is known as a partnership from the investors who finance the partnership.
6. Because the partnership owns assets, a partnership acting through a partner can contract on its own behalf and therefore can be a reliable counterparty for others.
7. Much of UPA is really a default partnership agreement that can be superseded by an express agreement among the partners.
8. RUPA has superseded UPA in jurisdictions that have adopted RUPA, among such states are NY and CA.
9. In partnership, the primary agency problem is not the conflict between the agent or manager and the owner – the paradigmatic problem in the law of agency – but potential conflicts among the joint owners, such as the conflict between controlling and “minority” co-owners.
10. One main reason why people enter into partnership agreements is capital – selling an ownership stake may simply be a cheaper way to raise capital than attempting to borrow more funds.
11. Whatever the costs of co-ownership, after a certain point they may be lower than the agency costs of the debt contract.
12. Klein & Coffee, The Need to Assemble At-Risk Capital, (2004):  When an entrepreneur seeks to acquire a business solely with loans from several sources, fixed obligations are created thus creating significant additional risk of bankruptcy or of other legal proceedings associated with default.  Such proceedings are costly and might adversely affect another creditor’s interests despite the seniority of their claims (because fixed obligations to other creditors directly affect a debtor’s ability to satisfy all debt obligations).  Moreover, if the entrepreneur invests only a relatively small investment in the business when compared to the capital that was borrowed, the entrepreneur would have an incentive to engage in activities or adopt operating strategies involving high risks, with the thought that the gains would be hers and the losses would be borne mostly by the lenders.
· The alternative way of financing this business opportunity would be to offer possible creditors a share of profits by way of co-ownership with a possible rate of return far greater than debt interest rates but no guaranteed annual payment.
· All co-owners will have a residual, or equity, interest in the business – the possible creditors would cease to be creditors and become co-owners who have their interests aligned with those of the entrepreneur.
· It is natural for the possible creditors to request control because they would be sharing in risks and return relatively equivalent to that of the entrepreneur.
· Neither profit shares nor control would of necessity be divided pro rata according to dollar contribution – rather, the division of gain (and loss) and control would be subject to negotiation, with the outcome dependents not so much on any identifiable notion of fairness or customs as on the relative bargaining positions of the parties.
13. Assigning ownership rights as a device for reducing the costs of contracting among participants in a firm may be done with workers, customers, or suppliers.
DUTY OF LOYALTY
1. Meinhard v. Salmon, 164 N.E. 545 (N.Y. 1928):  
2. Today, venture capital agreements provide the venture capitalist (VC – passive investor-partners) a “preemptive right” on the next stage of financing – meaning that the VC has the right but not the obligation to maintain his stake in the company by participating in subsequent financing on the same terms as other later-stage investors (this right is aka a “real option” in modern finance because the asset (an investment opportunity) that underlies the option is “real”, and not a financial instrument). 
FORMATION
1. Vohland v. Sweet, 433 N.E.2d 860 (Ind. App. 1982):  
2. The usual case in which partnership is inferred by the courts despite the absence of an explicit partnership agreement involves a third-party action against the alleged partner for the tort or contract liabilities of the partnership.
AUTHORITY
1. National Biscuit Co. v. Stroud, 249 N.C. 467 (1959):  
2. National Biscuit Co. illustrates the majority rule that half of a two-person partnership is not a “majority” for purposes of making firm decisions within the ordinary course of business.
THIRD PARTY CLAIMS
1. Dissolution of a partnership does not itself affect a partner’s individual liability on partnership debts.
2. When a partner withdraws from a partnership but other partners continue the business, this continuing liability for existing obligations leaves the withdrawing partner in an uncomfortable situation – she is liable for partnership obligations incurred prior to her departure, but she no longer exercises control over the capacity of the continuing business to satisfy those obligations.
3. UPA § 36(2) releases the departing partner of partnership debts if the court can infer an agreement between the continuing partners and the creditor to release the withdrawing partner.
4. UPA § 36(3) is usually applied to release the departing partner from personal liability when a creditor renegotiates his debt with the continuing partners after receiving notice of the departing partner’s exit.
5. A fundamental characteristic of all business entities – including partnerships, trusts, and corporations – is a segregated pool of assets available to secure business debts.
6. A segregated pool of assets is essential for contracting with jointly owned business entities of any significant size.
7. UPA § 25(1) characterizes partnership property owned by the partners as “tenants in partnership” – the critical feature of this form of “joint ownership” is that it affords to individual partners virtually no power to dispose of partnership property, thus transforming this property into de facto business property.
8. UPA § 25(2) states that a partner cannot possess or assign rights in partnership property, a partner’s heirs cannot inherit it, and a partner’s creditors cannot attach or execute upon it.
9. RUPA §§ 501 and 502 abandon this language entirely in favor of straightforward entity ownership.
10. UPA §§ 26 and 27; RUPA §§ 502 and 503 state that the contributors of equity capital do not own the assets themselves but rather own the rights to the net financial returns that these assets generate, as well as certain governance or management rights.
11. In other words, if a partner does not own her partnership’s assets in any ordinary sense, she nevertheless retains a transferable interest in the profits arising from the use of partnership property and the right to receive partnership distributions (it is these rights to cash flow that a creditor can attach or that an heir may succeed to).
12. RUPA § 503 makes clear that a partner’s transferable interest can be transferred in most circumstances.
13. UPA § 28 and RUPA § 504 permit personal creditors of partners to obtain a “charging order,” which is a lien on the partner’s transferable interest that is subject to foreclosure unless it is redeemed by repayment of the debt.
14. In all cases, partnership creditors get first priority in the assets of the partnership – either under the jingle rule codified in UPA § 40(h) & (i), and the parity rule codified in RUPA § 807(a) and § 723 of the Bankruptcy Act of 1978.
15. As to claims against a partner’s individual assets, partnership creditors are subordinated to the claims of a personal creditor in the allocation of the partner’s assets (as under the jingle rule) if (1) UPA is controlling state law and (2) § 723 of the Bankruptcy Act of 1978 does not apply (that is, the partnership is not in Chapter 7 or the individual partner is not in bankruptcy).
16. But partnership creditors receive parity treatment if either (1) the RUPA is controlling state law or (2) § 723 of the Bankruptcy Act of 1978 applies (the partnership is in Chapter 7 and the individual partner is in bankruptcy).
17. Munn v. Scalera, 436 A.2d 18 (Conn. 1980):  
LIMITED PARTNERSHIP
1. The general partnership form has the bare minimum of features necessary to establish an investor-owned legal entity: (1) a dedicated pool of business assets; (2) a class of beneficial owners (the partners); and (3) a clearly delineated class of agents authorized to act for the entity (also the partners) – but it lacks limited liability as a means to further separate the partnership as a legal entity from the investors who finance it.
2. Limited liability – business creditors cannot proceed against the personal assets of some or all of a firm’s equity investors (to the extent that investors enjoy limited liability, partnership creditors can rely on the assets of the partnership, but these are also the only assets on which they can rely).
3. All limited partnerships must have at least one general partner, with unlimited liability, in addition to one or more limited partners who share in profits without incurring personal liability for business debts.
4. Limited partnerships are generally governed by the Uniform Limited Partnership Act (ULPA) or the Revised Uniform Limited Partnership Act (RULPA).
5. The general partner in a limited partnership is treated almost exactly like a member of a general partnership, e.g., the general partner is personally liable for partnership debts, may bind the partnership in dealings with third parties, etc.
6. The limited partner may participate in the profits of enterprise but enjoys liability limited to his or her partnership contributions.
7. Limited partners may not, however, participate in management or control, beyond voting on major decisions such as dissolution.
8. If limited partners do exercise management powers, they risk losing their limited liability protection as de facto general partners.
9. Under subchapter C of the Internal Revenue Code (IRC), IRC § 7704(a), any enterprise with publicly traded equity – whether limited partnership, limited liability company, or corporation – will be imposed with double taxation (tax on entity’s income and subsequent tax on distributed income).
10. Although exceptions to double-taxation exist under IRC § 7704(c), the test for double taxation is whether or not ownership interests of the firm are traded either on an established securities market (NYSE) or on a secondary market or equivalent (NASDAQ).
11. To determine whether a partner is a limited partner or a general partner, the traditional standard, also adopted in the original ULPA § 7, was the “control” test – whether a partner takes part in the control of the business.
12. The control test is founded on the theory that those who can actively shift assets out of a firm, or make risky decisions, should be held personally liable to prevent opportunism against partnership creditors.
13. RUPA of 1976 § 303 adopts the control test, but adds the qualification that a limited partner who participates in the control of the business is liable only to persons who transact business with the limited partnership reasonably believing, based on the limited partner’s conduct, that the limited partner is a general partner.
14. UPA of 2001 § 303 entirely abandons the control test, stating that a limited partner is not personally liable for partnership liabilities even if the limited partner participates in the management and control of the enterprise – furthermore, commenting that the control rule has become an anachronism.
CORPORATE FORM
CORPORATIONS
1. Weaknesses that are inherent in UPA-type partnerships are: (1) personal liability of those who contribute capital; (2) instability of the firm; (3) illiquidity of an individual’s investment; and (4) cumbersome joint management.
2. These weaknesses are offset by the basic characteristics of the corporate form: (1) legal personality with indefinite life; (2) limited liability for investors; (3) free transferability of share interests; (4) centralized management; and (5) appointing of management by equity investors.
3. Some corporations may lack one or more of the basic characteristics of the corporate form (e.g., closed corporations do not have free transferability of share interests), but no corporate form lacks the characteristic of being a legal personality with indefinite life.
4. Two types of distinctions can be made with corporations; public vs. closely held corporations; and corporations controlled by a single shareholder or a small group of affiliated persons (controlled corporations) vs. corporations that lack a controlling shareholder or control group and delegate control to incumbent managers.
5. Closely held corporations are often businesses that incorporate for tax or liability purposes rather than for capital-raising purposes – because they tend to be small, their shareholders are also likely to be their officers and directors.
6. Closely held corporations often drop features of the corporate form that conflict with their status as incorporated partnerships – such as incorporating restrictions on transfers of shares into their corporate charters.
7. By contrast, public corporations are businesses that incorporate because they foresee a need to raise capital in the public markets tend to adopt all the basic features of the corporate form.
8. Whether a particular closely held business adopts the corporate form or another legal form usually depends on tax objectives and transaction costs (it is cheaper to incorporate because the corporate form supplies a more elaborate set of default provisions and requires less drafting).
9. Controlled corporations are corporations which have a single shareholder or group of shareholders exercise control through their power to appoint the board.
10. In the market corporations do not have such controlling person or group – in other words, anyone can purchase control of these companies in the market by buying enough stock, but until they do, no shareholder or group exercises control.
11. The major problems in corporate law deal with the relations between outside investors, who lack power, and insiders, who control the company’s assets, whether as controlling shareholders or as autonomous managers.
12. In controlled corporations, both public and closely held, tensions between public and controlling shareholders arise most clearly in the form of self-dealing transactions or appropriations of corporate opportunities.
13. In in the market corporations – where as a practical matter, the firm’s management is almost self-perpetuating – parallel tensions arise between shareholders as a class and management most frequently in the form of executive compensation and insider trading.
14. The corporation is considered a separate person in the eyes of the law.
15. This doctrinal fiction of an artificial entity vastly reduces the costs of contracting for credit because creditors only have to look at the assets under the corporation’s name to assess risk of extending credit rather than to look at the creditworthiness of all the shareholders.
16. The status of a corporation as a fictive legal entity allows it to have an indefinite life, thus enhancing the stability of the corporate form.
17. Even without complex drafting, the death or departure of a principal need not disturb the operation of a corporation, as it would a partnership.
18. Today, anyone can create a corporation as a matter of right, quickly and inexpensively.
19. In the US, it is considered to be a fundamental characteristic of its federalism that the various states have reserved the power to charter corporations, which thus restricts the federal government’s authority to charter federal corporations to those that are necessary and proper to accomplish some expressly granted power, such as the power “to coin money and regulate the value thereof.”  U.S. Const. Art. I § 8.
20. Internal affairs doctrine – the law of the state of incorporation governs the internal affairs of a corporation, including such matters as who votes, on what, and how often.
21. In the early stages of US corporation history, of which development was most notable during the economic growth period of the early 19th century, corporate charters could only be approved by state legislatures passing individual acts of incorporation (“special acts”).
22. As the US economy grew, so did its demand for aggregating large amounts of capital, and thus increasing the demand for more corporate charters – which became a heavy burden for state legislatures who were bound to pass special acts each time a corporate charter application was submitted.
23. Rationing the incorporation power by means of special acts became increasingly controversial for two reasons: (1) suspicion that legislatures were creating artificial entities that would in time come to dominate the social landscape; and (2) it corrupted public life by opening the legislature to the possibility of favoritism – the rich or well-connected could, by one technique or another, get a corporate franchise that might otherwise be denied.
24. General laws of incorporation, under which the corporate form would be equally available to all citizens through a uniform administrative process, unburdened the legislative process and removed a source of corruption.
25. Today’s corporate law statutes are largely free of substantive regulation.
26. In 1896, NJ was the first state that authorized corporations to own the stock of other corporations – thus permitting the holding company structure, which in turn, made possible corporate joint ventures and networks of corporations related by ownership (sometimes called corporate groups).
27. Changes that were drastic for their time were that corporations could have indefinite life, be organized for any lawful purpose (except in banking), capital requirements were made flexible (no minim capital or limit on either a corporation’s authorized equity capital or the debt it could issue), amend their certificate of incorporation (corporate charter), own and vote stock of other corporations, own land without limit, and merger with other corporations.
28. Today, almost half the NYSE companies are incorporated in DE.
29. Today, most of the remaining mandatory regulation of internal corporate governance has gradually fallen away; furthermore, liberalization has also taken form in the disappearance of shareholder preemptive rights, broadening of lawful consideration for stock, disappearance of par value as a minimum consideration for stock, and the repeated liberalization of merger law.
30. Typical corporation statues, such as the DE General Corporation Law (DGCL), are nonregulatory, “enabling” statutes with few mandatory features.
31. However, as corporate management’s freedom to act has grown under enabling statutes, and as shareholders of public companies also grew more numerous and disaggregated, courts have come to give greater weight to the judicially created “fiduciary duty” of corporate directors and officers, and the federal government has begun to regulate public companies under the aegis of securities law, which has some of the rule-like, mandatory flavor of early corporate law.
32. Revised Model Business Corporation Act (RMBCA) §§ 2.01 to 2.04 delineate the modern process of incorporation.
· Generally, a person or legal entity, called an “incorporator”, signs the requisite documents and pays the necessary fees (incorporators create corporations initially, but are often clerks or secretaries who act in a purely ministerial capacity).
· More specifically, the incorporators draft and sign a document known as the corporate charter (aka articles-RMBCA or certificate-DGCL of incorporation).
· The corporate charter states the purpose and powers of the corporation and defines all of its special features, with great flexibility being afforded to the designer of the firm’s legal structure.
· DGCL § 102(a)(3) states that incorporation purpose may be “to engage in any lawful act or activity for which corporations may be organized under this rule.”
· Corporate charters will contain any customized features of the new enterprise, but will more often be a generic document with few special features.
· Then, the corporate charter must be duly executed and subsequently filed with a designated public official (usually the secretary of state).
· This filing also identifies the corporation’s principal office within the state or, if there is none, the name of an agent in the state upon whom process may be served.
· DGCL § 106 states that the corporation’s legal life begins when its charter is filed.
· Upon filing, a fee will be due.
· In DE, the fee may be calculated in part as a function of how many shares the new corporation is authorized to issue.
· After the fee is paid, the secretary of state issues the corporation’s charter, which is a copy of the articles attached to a certificate of good standing, signed by the secretary of state.
· In other states, the corporation’s existence begins only when the secretary of state issues a corporate charter.
· The first acts of business once a corporation is created are to elect directors (if initial directors are not named in the charter), adopt bylaws, and appoint officers.
· DGCL § 108; RMBCA § 2.05 mandates these actions to take place in an organizational meeting, which is called either by the incorporators, who elect the initial board of directors, or, when the initial board is named in the corporate charter, by the board members themselves.
33. A corporate charter may contain any provision that is not contrary to law; and modern US corporation statutes mandate only a few terms in the charter – a charter must provide for voting stock, a board of directors, shareholder voting for certain transactions, name the original incorporators, state the corporation’s name and (very broadly) its business, and fix its original capital structure (thus defining how many shares and classes of shares the corporation will be authorized to issue and what the characteristics of those shares will be).
34. DGCL § 141(d) states that the charter may establish the size of the board or include other governance terms, such as whether directors shall have concurrent one-year terms or staggered three-year terms.
35. DGCL § 145(k) states that the charter may establish the procedures for removing directors from office.
36. Corporate bylaws must conform to both the corporation statute and the corporation’s charter.
37. Generally, bylaws fix the operating rules for the governance of the corporation:
· The existence and responsibilities of corporate officers.
· Size of the board of directors or the manner in which the size of the board is to be established.
· Establish annual meeting dates or a formula by which such a meeting date will be fixed.
· Empower an officer to call a stockholders’ meeting.
· Establish procedures for the functioning of the board – such as the board’s committee structure or quorum requirements.
38. DGCL § 109(b) confer upon shareholders the inalienable right to amend bylaws, but other states limit this power to the board.
39. Shareholder’s agreements typically address such questions as restrictions on the disposition of shares, buy/sell agreements, voting agreements, and agreements with respect to the employment of officers or the payment of dividends.
40. Since generally the corporation is a party to these contracts (i.e., shareholder agreements), courts will enforce these agreements where all shareholders are parties as well, but where some shareholders are not parties, enforcement may turn on whether the agreement is fair to shareholders who were not signatories.
41. DCGL § 218(a) provides special statutory restrictions on voting trusts – arrangements in which shareholders publicly agree to place their shares with a trustee who then legally owns them and is to exercise voting power according to the terms of the agreements.
42. Limited liability – in the corporate context, it simply means that absent certain special circumstances, shareholders cannot lose more than the amount they invest, unlike the general partner who is legally a party to all partnership agreements and thus liable under them.
43. Limited liability is nothing more than a default terms in the corporate form; a shareholder can undertake by contract to be corporate guarantor.
44. Advantages of limited liability are: (1) that it vastly simplifies the job of evaluating an equity investment; (2) encourages risk-averse shareholders to invest in risky ventures; and (3) increases the inventive for banks or other expert creditors to monitor their corporate debtors more closely.
45. Setting aside the theoretically troublesome problem of tort creditors, the chief purpose of limited liability is to encourage investment in equity securities and thus to make capital more available for risky ventures.
46. Easterbrook & Fischel, Limited Liability & the Corporation, (1985):  The costs generated by agency relations arising from the separation of investment and management are outweighed by the gains from separation and specialization of function.  Limited liability reduces the costs of this separation and specialization.
· Limited liability decreases the need to monitor managers (or agents) because the more risk an investor bears, the more they will monitor.  But beyond a point more monitoring is not worth the cost, and so the costs of operating the corporation may be potentially reduced because limited liability makes diversification and passivity a more rational strategy.  The risk that the managers’ acts may cause an investor harm is reflected on the price of the share and thus induce managers to find ways to offer assurances to investors without the need for direct monitoring.
· Limited liability reduces the costs of monitoring other shareholders because it makes the identity of other shareholders irrelevant and thus allowing investors to avoid such monitoring costs.  Present limited liability, the risk of liability of investors is detached from the assets of other shareholders.
· Limited liability gives managers incentives to act efficiently because it promotes free transfer of shares.  So long as shares are tied to votes, a potential for displacement arises because poorly run firms will attract new investors who can assemble large blocs at a discount and install new managerial teams.  Limited liability reduces the costs of purchasing shares for investors seeking to displace managers because limited liability makes shares fungible (they trade at one price in liquid markets) and thus makes the identity and wealth of other shareholders irrelevant.  If shares were not fungible, as it would be if there was unlimited liability, an acquirer who wanted to purchase a control bloc of shares might have to negotiate separately with individual shareholders, paying different prices to each.
· Limited liability makes it possible for market prices to impound additional information about the value of firms because if there was no one market price reflecting a homogenous commodity, investors would be required to expend greater resources analyzing the prospects of the firm in order to know the right price.
· Limited liability allows more efficient diversification because or else, a diversified investor could lose his entire wealth if any one firm in the investor’s diversified portfolio went bankrupt.
· Limited liability facilitates optimal investment decisions because it allows management to accept risky ventures (that have positive NPVs) without exposing investors to ruin, who if assumed to be diversified may hedge against the failure of one project by holding stock in other firms.  Thus, the increased availability of funds for projects with positive NPVs is a critical benefit of limited liability.
47. Corporate law everywhere provides that equity investors own a share interest, and not corporate property.
48. This share, or stock, is their personal legal property, and generally (i.e., absent special restrictions imposed by charter or contract), such a share may be transferred together with all rights that it confers.
49. Transferability, a default provision, permits the firm to conduct business uninterruptedly as the identities of its owners change, which avoids the complications of dissolution and reformation, which can affect partnerships.
50. Limited liability and transferability of shares are complementary features of the corporate form because absent limited liability, the creditworthiness of the firm as a whole could change, perhaps fundamentally, as the identities of its shareholders (and thus the assets available to meet corporate obligations) change – consequently making the value of shares difficult for potential purchasers to judge.
51. Transferability allows the establishment of an active market, which facilitates investment by providing liquidity and by facilitating the inexpensive diversification of the risk of any equity investment.
52. Transferability also allows the disciplining of managers because it makes it easy for possible acquirers to purchase control blocs and consequently displace incumbent managers.
53. Under modern corporate law, shareholder designated boards of directors, not investors, are accorded the power to initiate corporate transactions and manage the day to day affairs of the corporation.
54. As a default rule, management is appointed by a board that is elected by the holders of common stock in the company.
55. Corporate law seeks to ensure that centralized management will strive to advance the financial interests of investors without unduly impinging on management’s ability to manage the firm productively.
56. The need for regulating management is that when it comes to public corporations with a diverse group of disorganized shareholders, a collective action problem exists, thus preventing shareholders as a group to act collectively vis-à-vis managers.
57. Generally, a board acts by adopting resolutions at duly called meetings that are recorded in the board’s minutes.
58. The board appoints a firm’s officers and is therefore formally distinct from the operational mangers of the company – managers are legally considered as agents of the corporation, and directors are legally considered quasi-principals (more precisely, economic agents of shareholders).
59. The distinction between managers and directors serves as a check on the quality of delegated decision making and makes the board a convenient focus for control mechanisms based on the legal duties of directors – management is responsible for initiation and execution, and directors are responsible for monitoring and approval.
60. This distinction also reduces costs for corporate decision making by empowering board members with the authority to not respond to shareholder concerns between annual meetings and while in office because directors are much better informed than shareholders about the firm’s business affairs.
61. This distinction, which empowers directors to act in opposition of shareholders, has the effect of delegating to a board the authority to disregard the will of controlling shareholders vis-à-vis minority shareholders or other constituencies, such as employees or creditors.
62. Generally, the board is elected by the firm’s shareholders, who pursuant to the default rule, are given stock voting rights at a ratio of one vote per share of common stock – bondholders are never accorded voting rights except by contract when there is a default of interest payments.
63. The utility of restricting the franchise to holders of common stock is that it helps to ensure that the board will act in the interests of the company’s owners – its residual claimants.
64. In the US, although not a form of direct democracy, corporations have a republican form of government because as the ultimate locus of managerial powers, board members are not required by duty to follow the wishes of a majority shareholder.
65. Automatic Self-Cleansing Filter Syndicate Co., Ltd. v. Cunninghame, 2 Ch. 34 (Eng. C.A. 1906): 
66. Automatic Self-Cleansing Filter Syndicate Co. reflects that corporate directors, as individuals, are not legal agents of the corporation. 
67. DGCL § 271(a) states that a majority of shareholders of a DE corporation may sell the company’s assets without the concurrence of the board, unless as stated in § 271(b), the board abandons such proposed sale “subject to the rights, if any, of third parties under any contract relating thereto.”

68. Even with shareholders’ right to remove directors, the US approach allocates more power to the board than most other jurisdictions, including the UK and most of Continental Europe – which explicitly recognizes to the general shareholder meeting as the “highest managerial organ” (probably due to the fact that US companies are generally widely held while European companies more often have concentrated shareholder ownership).
69. DGCL § 141 confers upon the board the primary power to direct or manage the business and affairs of the corporation.
70. However, boards usually designate managers or a CEO, who in turn nominates the other officers for board confirmation.
71. But the managerial powers of directors, acting as a boar, are extremely broad, including (1) power to appoint, compensate, and remove officers, (2) power to delegate authority to subcommittees of the board, officers, or others, (3) power to declare and pay dividends, (4) power to amend the company’s bylaws, (5) exclusive power to initiate and approve certain extraordinary corporate actions (amendments to the corporate charter, mergers, sales of all assets, and dissolutions), and (5) power to make major business decisions (products offered by the company, price for products, employee wages, entering into financing agreements). 
72. In default of any special provision in the charter, all members of the board are elected annually to one-year terms and all directors have one vote on matters before the board.
73. Generally, however, corporation statutes permit corporate charters to create staggered boards, in which directors are divided into classes that stand for election in consecutive years (DGCL § 141(d) allows up to three such classes; New York Business Corporation Law (NYBCL) § 704 allows up to four and mandates that staggered board may be established in the charter or by shareholder enacted bylaw without board concurrence).
74. Institutional investors generally oppose staggered boards because they enhance management’s ability to resist hostile takeovers, but staggered boards are standard features of new companies undergoing IPOs.
75. The charter may provide that board seats are to be elected by certain classes of stock, but regardless, all directors still owe their fiduciary duties to the corporation as an entity and to all its shareholders – specially elected directors do not owe a particular duty to the class that elected them.
76. The board has inherent power to establish standing committees for the effective organization of its own work, and it may delegate certain aspects of its tasks to these committees or to ad hoc committees (if committee is advisory, they may include nondirectors, but if a committee exercises any part of the board’s power, they must be composed entirely of directors).
77. Matters that by statute require board action cannot be delegated to a committee for final action.
78. Governance power resides in the board of directors, not in the individual directors who constitute the board, so thus they have all the power created by the firm’s constitutional documents only when they preside and act as a board at a duly constituted board meeting and by majority vote (unless the charter requires a supermajority) that is formally recorded in the minutes of the meeting – this requirement is an effort to discourage manipulation of board decision making.
79. Proper notice of these meetings must be given and a quorum must be present.
80. DGCL § 141(b) provides minimum requirements for specifying what constitutes proper notice and what constitutes a quorum – more often they will be specified in the bylaws.
81. DGCL § 141(f) states that, in lieu of the traditional board action, a board may act without a meeting if the members give their unanimous written consent to the corporate action in question.
82. Corporate directors may not give proxies to others; they must all vote personally.
83. Allocating the center of energy and power of the corporate enterprise with the board has its criticisms because unlike the CEO, most outside directors cannot in the time available consider the merits of any significant number of complex corporate decisions or second-guess the judgments of the corporation’s full-time officers, who are intimately versed in the company’s business affairs.
84. Generally, the corporate charter empowers the board to appoint officers and remove them, with or without cause.
85. By and large, the board has the power to delegate authority to corporate officers as it sees fit.
86. The traditional officers are the president, vice presidents, treasurer, and secretary, although nowadays the most senior officer is frequently designated as the CEO.
87. Corporate officers, unlike directors, are unquestionable agents of the corporation and are therefore subject to the fiduciary duty of agents.
88. Jennings v. Pittsburgh Mercantile Co., 202 A.2d 51 (Pa. 1964):  
89. Grimes v. Alteon, Inc., 804 A.2d 256 (Del. 2002):  A CEO was held to lack the authority to enter an oral contract to sell 10% of any new issue of stock to an existing shareholder who wished to maintain his proportionate shareholdings.  Court held that such a contract constituted a “right” in the company’s securities and thus required board approval under DGCL §§ 152 and 157.  While this construction might not have been compelling on the face of DGCL §§ 152 and 157 alone, according to the court, it was required by the spirit animating a broader set of DGCL provisions as well as the fundamental social policies of protecting the board’s power to regulate corporate capital structure and ensuring the certainty of property rights in corporate shares.
90. Menard, Inc. v. Dage-MTI, Inc., 726 N.E.2d 1206 (Ind. 2000):  
LLPs & LLCs
1. Limited liability partnership (LLP) – a general partnership in which partners retain limited liability, at least for certain liabilities and limited periods.
2. Most LLP statutes intend to protect professionals such as lawyers and accountants.
3. Delaware Limited Liability Partnership Act (DLLPA) § 1515(b) states that liability is limited only with respect to partnership liabilities arising from the negligence, malpractice, wrongful act, or misconduct of another partner or an agent of the partnership not under the partners’ direct control.
4. By contrast, a few LLP statutes, including those of NY, extend liability protection to partnership contract debts as well as tort liabilities.
5. DLLPA § 1546(a) and (d) establishes minimum capitalization or insurance requirements in the form of at least $1 million in insurance coverage or segregated assets available for creditors to substitute for the unlimited liability of partners for business torts.
6. Of the 50 state limited liability company (LLC) statutes, no two are exactly alike.
7. Members of LLCs may operate the firm and serve as its agents, just as general partners do, or elect “managers” to do so, as in limited partnerships or corporations; and resignation of a member may or may not lead to dissolution.
8. Like limited partnerships, LLCs must file a copy of their articles of organization with the secretary of state.
9. Unlike limited partners, however, the members of an LLC enjoy limited liability even when they exercise control over the business in much the same way that a general partner would.
10. The rise of LLCs was primarily tax driven.
11. Generally, transferability of ownership of LLCs are restricted in that transferees of LLC interests do not become members unless all or a specified percentage of remaining members (as provided in the LLC articles of organization) consent.
12. Uniform Limited Liability Company Act (ULLCA) § 503; Delaware Limited Liability Company Act (DLLCA) § 18-702 state that transferees not approved by remaining members obtain only the distribution rights of the transferor.
13. IRC § 7704 treats all publicly held LLCs as C corporations for tax purposes, so that transfer limitations are usually not a problem for LLCs.
14. ULLCA § 203(d) states that members are permitted to designate in the articles of organization that the LLC is for a term, and if no term is set, the LLC is an at-will LLC.
15. At-will LLC – members have the power, and generally the right, to rightfully withdraw at any time; and upon withdrawal, members are entitled to a payment of the fair value of their membership interest.
16. In a term LLC, members have the power to withdraw, but generally not the unlimited right to do so, and do not receive the fair value of their interest until the end of the stated duration in the articles of organization.
17. Today, the “check the box” rule allows all new unincorporated businesses (including general and limited partnerships, LLCs, and LLPs) to chose whether to be taxed as partnerships or corporations.
18. Closely held corporations that seek such pass-through tax treatment must comply with the ownership limitations of subchapter S of the IRC, such as a single class of stock and 75 or fewer noncorporate shareholders.
19. IRC §§ 752 and 754 allow to pass entity-level debt through to members for income tax purposes and the ability to adjust the inside basis of a firm’s assets upon the death of an owner, transfer of ownership interests, or distributions from the firm.
20. In DE, fiduciary duties exist in LLCs, LPs, and LLPs alike regardless of the relevant statutory policies adopting the freedom of contract.
21. LLCs and LLPs have shown rapid growth as the preferred form of business organization of newly formed enterprises, but at the expense of LPs and GPs rather than corporations.
PROTECTION OF CREDITORS
CAPITAL STRUCTURE
1. Corporations can (1) borrow money or (2) issue equity securities as ways to raise capital to fund its operations.
2. Creditors have contractual rights to receive a periodic payment of interest and to have their principal paid in full at a certain maturity date.
3. If a corporation fails to make any of these payments to a creditor, the creditor has legal remedies, which ordinarily include the basic right to sue the company and to have the sheriff seize the debtor’s property for the creditor’s benefit if the debtor corporation fails to pay.
4. Creditors typically also get contractual rights to accelerate payment of the principal amount if the debtor defaults (for long enough) in paying an interest payment pursuant to acceleration clauses.
5. Debtors generally must pay its creditors first before the debtor can distribute funds or other things of value to equity owners.
6. Most equity claims on corporations take the form of common stock.
7. Shareholders have no right to any periodic payment, nor can they demand the return of their investment from the corporation.
8. Shareholders can expect to receive dividends, but they get those dividends only when the corporation’s board so declares.
9. Shareholders merely have a right to vote, and typically not the right to tell management how to run the corporation’s operations or to tell the board to declare a dividend.
10. The mix of long-term debt and equity claims that the corporation issues to finance its operations is known as capital structure.
11. Debt securities are contracts with great flexibility in design.
12. Lawyers can construct whatever terms the parties desire, as long as these terms do not violate positive law in some respect.
13. In the corporate context, a loan agreement can be viewed as an allocation of risks and responsibilities between the debtor, the creditor, and among each of several classes of creditors.
14. Maturity date – a stated date in the future when by virtue of a loan agreement the debtor is obligated to repay the creditor the full amount of the principal.
15. The mechanisms for the creditor to use to sue a defaulting debtor are usually specified in the loan agreement.
16. Creditor investors choose between investing in debt by extending a loan or by buying a bond.
17. An advantage of bonds is that the investor generally faces less risk as a creditor than as a shareholder because creditors have a legal right to periodic payment of a return and a priority claim over the company’s shareholders on corporate assets in the event that the corporation defaults.
18. Bondholders can also sue on contract, thus giving bonds an advantage over equity shares.
19. Bonds may also be constructed to reduce the financial risk of default through devices such as protective covenants.
20. In the context of taxation, debt has an advantage as a source of finance because interest payments by the debtor are deductible costs of business when the firm calculates its taxable income.
21. By contrast, no deduction is available for dividends or distributions paid to the corporation’s shareholders, thus making the cost of capital for debt lower than equity in this respect.
22. The legal character of common stock can also be seen as essentially contractual in nature, but in this instance, the law fixes clear default rules on the contract.
23. The most important of these rules are that shareholders can vote to elect directors and that share carries one vote per share.
24. Any deviation from this one-vote-per-share default rule must appear in the corporation’s charter.
25. Whether there are multiple types of stock with different voting rights, preferences upon liquidation, or other terms that affect the company’s stock must all appear in the corporation’s charter.
26. Examples of other terms:
· Redeemable stock – stock that the corporation may redeem on terms stated in the charter, either at the election of the board or at some set time.  Redeemed stock is stock that is cancelled and may not be reissued.
· Exchange right – a right to switch one security for another.
· Conversion right – a right to convert one security into another at a stated conversion rate.
· Put right – a shareholder’s right to force the company to buy her security at a fixed price.
· Call right – corporation’s right to force shareholders to surrender their stock at a fixed price.  Called stocks remain as treasury stock and retain its status as issued, it is just not outstanding. 
27. Common stock holds both control rights, through its power to designate the board, and the residual claim on the corporation’s assets and income.
28. Preferred stock – any equity security on which the corporate charter confers a special right, privilege, or limitation.
29. Preferred stock is just as malleable as bonds and generally carry a stated dividend, but unlike a bond coupon rate, this dividend is payable only when it is declared by the board.
30. Generally, a preferred stock has incorporated in it a provision providing for any unpaid dividends to accumulate and that all accumulated dividends must be paid to preferred shareholders before any dividends can be paid to common shareholders.
31. Preferred stock generally does not carry voting rights to appoint board members, but sometimes preferred stockholders do get to vote, by virtue of the provisions of the stock itself, or if the preferred stock dividend has been skipped for long enough.
32. Ordinarily preferred stock does not vote so long as its dividend is current, but if dividend payments are on default, preferred shareholders can sometimes elect a stated number (or all) of the directors (as provided by the corporation’s charter).
33. On certain fundamental matters, such as mergers in which their rights may be affected, preferred shareholders are accorded a class vote under some statutes, which can mean that they exercise a veto right on the proposed deal.
34. In DE, a preferred stockholder’s right to vote as a class must be created specifically in the document creating and defining the preferred stock.
35. Preferred shareholders get preference over common stock in liquidation and dividends.
DISCLOSURE & CAPITAL REGULATION
1. Problems corporate creditors face:
· Debtors can misrepresent their income or assets before they borrow.
· Debtors can dilute the assets that secure their debts (by operating their business badly or by hiding or shifting assets so they are out of the reach of creditors) after they borrow.
· Debtors can dilute the claims of their unsecured creditors (by taking senior debt).
· Debtors can increase the riskiness of their debt (by altering investment policy).
· Debtors can externalize costs to involuntary creditors such as tort victims by incurring liabilities that exceed the value of their assets.
2. To some extent, corporate law seeks to protect creditors because the core corporate feature of limited liability greatly exacerbates the traditional problems of debtor-creditor relationships.
3. Limited liability opens opportunities for both express and tacit misrepresentation in transactions with voluntary creditors (by misrepresenting assets within the corporation and simply walking away if the business fails).
4. Limited liability also makes it possible and sometimes attractive to shift assets out of the corporation after a creditor has extended credit to the corporation, or once the loan has been made the corporation can undertake highly risky investments or increase leverage in order to shift uncompensated risk onto both voluntary and involuntary creditors.
5. Although quite expensive, the most effective creditor protection for substantial creditors comes from contractually based protections in the form of collateral and specific covenants that give creditors early warnings of credit problems.
6. Default provisions of law also exist to protect all creditors regardless of their contract.
7. Corporate law (1) imposes a more or less extensive mandatory disclosure duty on corporate debtors; (2) promulgates (usually de minimis) rules regulating the amount and disposition of corporate capital; and (3) imposes duties to safeguard creditors on corporate participants, such as directors, creditors, and shareholders.
8. Federal securities law imposes extensive mandatory disclosure obligations on public corporations.
9. In contrast, state corporation laws generally make little use of mandatory disclosure to protect creditors of closely held corporations.
10. Problems with financial statements are that the income statement does not reflect the amount of cash available to owners, just as the balance sheet does not reflect current economic values.
11. Nevertheless, financial statements are crucial to investors and others who wish to evaluate economic performance and estimate company values.
12. Stated capital (aka capital stock; corporation’s legal or nominal capital) – all or a portion of the value that shareholders transferred to the corporation at the time of the original sale of the company’s stock to its original shareholders (Par value of stock X number of issued and outstanding shares).
13. DGCL § 154 states that if a corporation chooses to issue no-par stock, the board must set aside some (discretionary) portion of the sale price as the company’s stated capital.
14. NYBCL § 510(a) bars distributions that would render the corporation insolvent (i.e., the corporation is unable to pay its immediate obligations as they come due). 
15. NYBCL § 510(b) is known as a “balance sheet test” or “capital surplus test”, which states that dividends may be paid only out of surplus capital, and not out of stated capital.
16. The capital surplus test is much looser than it may seem because pursuant to NYBCL § 516(a)(4), the board is entitled to restructure the capital account by shifting any portion of the stated capital account to the surplus account if it is authorized to do so by shareholders.
17. DGCL § 170(a) advances a “modified capital surplus test” commonly known as the “nimble dividend test”, whereby directors of a corporation (excluding banking corporations) may pay dividends either out of capital surplus or, if there is no capital surplus, out of net profits in the current or preceding fiscal year.
18. In DE, a board may freely transfer stated capital associated with no par stock into the surplus account on its own decision (unlike NY where shareholder approval is necessary).
19. DGCL § 244(a)(4), however, states that with par stock, reducing the stated capital requires a charter amendment to reduce the par value of the stock, and thus requires a shareholder vote.
20. CCC § 500 advances a two-part distribution test known as the “modified retained earnings test”, whereby a corporation may pay dividends either out of its retained earnings or out of its assets, as long as those assets (on the balance sheet) remain at least 1.25 times greater than its liabilities and the current assets at least equal current liabilities.
21. RMBCA § 6.40 is a traditional distribution test with a modern twist, whereby a corporation may not pay dividends if, as a result of doing so, (a) the corporation cannot pay its debts as they come due or (b) corporate assets are less than their liabilities plus the preferential claims of preferred shareholders.
22. RMBCA § 6.40(d) states that in determining whether assets suffice to make distributions under the test, the board is permitted to rely on either GAAP or a fair valuation or other method that is reasonable in the circumstances (e.g., DCF valuation).
23. Revaluation surplus account – mirror account when a company’s revaluation of its assets to a new value that is a fair estimate of economic value is more than the stated value in the balance sheet.
24. Because revaluation surplus accounts are surplus accounts, dividends may be paid out of them.
25. Thus, under the DGCL and RMBCA, the only real protection that creditors have against dividend payments (except for contractual restrictions that are often found in loan documents) is the restriction provided by the fraudulent transfers act.
26. Minimum capital and capital maintenance requirements may work as a measure to protect creditors, but in the US (unlike the EU or JPN), statutory minimum capital requirements are either truly minimal ($1,000) or entirely nonexistent (Neither the DGCL or RMBCA requires a minimum capital amount as a condition of incorporation).
FIDUCIARY DUTIES
1. Under certain circumstances, directors owe an obligation (which arises under the Uniform Fraudulent Transfers Act (UFTA), statutory restrictions on dividend payments, and by common law) creditors not to render the firm unable to meet its obligations to creditors by making distributions to shareholders or to others without receiving fair value in return.
2. Crédit Lyonnais v. Pathe Commc’n Corp., 1991 Del. Ch. LEXIS 215 (Del. Ch. 1991):  The court held that when a corporation is “in the vicinity of insolvency,” its directors in making business decisions should not consider shareholders’ welfare alone but should consider the welfare of the community of interests that constitute the corporation.
3. Fraudulent conveyance law (FCL) (a general creditor remedy) imposes an effective obligation on parties contracting with an insolvent – or soon to be insolvent – debtor to give fair value for the cash or benefits they receive, or risk being forced to return those benefits to the debtor’s estate.
4. FCL is designed to void transfers by a debtor that are made under circumstances that are unfair to creditors.
5. FCL provides a means to void any transfer made for the purpose of delaying, hindering, or defrauding creditors.
6. UFTA § 4(a)(1); Uniform Fraudulent Conveyance Act (UFCA) § 7 state that present or future creditors may void transfers made with the actual intent to hinder, delay, or defraud any creditor or debtor.
7. UFTA §§ 4(a)(2), 5(a) and 5(b) states that creditors may void transfers made without receiving a reasonably equivalent value if the debtor is left with remaining assets unreasonably small in relation to its business, or the debtor intended, believed, or reasonably should have believed he would incur debts beyond his ability to pay as they became due, or the debtor is insolvent after the transfer.
8. FCL permits creditors to void transfers by establishing that they were either actual or constructive frauds on creditors.
9. But, future creditors who knew or could have easily have found out about otherwise vulnerable transfers cannot void them – they are presumed to have had notice and accepted such risks when contracting with the debtor.
10. Shareholders may either find themselves liable to corporate creditors, or have any loans they have made to the company subordinated to other creditors under the doctrines of (1) equitable subordination and (2) corporate veil piercing.
11. Courts of equity invoke the equitable subordination doctrine when they feel compelled, by considerations of equity, to recharacterize debt owed by the company to its controlling shareholders as equity.
12. U.S. Bankruptcy Code (USBC) § 510(c)(1) permits the subordination of a debt claim under principles of equitable subordination (the doctrine was codified in the USBC probably because the doctrine is rarely invoked outside the bankruptcy context).
13. Equitable subordination is a means of protecting unaffiliated creditors by giving them rights to corporate assets superior to those of other creditors who happen to also be significant shareholders of the firm.
14. Equitable subordination will be invoked by courts when (1) the creditor sought to be subordinated is an equity holder and typically and officer of the company, and (2) this insider-creditor has, in some fashion, behaved unfairly or wrongly toward the corporation and its outside creditors.
15. Costello v. Fazio, 256 F.2d 903 (9th Cir. 1958):  
16. In addition to equitable subordination doctrine, courts have the equitable power to set aside the entity status of the corporation (aka piercing the corporate veil) to hold its shareholders liable directly on contract or tort obligations.
17. Lowendahl test – corporate veil piercing requires that PF show the existence of a shareholder who completely dominates corporate policy (including a failure to treat the corporation formality seriously) and uses her control to commit a fraud or wrong that proximately causes PF’s injury.
18. Another test for corporate veil piercing affords PFs equitable remedy whenever recognition of the corporate form would extend the principle of incorporation beyond its legitimate purposes and would produce injustices or inequitable consequences.
19. Considerations that courts take into account when facing a corporate veil piercing issue are, inter alia: (1) disregard for corporate formalities; (2) thin capitalization; (3) small numbers of shareholders; and (4) active involvement by shareholders in management.
20. Sea-land Serv., Inc. v. Pepper Source, 941 F.2d 519 (7th Cir. 1991):  
21. Although outdated, one study that examined all veil-piercing cases appearing in Westlaw through 1985 revealed that the corporate veil was pierced in 92% of the cases in which there was a judicial finding of misrepresentation.
22. The study also found that courts are more likely to pierce the corporate veil on behalf of contract creditors than tort creditors, arguably because it is more likely that misrepresentation is involved with contract creditors.
23. Tort creditors of thinly capitalized corporations differ from contract creditors because (1) tort creditors probably do not rely on the creditworthiness of the corporation in placing themselves in a position to suffer a loss, and (2) they generally cannot negotiate with a corporate tortfeasor ex ante for contractual protections from risk.
24. Thin capitalization alone, however, is insufficient ground for corporate veil piercing.
25. Walkovszky v. Carlton, 223 N.E.2d 6 (N.Y. 1966):  
26. The U.S. Supreme Court has held that state veil-piercing law also applies in actions to impose liability under the Comprehensive Environmental Response, Compensation, and Liability Act (CERLA) on parent companies for the polluting activities of their subsidiaries.
27. Substantive consolidation – an equitable remedy in bankruptcy that consolidates assets among corporate subsidiaries for the benefit of creditors of the various corporate subsidiaries.
28. Substantive consolidation can be thought of as horizontal veil piercing, in which the corporate holding company structure is ignored for the purpose of distributing assets in bankruptcy.
29. Although countervailing considerations of ex post fairness run strong and deep in bankruptcy proceedings, substantive consolidation is problematic because it is primarily invoked in bankruptcy proceedings, substantive consolidation necessary invokes federal law which undermines well-established state corporate law doctrine on veil piercing, and it dilutes the utility of the corporate form as a device for asset partitioning and risk allocation, and hinders the development of internal capital markets that efficiently allocate capital within firms.
30. Although shareholders can eventually escape all liability through the simple act of dissolving the corporation and abandoning its assets, it may be more difficult to escape tort costs by selling the corporation’s assets.
31. Successor liability doctrine – the buyer of the liquidating firm’s product line picks up the tort liability of the seller, at least as that liability relates to the purchased product line.
To avoid imposition of successor corporation liability, the purchasing firm must have no operation identifiable as continuous with the selling firm’s product line. 

SHAREHOLDER VOTING
OVERVIEW
1. Much of the utility of the corporate form derives from the broad, yet not absolute, discretion centralized management structures are delegated with.
2. Management’s discretion is restricted by statute and may be curtailed by the corporate charter or bylaws.
3. But largely, investors in public corporations rely largely on the default terms built into corporation law to control the agency costs of management.
4. Default powers of shareholders – right to vote, right to sell, and right to sue.
5. Right to vote – shareholders have the right to vote on the designation of the board and on certain fundamental corporate transactions (the right to call annual meetings, afford information to shareholders, vote by proxy, and remove directors is associated with the right to vote).
6. Right to sell – shareholders have the right to sell their stock if they are disappointed with their company’s performance.
7. Right to sue – shareholders have the right to sue their directors for breach of fiduciary duty in certain circumstances.
8. The most important factor affecting shareholder voting is the collective action problem faced by shareholders in large public corporations.
DIRECTOR ELECTION & REMOVAL
1. The right to elect directors is the foundational, and mandatory, voting right.
2. DGCL § 141(a) – every corporation must have a board of directors, even if the board has only a single member.
3. DGCL § 212(a) – every corporation must have at least one class of voting stock (in the absence of any customization in the charter, by default each share of stock has one vote).
4. The right to elect the board is more valuable to common stock investors than to any other class of investors because common stock investors do not have contractual mechanisms to protect their investments or to secure returns.
5. DGCL § 211 – a corporation must hold annual election of directors.
6. DGCL § 141(d) – shareholders elect 1/3 of the board annually when the charter provides for a staggered or classified board made up of three classes of directors, each serving three-year terms.
7. DGCL § 222(b) – there is a notice period of 10 days minimum and 60 days maximum for holding the annual shareholder meetings.
8. DGCL § 216 – a quorum requirement exists for general meetings.
9. DGCL § 211(c) – affixes the minimum and maximum period for the board to fix a record date; shareholders who are registered as of the record date are legal shareholders entitled to vote at the meeting.
10. Within the range of alternatives permitted by statute, a corporation’s actual notice period, quorum requirement, and record date will be established by the charter or in a bylaw.
11. Cumulative voting – a voting regime designed to increase the possibility for minority shareholder representation on the board of directors whereby each shareholder may cast a total number of votes equal to the number of directors for whom she is entitled to vote, multiplied by the number of voting shares that she owns, with the top overall vote getters getting seated on the board.
12. Where a corporate charter does mandate cumulative voting, it affects the exercise of the shareholder removal rights (removal rights must also abide by a cumulative voting regime because a straight voting regime to remove directors would annul the election of directors).
13. The right to remove directors, as the right to elect directors, is governed by state corporate laws.
14. DGCL § 141(k) – confers upon shareholders the right to remove directors.
15. State law in all jurisdictions bars directors from removing fellow directors, for cause or otherwise, in the absence of express shareholder authorization – a board cannot adopt a bylaw that purports to authorize it to exercise a removal power.
16. NYBCL § 706 – shareholders are permitted to grant the board power to remove individual directors for cause.
17. In all events, if the board uncovers cause for removal, it can petition a court of competent jurisdiction to remove the director from office.
18. It is generally conceded that any court of equity supervising the performance of any fiduciary (usually state courts) has an inherent power to remove for cause.
19. Federal courts also have this authority when the corporation is publicly traded and therefore registered under the Securities and Exchange Act of 1934.
20. DGCL § 141(k) – when a board is classified (or a staggered board) directors can be removed only for cause, unless the charter provides otherwise (thus making shareholder removal more difficult when a board is classified).
21. A staggered board makes it more difficult for a shareholder – even a shareholder who holds 51% of the stock – to gain control of the board of directors.
22. Under a unitary board, in which all directors are elected annually, a shareholder has a clean shot at electing a full board once a year.
23. But when the board is staggered, a shareholder must win two elections, which can be as long as thirteen to fifteen months apart, in order to gain majority control (i.e., 2/3 of the seats) on the board.
24. Staggered board have been criticized as entrenching boards and managers in ways that deter value-increasing hostile takeover bids because it is more difficult for the hostile bidder to take control of the board and approve of the transaction.
25. In the hostile takeover context, where a poison pill exists to deter hostile takeovers, gaining control of the target corporation’s board is essential because the board has authorization to redeem the poison pill.
SHAREHOLDER MEETINGS
1. DGCL § 211 – if a board fails to convene an annual meeting within 13 months of the last meeting, courts will entertain a shareholder’s petition and promptly require that a meeting be held in a summary action.
2. At annual meetings, shareholders vote to elect the board; adopt, amend, and repeal bylaws; remove directors; and to adopt shareholder resolutions that may ratify board actions or request the board to take certain actions.
3. Special meetings – shareholder meetings other than the annual meeting called for special purposes, generally to vote on fundamental transactions.
4. In most jurisdictions, a special meeting is the only way that shareholders can initiate action (such as, the amendment of bylaws or the removal from office of directors) between annual meetings.
5. Although the more investors monitor corporate management the lower the firm’s cost of capital due to the lower wasteful agency costs, special meetings themselves are costly in terms of capital resources and lost time of senior executives.
6. RMBCA § 7.02 – a corporation must hold a special meeting of stockholders if (i) such a meeting is called by the board or a person authorized in the charter or bylaws to do so, or (ii) the holders of at least 10% of all votes entitled to be cast demand such a meeting in writing.
7. DGCL § 211(d) – special meetings may be called by the board or by such persons as are designated in the charter or bylaws (it does not contain the mandatory 10% provision found in RMBCA § 7.02 and many state statutes).
8. Shareholders may have an alternative to special meetings in the form of a statutory provision permitting them to act in lieu of a meeting by filing written consents.
9. DGCL § 228 (DE shareholder consent statute) – any action that may be taken at a meeting of shareholders (e.g., amendment of bylaws or removal of directors) may also be taken by the written concurrence of the holders of the number of voting shares required to approve that action at a meeting attended by all shareholders.
10. RMBCA § 7.04(a) – recognizes shareholder consent statutes but requires unanimous shareholder consent.
CLASS VOTING
1. Voting regimes always present the risk that majority blocks will advance their private interests, and so the minority needs structural protection against exploitation by the majority.
2. This protection is offered by the class voting requirement.
3. A transaction that is subject to class voting simply means that a majority (or such higher proportion as may be fixed) of the votes in every class that is entitled to a separate class vote must approve the transaction for its authorization.
4. In the context of fundamental transactions (i.e., mergers and charter amendments), it may be necessary to protect the interests of separate classes of shares to ensure that the transaction is fair not only to shareholders in the aggregate but also to those subgroups.
5. DGCL § 242(b)(2) – If a proposed charter amendment adversely affects the legal rights of a class of stock or disadvantages them in some other respect, then it should be adopted only with the concurrence of a majority of the voting power of that class voting separately.
6. RMBCA § 10.04 – avoids concepts such as whether proposed change to the charter adversely affects the rights of the stock, but requires a vote whenever an amendment will change certain things (thus avoiding whether a change is adverse or beneficial).
7. RMBCA §§ 10.04(5) and 10.04(6); NYBCL § 804(a)(3) – holders of the existing preferred stock have the right to vote on a charter amendment that creates a new class of preferred stock senior to the existing preferred in terms of either dividend preference or liquidation rights (in essence, the economic interests of shareholders, and not just their legal rights, are protected).
8. In DE, class vote statutes are more narrow; a separate vote is required only if an amendment would alter the legal rights of the existing security (thus in DE, class vote protections must be built in when a preferred stock is designed, most often in the Certificate of Special Rights, Limitations and Preferences).
SEPARATION OF CONTROL & CASH FLOW
1. Capital structures with dual-class voting, which misalign control rights and return rights, are not prohibited by law, although they are discouraged by stock exchange listing requirements.
2. A statutory prohibition against a corporation voting shares owned by the corporation directly or indirectly, however, does exist – the law prohibits management from voting stock owned by the corporation.
3. DGCL § 160(c) – 
4. Speiser v. Baker, 525 A.2d 1001 (Del. Ch. 1987):
5. A shareholder may not sell her vote other than as part of a transfer of the underlying share, and vice-versa, a shareholder may not sell her share without transferring along with the share its right to vote.
6. Schreiber v. Carney, 447 A.2d 17 (Del. Ch. 1982):  
7. Warrants – like options, are rights to purchase stock at a fixed exercise price.
8. Today, however, many types of derivative financial contracts are available in more or less standard forms that allow the legal owner of shares to trade away the economic risk of an investment (or a slice of it) while maintaining legal title to the shares (and thus the legal right to vote them).
9. Controlling minority structures (CSMs) – mechanisms that permit a shareholder to control a firm while holding only a fraction of its equity (e.g., vote buying, circular voting, dual class share structures, stock pyramids, and cross-ownership ties).
10. DGCL § 151(a); NYBCL § 613 – does not require all shares to have voting rights, nor does it require all voting shares to have equal voting rights; thus making it possible to issue super-voting stock.
11. NYSE, NASDAQ, and the SEC listing rules have been amended to proscribe securities that limit the voting rights of existing securities but to permit IPOs of low-vote or no-vote stock that do not control the rights of existing rights.
12. In many entrepreneurial firms that go public with a dual-class voting structure, the charter mandates that high vote shares will convert to one-share/one-vote stock if the original holder transfers them to a third party.
THE COLLECTIVE ACTION PROBLEM
1. Collective action problem arises because a shareholder who holds a trivial minority stake will have no incentive to invest capital to obtain information if she knows her vote will not be dispositive.
2. Institutional investors have been deemed to be a solution to the collective action problem on grounds that their stakes in corporations are much larger than individual shareholders, and thus have an incentive to monitor more closely the actions of boards and management.
3. The problem with institutional investors is that most of them are by law limited in how their investment portfolios are structured (e.g., banks, insurance companies), or their incentives are not as high as people assume because the commission charged by institutional investors does not incorporate active monitoring costs (e.g., money managers usually only get 10 to 20 basis points for commission).
4. On the other hand, capital joint ventures, private equity funds, and hedge funds have a higher degree of monitoring incentives because their commission percentages are much higher than general money management companies (e.g., 10 to 20% of profits).
FEDERAL PROXY RULES
1. Proxy Rule 14a-9 is the SEC’s general proscription against false or misleading proxy solicitations.
2. The key elements of establishing a Rule 14a-9 claim:
· Materiality: A misrepresentation or omission in a proxy solicitation can trigger liability only if it is material, that is, there is a substantial likelihood that a reasonable shareholder would consider it important in deciding how to vote.
· Culpability: Federal Circuit Courts are split between adopting a negligence standard and requiring proof of scienter (intentionality or extreme recklessness).
· Causation and Reliance: A PF need not prove actual reliance on a misrepresentation to complete a Rule 14a-9 cause of action.  Instead, causation of injury is presumed if a misrepresentation is material and the proxy solicitation was an essential link in the accomplishment of the transaction.
· Remedies: Injunctive relief, rescission, and monetary damages are available remedies for a prevailing Rule 14a-9 claim.
Virginia Bankshares, Inc. v. Sandberg, 501 U.S. 1083 (1990):  

DUTY OF CARE
INTRODUCTION
1. Corporate governance gives rise to fiduciary duties because it involves both the exercise of legal power by one over property that she does not equitably own and because it involves a relationship of dependency.
2. Duties of a fiduciary:
· Duty of obedience – a fiduciary must act consistently with the legal documents that create her authority.
· Duty of loyalty – corporate fiduciaries are required to exercise their authority in a good-faith attempt to advance corporate purposes (in particular, it bars corporate officers and directors from competing with the corporation, from appropriating its property, information, or business opportunities, and especially from transacting business with the corporation on unfair terms.
· Duty of care – corporate fiduciaries are required to act with the care of an ordinarily prudent person in the same or similar circumstances (the duty of care reaches every aspect of an officer’s or director’s conduct, but the law insulates officers and directors from liability based on negligence, as opposed to knowing misconduct, in order to avoid inducing risk-averse management of a corporation).
3. A corporate director must do more than pursue the corporation’s interest in good faith; the director also has the duty to act as a reasonable person would in overseeing the company’s operations.
4. American Law Institute’s Principles of Corporate Governance (ALIPCG) § 4.01; RMBCA § 8.30 – a corporate director or officer is required to perform her functions (1) in good faith, (2) in a manner that he or she reasonably believes to be in the best interests of the corporation, and (3) with the care that an ordinarily prudent person would reasonably be expected to exercise in a like position and under similar circumstances.
5. Although a director or officer’s duty of care is similar to a negligence standard in torts, it is different because directors and officers bear the full costs of any personal liability, but they receive only a small fraction of the gains from a risky decision.
6. Liability under a negligence standard therefore would predictably discourage officers and directors from undertaking valuable but risky projects.
7. Gagliardi v. Trifoods Int’l, Inc., 683 A.2d 1049 (Del. Ch. 1996):  
8. DGCL § 145 – authorizes corporations to indemnify the expenses incurred by officers or directors who are sued by reason of their corporate activities.
9. Statutory law authorizes corporations to purchase liability insurance for their directors and officers, which may even cover some risks that are not subject to indemnification.
10. Common law has evolved protections for directors and officers by way of the business judgment rule.
11. DGCL § 102(b)(7) – authorizes companies to waive director (and sometimes officer) liability for acts of negligence or gross negligence.
INDEMNIFICATION & D&O INSURANCE
1. Most corporate statutes prescribe mandatory indemnification rights for directors and officers and allow an even broader range of elective indemnification rights.
2. DGCL § 145(a), (b), & (c) – Generally, corporations are authorized to commit to reimburse any agent, employee, officer, or director for reasonable expenses for losses of any sort (attorneys’ fees, investigation fees, settlement amounts, and in some instances judgments) arising from any actual or threatened judicial proceeding or investigation.  The only limits are that the losses must result from actions undertaken on behalf of the corporation in good faith and that they cannot arise from a criminal conviction.
3. Waltuch v. Conticommodity Serv., Inc., 88 F.3d 87 (2d Cir. 1996):  
4. DGCL § 145(f); RMBCA § 8.57 – authorizes corporations to pay the premia on directors and officers liability insurance.
5. These group policies, financed by the corporation, place the financial muscle of an insurance company behind the company’s pledge to make whole those directors who suffer losses as a result of their good-faith decisions.
6. D&O insurance is a deductible expense for corporations.
7. Liable directors may have to pay out of pocket for losses resulting from their wrongful actions or inactions if the company goes bankrupt, there is a clear paper trail supporting liability, and the losses suffered by the corporation, and thus its shareholders, was so large that it exceeds insurance coverage – although such circumstances are rare, it certainly did happen so in the WorldCom and Enron bankruptcies.
BUSINESS JUDGMENT RULE & DGCL § 102(b)(7)
1. The core idea of the BJR is that courts should not second-guess good-faith decisions made by independent and disinterested directors.
2. BJR implies that courts will not decide (or allow a jury to decide) whether decisions of corporate boards are either substantively reasonable by the “reasonable prudent person” test or sufficiently well informed by the same test.
3. Kamin v. Am. Express Co., 54 A.2d 654 (N.Y. 1976):  
4. ALIPCG § 4.01(c); RMBCA § 8.30  – a decision constitutes a valid business judgment (and gives rise to no liability for ensuing loss) when it (1) is made by financially disinterested directors or officers (2) who have become duly informed before exercising judgment and (3) who exercise judgment in a good-faith effort (non-egregious or rational behavior) to advance corporate interests.
5. Since the law cannot order directors to make correct decisions by fiat, disinterested directors who act deliberately and in good faith should never be liable for a resulting loss, no matter how stupid their decision may seem ex post.
6. Good faith judgment – honest judgment seeking to advance the corporation’s interests.
7. Directors who risk liability for making unreasonable decisions – or even for failing to become reasonably informed or engaging in appropriate deliberation before acting – are likely to behave in a risk-averse manner that harms shareholders.
8. The standard for the BJR has been held to be one of gross negligence.
9. Smith v. Van Gorkom, 488 A.2d 858 (Del. 1985):
10. DGCL § 102(b)(7) – validates charter amendments that provide that a corporate director has no liability for losses caused by transactions in which the director had no conflicting financial interest or otherwise was alleged to violate a duty of loyalty.
11. DGCL § 145(g) –

12. § 102(b)(7) waivers are directed to damage claims, meaning that the directors’ duty of care still can be the basis for an equitable order, such as an injunction – thus making it possible for shareholders to seek to enjoin a transaction as a result of a breach of care by disinterested directors.
13. NOTE CASE: Cede & Co. v. Technicolor, Inc., 634 A2.d 345 (Del. 1993):
14. NOTE CASE: Malpiede v. Townson, 780 A.2d 1071 (Del. 2001):
15. NOTE CASE: McMillan v. InterCargo Corp., 768 A.2d 492 (Del. Ch. 2000):
16. NOTE CASE: Emerald Partners v. Berlin, 787 A.2d 85 (Del. 2001):
THE DISNEY LITIGATION
1. In re The Walt Disney CO. Derivative Litigation, 825 A.2d 275 (Del. Ch. 2003):
2. Good faith has been said to require an honesty of purpose, and a genuine care for the fiduciary constituents.
3. Bad faith has been defined as authorizing a transaction for some purpose other than a genuine attempt to advance corporate welfare or when the transaction is known to constitute a violation of applicable positive law.
4. Bad faith, or lack of good faith, can be summed up to mean when a director acts in a manner unrelated to a pursuit of the corporation’s best interests – making no difference the reason why the director intentionally fails to pursue the best interests of the corporation.
5. The appropriate standard for determining whether fiduciaries have acted in good faith is: intentional dereliction of duty, a conscious disregard for one’s responsibilities.
6. Deliberate indifference and inaction in the face of a duty to act is conduct that is clearly disloyal to the corporation.
7. To act in good faith, a director must act at all times with an honesty of purpose and in the best interests and welfare of the corporation.
8. In the area of director action, a PF must prove by a preponderance of the evidence that the presumption of the BJR does not apply either because the directors breached their fiduciary duties, acted in bad faith or that the directors made an unintelligent or unadvised judgment, by failing to inform themselves of all material information reasonably available to them before making a business decision.
9. If PFs succeed in rebutting the presumption of the BJR, the burden then shifts to the DF directors to prove by a preponderance of the evidence that the challenged transactions were entirely fair to the corporation.
10. In the area of director inaction, PFs will prevail upon proving by a preponderance of the evidence that the DF directors breached their fiduciary duties by not acting.
11. In order to invoke the § 102(b)(7) protections, DF directors must prove by a preponderance of the evidence that they are entitled to the protections of that provision.
12. Mere director negligence (lacking that degree of attention that a reasonable person in the same or similar situation would be expected to pay to a decision) does not give rise to liability because the BJR forecloses liability and generally permits dismissal at the motion to dismiss phase of the litigation.
13. Facts that establish gross negligence may be the basis for a breach of duty finding and result in liability for any losses that result; however, under § 102(b)(7), such liability for gross negligence alone can be waived (as most public companies do) through a shareholder approved amendment to the corporate charter.
14. Such waivers however may not waive liability that rests in part upon breach of the duty of loyalty and, under the statutory language, that inability to waive damages is extended to acts (or omissions) not done in good faith.
15. Therefore, there is a conceptual level of inattention in which a director’s inattention is so profound that the court concluded that the directors lacked good faith – where in this extreme level of inattention, neither the BJR nor a § 102(b)(7) authorized waiver will protect DF directors from liability.
DUTY TO MONITOR
1. Francis v. United Jersey Bank, 432 A.2d 814 (N.J. 1981):
2. Francis reflects the majority view that there is a minimum objective standard of care for directors – that directors cannot abandon their office but must make a good-faith attempt to do a proper job.
3. Courts are reluctant, however, to impose a duty on directors who suspect wrongful activity to do more than protest and resign – there is no whistle-blowing duty.
4. The US Sentencing Commission adopted the Organizational Sentencing Guidelines (OSG), which set forth a uniform sentencing structure for organizations convicted of federal criminal violations and provided for penalties that generally exceed those previously imposed on corporations.
5. The OSG offers powerful incentives for firms to put compliance programs in place, to report violations of law promptly, and to make voluntary remediation efforts.
6. Under the OSG, a convicted organization that has satisfied these conditions will receive a much lower fine, making it less likely for a court construing the duties of corporate directors to pass over a board’s failure to implement a legal compliance program as blithely as during times before the adoption of the OSG.
7. In re Caremark Int’l, Inc. Derivative Litigation, 698 A.2d 959 (Del. Ch. 1996):
8. Caremark stands for the notion that directors have a duty to take reasonable steps to see that the corporation has in place an information and control structure designed to offer reasonable assurance that the corporation is in compliance with the law.
9. Sarbanes-Oxley Act of 2002 (SOX) § 404 – requires that the CEO and the CFO of firms with securities regulated under the Securities Exchange Act of 1934 (SEA 1934) periodically certify that they have disclosed to the company’s independent auditor all deficiencies in the design or operation, or any material weakness, of the firm’s internal controls for financial reporting.
10. SOX § 404 has been criticized for impounding heavy compliance costs.
11. In the event that a firm’s internal controls fail to prevent a loss and the CEO did not identify any weakness in the control system to the auditors, cases such as Kamin indicate that state law imposes little risk of directorial liability, unless, under Caremark, the board’s failure to prevent a loss resulted from a systematic failure to attempt to control potential liabilities.  (Does SOX § 404 change that prediction in any way?)
KNOWING VIOLATION OF LAW
1. Miller v. AT&T, 507 F.2d 759 (3d Cir. 1974):
2. The BJR will not immunize a board’s decision deliberated with the utmost care to authorize an action that they know to be illegal from judicial scrutiny.
3. The duty to obey the law can be seen as a judge-created positive overlay on the overall fiduciary duty structure.
DUTY OF LOYALTY
DUTY TO WHOM?
1. Corporate law imposes specific controls on two classes of corporate actions: (1) those in which a director or controlling shareholder has a personal financial interest; and (2) those that are considered integral to the continued existence or identity of the company.
2. Interested corporate actions – actions that include self-dealing transactions between the company and its directors, transactions constituting appropriations of corporate opportunities, compensation of officers and directors, and even relations between controlling and minority shareholders.
3. All interested transactions are regulated first and foremost by the fiduciary duty of loyalty.
4. Duty of loyalty – requires directors, officers, or controlling shareholders to exercise their institutional power over corporate processes or property (including information) in a good-faith effort to advance the interests of the company.
5. Duty of loyalty requires such a person who transacts with the corporation to fully disclose all material facts to the corporation’s disinterested representatives and to deal with the company on terms that are intrinsically fait in all respects.
6. Thus, officers, directors, and controlling shareholders may not deal with the corporation in any way that benefits themselves at the corporation’s expense.
7. Shareholder primacy norm – although a corporation has multiple constituencies with conflicting interests, including stockholders, creditors, employees, suppliers, customers, and the community surrounding the corporate enterprise, in the US shareholders are deemed to be the main target of director loyalty, especially when a corporation faces insolvency or a terminal transaction for equity investors.
8. NOTE CASE: Dodge v. Ford Motor Co., 170 N.W. 668 (Mich. 1919):
9. Today, a board’s decision to use retained earnings to fund investments, price reductions, or even increased employee wages would easily be justified as a device to increase long-term corporate earnings, and would be immune from shareholder attack.
10. A.P. Smith Mfg. Co. v. Barlow, 98 A.2d 581 (N.J. 1953):
11. Many state statutes have been promulgated to give directors the power (but not the obligation) to balance the interests of nonshareholder constituencies against the interests of shareholders in setting corporate policy.
SELF DEALING BY OFFICERS OR DIRECTORS
1. It is quite clear that directors and corporate officers may not benefit financially at the expense of the corporation in self-dealing transactions.
2. Valid authorization of a conflicted transaction between a director and her company requires the interested director to make full disclosure of all material facts of which she is aware at the time of authorization.
3. The law requires fairness in addition to approval by a disinterested board after full disclosure.
4. State ex rel. Hayes Oyster Co. v. Keypoint Oyster Co., 391 P.2d 979 (Wash. 1964):
5. The DE courts’ legal standard for disclosure by a conflicted fiduciary is that a director or controlling shareholder must disclose all material information relevant to the transaction.
6. But some DE cases indicate that a fiduciary is not required to state the best price that an interested director is willing to pay or accept (because in arm’s length negotiations never entail one party being required to disclose all information).
7. Regulation S-K Item 404(a) – 
8. DGCL § 144(a); NYBCL § 713; CCC § 310 – the approval of an interested transaction by a fully informed board has the effect only of authorizing the transaction, not of foreclosing judicial review for fairness.

9. In DE, approval by disinterested directors merely shifts the burden of proving fairness in a controlled transaction to the PFs challenging the deal; it does not transform the standard of review to BJR.
10. Eisenberg, Self-interested Transactions in Corporate Law: If a self-interested transaction that has been approved by disinterested directors is substantively unfair, it can normally be inferred that either the approving directors were not truly disinterested, or that they were not as wary as they should have been because they were dealing with a colleague.
11. While withdrawal from discussion by an interested director is not required, it is helpful in persuading a reviewing court that the corporate interest was protected and thus that the transaction was fair.
12. If a board can establish that a conflicting transaction was approved by the board in a fair and disinterested fashion, a court may:
· Dismiss the suit for failing to state a claim in light of the board’s approval, unless the shareholder could plead fraud.
· Apply the BJR to the substance of the transaction, thus making the transaction not actionable so long as it is not irrational or egregious.
· Shift the burden of proving fairness from the DF to the PF and possible also stretching the fairness category to include a reasonable belief in fairness.
13. Cooke v. Oolie, 2000 Del. Ch. LEXIS 89 (2000):
14. DE courts are likely to review an interested transaction between a company and one or two of its directors who are not affiliated with a controlling shareholder under the scrutiny of the BJR as long as the remaining disinterested directors who approve the transaction cannot be shown to be misinformed, dominated, or manipulated in some fashion.
15. When the interested director is also the CEO, it will be easier for a PF to allege domination or manipulation of the disinterested directors; if such allegations cannot be proven, however, it is most likely that a DE court will apply the BJR.
16. If the terms of the deal are sufficiently egregious to raise strong suspicions in their own right, DE courts can be expected to require the DF to explain the transaction as one that represents a fair deal to the company.
17. A special committee of independent directors is the most common technique employed by corporations in order to ensure the fairness and transparency of a conflicting transaction between directors or officers and their corporations.
18. To be given effect under DE law, a special committee must be properly charged by the full board, comprised of independent members, and vested with the resources to accomplish its task of negotiating a fair deal and obtaining the best available deal.
19. A special committee’s conclusion that a deal is merely within a range of fairness will not serve to shift the burden of proof if the deal is attacked.
20. A special committee must “just say no” when a controlling shareholder refuses to consider advantageous alternatives unless the controller proposes terms that are their financial equivalent.
21. A special committee has real bargaining power in this context because the courts are likely to be skeptical of any deal forced on the minority shareholders without the committee’s approval.
22. As in agency law (which recognizes that a principal can adopt an agent’s unauthorized acts through ratification), shareholders may ratify acts of the board, but because shareholders are a collectivity, their ratification involves issues not present in the agency context.
23. ALIPCG § 5.02(a)(2)(D) – limits the power of an interested majority of shareholders to bind a minority that is disinclined to ratify a submitted transaction by limiting the power of shareholders to affirm self-dealing transactions through the application of the “corporate waste” doctrine, which holds that even a majority vote cannot protect wildly unbalanced transactions that, on their face, irrationally dissipate corporate assets.
24. Lewis v. Vogelstein, 699 A.2d 327 (Del. Ch. 1997):
25. In re Wheelabrator Tech., Inc., 663 A.2d 1194 (Del. Ch. 1995):
SELF DEALING BY CONTROLLING SHAREHOLDERS
1. Corporate law has long recognized a fiduciary duty on the part of controlling shareholders to the company and its minority shareholders.
2. A shareholder with less than 50% of the outstanding voting power of the firm may have a fiduciary obligation by reason of the exercise of corporate control.
3. A shareholder with 50% or more of the vote will probably owe such a duty, despite evidence that it did not in fact exercise control.
4. Despite the judicial consensus that controlling shareholders owe a duty of fairness to minority shareholders in the exercise of corporate power, the fact that the controlling shareholders is also a shareholder and is therefore entitled to pursue her own investment interests is what makes conflicting transactions involving controlling shareholders to diverge from conflicting transactions involving directors or officers.
5. In DE, a controlling shareholder’s power over the corporation and the resulting power to affect other shareholders gives rise to a duty to consider their interests fairly whenever the corporation enters into a contract with the controller or its affiliate.
6. Sinclair Oil Corp. v. Levien, 280 A.2d 717 (Del. 1971):
7. Sinclair provides a useful structure for thinking about situations in which a controlling shareholder’s interest is not a direct conflict-of-interest transaction.
8. ALIPCG § 5.12 –
9. Sinclair has been noted as establishing a threshold test for applying the fairness norm to parent-subsidiary transactions: Fairness review is required only if the parent receives something from the subsidiary to the exclusion of, and detriment to, minority shareholders of the subsidiary – but today, almost all parent-subsidiary transactions are subjected to the entire fairness test regardless of whether the Sinclair threshold is satisfied or not.
10. The same general rule applies to all transactions that are between a controlling shareholder (usu. parent) and its subsidiary: There must be full disclosure of relevant facts, and the deal must be substantively and procedurally fair.
11. DGCL § 144; NYBCL § 713; CCC § 310 – “Safe Harbor Statutes”: provide that a director’s self-dealing transaction is not voidable per se solely because it is interested, so long as it is adequately disclosed and approved by a majority of disinterested directors or shareholders, or it is fair.
12. Cookies Food Prod. v. Lakes Warehouse, 430 N.W.2d 447 (Iowa 1988):
EXECUTIVE COMPENSATION
1. Technically, compensation paid to corporate directors or officers who are directors is a conflicted, self-dealing transaction, but compensation is different since a corporation must naturally compensate its managers and directors.
2. Thus, compensation is a necessary form of self-interested transaction.
3. IRC § 162(m) – prevents public companies from taking a tax deduction for annual compensation to the CEO or four other top employees in excess of $1 million, unless the compensation is performance-based.
4. Shareholders or disinterested directors often ratify the compensation of the CEO and other board members to provide an extra measure of legal insulation, even though compensation agreements are not subject to the ordinary law of director conflicts because:
· Corporations must pay compensation unlike non-profit institutions that attract volunteers.
· Courts are poorly equipped to determine fair salaries because of the unique character of particular managers and the wide range of returns that comparably skilled managers command on the market.
5. DE courts initially policed stock option grants as director or officer compensation plans under a standard of review that was said to be the waste doctrine but was in fact stricter than the waste standard.
6. Lewis v. Vogelstein, 699 A.2d 327 (Del. Ch. 1997):
7. DGCL § 143 – provides that the board may authorize self-interested loans when it finds that the loan or guarantee benefits the corporation.
8. SOX § 402 – prohibits any corporation who shares trade on a national exchange or NASDAQ, or the subsidiary of such a corporation, from directly or indirectly extending any credit to any director or executive officer of the corporation.
9. DGCL § 145 – provides an indemnification statute that when an officer or director is sued for any action she arguably took in furtherance of her corporate duties, the corporation may “advance” reasonable defense costs even before it is determined that the expenses are properly indemnifiable under the corporate by-laws (any conflict with SOX § 402?).
CORPORATE OPPORTUNITIES
1. A distinctive branch of the duty of loyalty involves the question of when a fiduciary may pursue a business opportunity on her own account if this opportunity might arguably belong to the corporation.
2. The chief questions that arise in the corporate opportunity context concern whether an opportunity is corporate, the circumstances under which a fiduciary may take a corporate opportunity, and the remedies that are available when a fiduciary has taken a corporate opportunity illegitimately.
3. There are three general lines of corporate opportunity doctrine:
· Expectancy or interest test – narrowest protection; the expectancy or interest must grow out of an existing legal interest, and the appropriation of the opportunity will in some degree balk the corporation in effecting the purpose of its creation – today, it looks to the firm’s practical business expectancy or interest.
· Line of business test – classifies any opportunity falling within a company’s line of business as its corporate opportunity – anything that a corporation could be reasonably expected to do is a corporate opportunity (factors affecting this determination: (1) how this matter came to the attention of the director, officer, or employee; (2) how far removed from the core economic activities of the corporation the opportunity lies; and (3) whether corporate information is used in recognizing or exploiting the opportunity.
· Fairness test – looks into factors such as how a manager learned of the disputed opportunity, whether he or she used corporate assets in exploiting the opportunity, and other fact-specific indicia of good faith and loyalty to the corporation, in addition to a company’s line of business.
4. Some courts have held that a fiduciary may take an opportunity if the corporation is not in a financial positions to do so – incapacity is related to disinterest and implies that a corporation’s board has determined not to accept the opportunity (what is critical in these cases, however, is whether the board has evaluated the question of whether to accept the opportunity in good faith).
5. Most courts accept a board’s good-faith decision not to pursue an opportunity as a complete defense to a suit challenging a fiduciary’s acceptance of a corporate opportunity on her own account – but this defense is effective only if a court is persuaded that the decision to reject a valuable opportunity on financial grounds is the genuine business judgment of a disinterested decision maker; thus, the fiduciary who takes the opportunity bears the burden of establishing this defense.
6. In DE, it is not required that a presentation to the board be a necessary prerequisite to a finding that a corporate opportunity has not been usurped – but presenting the opportunity is clearly the safer practice.
7. In DE, presenting an opportunity to the board simply provides a kind of safe harbor for the director, which removes the specter of a post hoc judicial determination that the director or officer has improperly usurped a corporate opportunity.
8. In re eBay, Inc. Shareholders Litigation, 2004 Del. Ch. LEXIS 4 (2004):
9. DGCL § 122(17) – explicitly authorizes waiver in the charter of the corporate opportunity constraints for officers, directors, or shareholders.
10. Broz v. Cellular Info. Sys., Inc., 673 A.2d 148 (Del. 1996):
SHAREHOLDER SUITS
BACKGROUND
1. There are two principal forms of shareholder suits:
· Derivative suits: An assertion of a corporate claim against an officer or director (or third party), which charges them with a wrong to the corporation – such an injury only indirectly (or derivatively) harms shareholders.  Derivative suits are considered to encompass two suits in one: (1) suit against the directors, charging them with improperly failing to sue on the existing corporate claim; and (2) the underlying claim of the corporation itself.  Derivative suits typically allege that the corporation’s directors have failed to vindicate its claims because they themselves are the wrongdoers and so would be the DFs in the resulting suit.
· Direct actions (in the form of class actions): A class action is simply a gathering together of many individual or direct claims that share some important common aspect; the claim in such a suit is to recover damages suffered by individuals directly (or prevent injury to these individuals) because they are shareholders.
2. The virtue of class actions and derivative suits is that they bring claims of fiduciary breach to court on behalf of disaggregated shareholders; the vice of these actions is that they may encourage the PF’s bar to bring too many, or the wrong sort of, fiduciary claims to court.
3. Derivative claims advance a corporate claim, which implies that any recovery that results should go directly to the corporation itself.
4. Fletcher v. A.J. Indus., Inc., 266 Cal. App. 2d 313 (1968):
5. DGCL § 327; Fed. R. Civ. P. 23.1 – typifies standing rules for derivative actions:
· PF must be a shareholder for the duration of the action.
· PF must have been a shareholder at the time of the alleged wrongful act or omission.
· PF must be able to fairly and adequately represent the interests of shareholders.
· Complaint must specify what action the PF has taken to obtain satisfaction from the company’s board (aka demand requirement), or state with particularity the PF’s reason for not doing so.
DEMAND REQUIREMENT
1. When a shareholder-PF seeks to take a corporate claim out of the hands of the board, against the will of management, several issues arise:
· When a company moves to dismiss a derivative suit on the ground that the shareholder-PF has made a presuit demand on the board, as contemplated by Rule 23.1, but the board has refused to bring the suit – hence the court must decide whether or not to defer to the board’s business judgment in electing not to prosecute the action.
· When the shareholder-PF does not make demand on the board, on the ground that the board could not exercise disinterested business judgment – hence the court must pass on the validity of the PF’s excuse for not making presuit demand.
· When the board seeks to terminate a derivative suit at a later point in the litigation, after the suit has already survived the company’s initial motion to dismiss because it may be that the board has subsequently become capable of exercising its business judgment over the action (usu. because new directors have joined the board).
2. Levine v. Smith, 591 A.2d 194 (Del. 1991):
3. ALIPCG § 7.04 – adopts a universal demand rule, whereby all derivative suits are required to always make a demand, and only if the shareholder-PF is unsatisfied with the board’s response to her demand can she institute a derivative suit.
4. In DE, the Levine case apparently establishes a universal non-demand rule by holding that whenever a PF actually does make a presuit demand, she automatically concedes that the board is independent and disinterested with respect to the question to be litigated (once independence is conceded, the only remaining issue is whether bad faith or gross negligence may be inferred from the decision itself – BJR; but the Levine case employs a relaxed modification of the BJR by asking whether the facts alleged create a reasonable doubt of the soundness of the challenged transaction, presumably because the court is conscious that it is addressing a pleading standard and does not want to prejudge the merits of the claim.
5. Rales v. Blasband, 634 A.2d 927 (Del. 1993):
6. RMBCA §§ 7.42-7.44 –
7. ALIPCG §§ 7.03, 7.08, and 7.10 –

SPECIAL LITIGATION COMMITTEES
1. Unlike the demand requirement of Rule 23.1, there is no basis in positive law for a procedure under which a court, upon the motion of a special committee of disinterested directors, may dismiss a derivative suit that is already under way.
2. Today, however, the special litigation committee is now a standard feature of derivative suit doctrine even though it is not triggered in every case (unlike the demand requirement).
3. In DE, the court is given the role of judging the appropriateness of a special litigation committee’s decision to dismiss a derivative suit.
4. In NY, if a committee is independent and informed, its action is entitled to business judgment deference without any further judicial second-guessing.
5. Zapata Corp. v. Maldonado, 430 A.2d 779 (Del. 1981):
6. In re Oracle Corp. Derivative Litigation, 824 A.2d 917 (Del. Ch. 2003):
7. In re Oracle demonstrates the highly individualized inquiry that the DE courts may pursue in probing the independence of a special litigation committee that requests the dismissal of a shareholder derivative action.
8. DGCL § 141(c) – confers upon the board to appoint an SLC, meaning that the SLC must consist entirely of directors (and appointing independent or outside directors would be wise, or for that matter hiring new independent directors would be safer).
9. Joy v. North, 692 F.2d 880 (2d Cir. 1982):
10. a
SALE & PURCHASE OF CONTROL
TENDER OFFER REGULATION
1. In the US, public corporations generally do not have a controlling shareholder – meaning that an investor who wishes to purchase a control stake in a widely held company must do so by aggregating the shares of many small shareholders by: (1) approaching the largest of the small shareholders singly, or (2) making a general offer (aka tender offer) that is open to all shareholders.
2. Tender offer – an offer of cash or securities to the shareholders of a public corporation in exchange for their shares at a premium over market price, which in most cases aims at acquiring a control block in a diffusely held corporation that lacks a dominant shareholder or shareholder group whereby the premium paid by the offeror is often analogized to the control premium paid to a controlling shareholder.
3. The Williams Act of 1967 sought to provide shareholders sufficient time and information to make an informed decision about tendering their shares and to warn the market about an impending offer, and it intended to assure shareholders an equal opportunity to participate in offer premia and to discourage hostile tender offers on the margin.
4. The Williams Act does not specifically define “tender offers”, but its regulatory structure has four principal elements:
· § 13(d) – “early warning system”; alerts the public and the company’s managers whenever anyone acquires more than 5% of the company’s voting stock (serves as a disclosure provision and an early warning system for target management).  SEC requires prompt notice by way of official reports to the SEC concerning any 5% or greater purchase of stock.
· § 14(d)(1) – mandates disclosure of the identity, financing, and future plans of a tender offer, including plans for any subsequent going-private transaction.  SEC report and notice requirements are also in force.
· § 14(e) – “antifraud provision”; prohibits misrepresentations, nondisclosures, and any fraudulent, deceptive, or misrepresentative practices in connection with a tender offer.  SEC bars trading on insider information in connection with a tender offer.
· §§ 14(d)(4)-(7), 14(e) – dozen rules that regulate the substantive terms of tender offers, including matters such as how long offers must be open, when shareholders can withdraw previously tendered shares, and how bidders must treat shareholders who tender.  SEC Rule 14e-1 mandates tender offers to be left open for a minimum of 20 days, and SEC Rule 14d-10 requires bidders to open their tender offers to all shareholders and pay all who tender the same best price.
5. Because the Williams Act does not provide a definition of tender offers, the subject of its regulation, it has created case law based on “de facto tender offers”.
6. Brascan Ltd. v. Edper Equities Ltd., 477 F. Supp. 773 (S.D.N.Y. 1979):
MERGER & ACQUISITION FUNDAMENTALS
BACKGROUND
1. Merger – a legal event that unites two existing corporations with a public filing of a certificate of merger, usually with shareholder approval.
2. Golden parachute contract – provides senior managers with a generous payment upon certain triggering events, typically a change in the ownership of a controlling interest in the corporation or a change in the membership of its board.
3. Stock option plan – allows options that would otherwise vest over a four- to six-year period to become immediately exercisable upon a change in control.
4. Squeeze out merger – a controlling shareholder acquires all of a company’s assets at a lower price, at the expense of its minority shareholders.
5. DE allows mergers to proceed with the approval of only a bare majority of the outstanding shares of each class of stock that is entitled to vote on them.
6. Also, shareholders have the right to dissent from a proposed merger and demand an “appraisal” – or judicial determination of the cash value of her shares – as an alternative to continuing as a shareholder in the new, merged corporation.
7. It is possible under state law to offer as consideration something other than equity in the new corporation, such as a cash-out merger, in which shareholders can be forced to exchange their shares for cash as long as the procedural requirements for a valid merger are met.
8. Corporate charters may create shareholder veto power in merger transactions, but no charters of public companies contain such provisions.
9. Any material amendments of the articles of incorporation must be approved by shareholders – thus, shareholders must approve both corporate dissolution, which nullifies the corporate charter, and corporate mergers, in which the surviving corporation’s charter may be amended.
10. In the US, share issues and asset purchases do not require shareholder approval as a matter of corporation law, but the listing rules of the major securities exchanges do require companies to obtain shareholder approval if they issue 20% or more of their outstanding stock in a single transaction.
11. “Whale-minnow acquisitions” (acquisitions of small companies by large companies) do not require shareholder vote because shareholders would be rationally apathetic about evaluating the merits of the transaction.
12. DGCL § 251(b) – mergers require a shareholder vote on the part of both the target and the acquiring company, except the acquiring company’s shareholders do not vote when the acquiring company is much larger than the target.
13. DGCL § 271 – sales of substantially all assets require a vote by the target’s shareholders, but purchases of assets do not require shareholder vote.
14. M&A transactions that require shareholder approval are those that change the board’s relationship to its shareholders most dramatically, reducing the ability of shareholders to displace their managers after the transaction is completed (stock-for-stock mergers change shareholder-board relationships; sale of assets extinguish shareholder-board relationships; but purchase of assets and issuance of stock does not).
STRUCTURING THE TRANSACTION
1. Three principal legal forms of acquisitions:
· The acquirer can buy the target company’s assets.
· The acquirer can buy all of the target company’s stock.
· The acquirer can merger itself or a subsidiary corporation with the target on terms that ensure its control of the surviving entity.
2. Katz v. Bregman, 431 A.2d 1274 (Del. Ch. 1981):
3. DGCL §s 271’s “substantially all” has not been interpreted with uniformity – it is usually interpreted in light of the specific facts of a case and pursuant to certain considerations such as the point in time a sale of assets was proposed to be consummated (i.e., too early before any other bidders came along), and whether there is something inherently suspect about selecting a lower price over a higher one.
4. NOTE CASE: Thorpe v. CERBCO, 676 A.2d 444 (Del. 1996):
5. NOTE CASE: Hollinger, Inc. v. Hollinger Int’l, 858 A.2d 342 (Del. Ch. 2004):
6. As long as an asset purchase is at arm’s length and does not violate the Fraudulent Conveyances Act, an acquirer accedes only to the assets, and not the liabilities of the target.
7. Successor liability doctrine – provides that liability may be transferred to the acquirer of a target’s corporate assets in tort claims as a result of defective products manufactured in plants now owned by different owners, and in cases in which the culpable previous owners of the assets – the plants – have dissolved and paid out a liquidating distribution to their shareholders, leaving no one else to sue but the asset’s new owners (rare today).
8. Environmental liability – transfer of liability for environmental cleanup expenses that are imposed under various federal statutes on owners or operators of acquired assets (i.e., the purchase of assets that constitute hazardous environmental conditions may make the new owner jointly liable for cleanup expenses).
9. A company that acquires a controlling block of stock in another has “acquired” the controlled firm to the extent that the purchase of control is merely a shareholder transaction that does not alter the legal identity of the corporation (it is short of a full-fledged acquisition).
10. Short-form merger statutes – allow a 90% shareholder to simply cash out a minority unilaterally.
11. Compulsory share exchange transaction statutes – a tender offer negotiated with the target board of directors that, after approval by the requisite majority of shareholders, becomes compulsory for all shareholders.
12. But DE has no compulsory share exchange statute, but they do have the two-step merger, in which the boards of the target and acquirer negotiate two linked transactions in a single package – the first transaction is a tender offer for most or all of the target’s shares at an agreed-upon price, which the target board promises to recommend to its shareholders; the second step is a merger between the target and a subsidiary of the acquirer, which is to follow the tender offer and remove minority shareholders who failed to tender their shares (often at the same price as the tender offer).
13. Good practice dictates that outside directors should be involved earlier and more intensively when the merger transaction is significant relative to the assets of the corporation.
14. Corporate management (with the help of lawyers and investment bankers) prepare a merger agreement for board approval; after the board formally authorizes the execution of the agreement, the board will in most instances call a shareholders’ meeting to obtain shareholder approval of the merger.
15. In most states, a valid merger requires a majority vote by the outstanding stock of each constituent corporation that is entitled to vote – the default rule is that all classes of stock vote on a merger unless the corporate charter expressly states otherwise.
16. DGCL § 251 – in DE, however, preferred stock is not protected with the right to a class vote in most circumstances.
17. DGCL § 242(b)(2) – preferred stock, however, may be conferred a class-voting right if their rights are adversely affected by a charter amendment; this narrow right is triggered only when a charter amendment alters the formal rights of the preferred stock, not when it reduces the economic value of the stock.
18. Thus, in DE the most important source of preferred voting rights on a merger is the charter itself.
19. The voting common stock of the target always has voting rights.
20. DGCL § 251(f); RMBCA § 12.03; CCC § 1201(b), (d) – The voting stock of the surviving corporation is generally afforded statutory voting rights on a merger except when three conditions are met: (1) the surviving corporation’s charter is not modified; (2) the security held by the surviving corporation’s shareholders will not be exchanged or modified; and (3) the surviving corporation’s outstanding common stock will not be increased by more than 20%.
21. Simple majority – 50% of shares voting on the matter.
22. Absolute majority – 50% of outstanding shares.
23. Shareholders who disapprove of the terms of the merger must dissent from it in order to seek, as an alternative, a judicial appraisal of the fair value of their shares (generally, if they have no right to vote on the merger, they will not have appraisal rights for similar reasons).
24. Because the surviving corporation in a merger assumes the liabilities of both constituent corporations by operation of law, in order to preserve the liability shield that the target’s separate incorporation confers, mergers are often conducted in the form of triangular mergers.
25. Forward triangular merger – if the newly created subsidiary of the surviving company survives.
26. Reverse triangular merger – if the target is the surviving corporation (its shareholders nevertheless having their shares converted into the merger consideration).
TAX ISSUES
1. SKIMMED … pages 481-484.
APPRAISAL REMEDY
1. DGCL § 262 – mandates appraisal only in connection with corporate mergers and then only in certain circumstances.
2. DGCL § 262(c) – permits, but does not require, an appraisal remedy when the corporation’s charter is amended or when substantially all of its assets are sold.
3. Today, the appraisal remedy tends to be invoked either in non-publicly traded firms or in transactions in which shareholders have structural reasons to think that the merger consideration may not be “fair value” (appraisal remedy is rarely invoked in arm’s-length mergers).
4. Matters are different, however, where there is a controlling shareholder or some other reason to doubt that the shareholder vote fairly reflects the independent business judgment of a majority of disinterested public shareholders.
5. A minority shareholder ought not to be at the mercy of a shareholder vote that is either controlled or potentially manipulated by an interested party (i.e., parent-subsidiary merger or a management-sponsored buy-out).
6. An appraisal action is the easier for shareholder to bring, since the PF need only establish her bona fides as a dissenting shareholder to seek appraisal and need not show that the board or a controlling shareholder breached a fiduciary duty.
7. A PF in an appraisal proceeding is entitled to claim only a pro rata share of the fair value of the company without regard to any gain caused by the merger or its expectation.
8. By contrast, in a fiduciary fairness action against a controlling shareholder, the DF must prove that a self-dealing transaction was fair in all respects – if the DF fails to establish fairness, the possible remedies are very broad and may include rescission or “rescissory damages” (Rescissory damages – financial equivalent to what rescission would bring, were it feasible).
9. PFs can bring a fairness action as a class action on behalf of all affected shares and not just the small minority who will typically dissent from the merger and seek appraisal.
10. In DE, appraisal is the exclusive remedy of minority shareholders cased out in a DGCL § 253 short-form merger.
11. NOTE CASE (look up): Glassman v. Unocal Exploration Corp., 777 A.2d 242 (Del. 2001):
12. DGCL § 262(b)(2) – Market-out rule; After granting the right of judicial appraisal to all qualifying shares of any class in a merger effectuated under the general merger statute (§ 251), this remedy is denied, however, when shares of target corporations are traded on a national security exchange or held of record by 2,000 registered holders.  In addition, an appraisal is denied if the shareholders were not required to vote on the merger.  Then, notwithstanding this, the statute restores the appraisal remedy if target shareholders receive as consideration anything other than (i) stock in the surviving corporation, (ii) any other shares traded on a national security exchange, (iii) cash in lieu of fractional shares, or (iv) a combination of those items.
13. Thus, shareholders in a privately traded firm (with fewer than 2,000 shareholders) will always have appraisal rights in a merger if they are required to vote on it.
14. But shareholders in a public company with more than 2,000 shareholders have no appraisal rights in a stock-for-stock merger.
15. The appraisal right is a put option – an opportunity to sell shares back to the firm at a price equal to their fair value immediately prior to the transaction triggering the right.
16. There are two dimensions to appraisals:
· Definition of the shareholder’s claim (i.e., what it is specifically that the court is supposed to value) – DE courts clearly defines the dissenting shareholder’s claim as a pro rata claim on the value of the firm as a going concern, and explicitly seeks to measure the fair value of the dissenting shares, free of any element of value that might be attributed to the merger (DE courts have made it clear that such value is to include all elements of future value that were present at the time of the merger, excluding only speculative elements of value).
· The technique for determining value – DCF methodology has become the most common valuation technique in appraisal cases.
17. In every appraisal case, the key issue is the fair value of the company’s equity.
18. In re Vision Hardware Group, Inc., 669 A.2d 671 (Del. Ch. 1995):
19. NOTE CASE (look up): Allenson v. Midway Airlines Corp., 789 A.2d 572 (Del. Ch. 2001):
20. De facto merger doctrine – when a de facto merger has the same economic effect as a de jure merger, shareholders should have the same protection (shareholder voting and appraisal rights).
21. Hariton v. Arco Elec., Inc., 182 A.2d 22 (Del. Ch. 1962):
22. RMBCA § 13.02(3) – unlike DGCL § 271, it removes the issue of de facto mergers by giving shareholders a right to dissent and seek appraisal every time a restructuring is authorized.
CONTROL CONTESTS
BACKGROUND
1. Control contest create important opportunities and are an important potential constraint on manager-shareholder agency costs generally.
2. Control contests give acquiring managers the opportunity to capitalize on the new value created by different plans or better skills, and they give target shareholders the opportunity to share in this new value; but the threat of a take-over is profoundly unpleasant for incumbent managers while having the salutary effect of encouraging all managers to deliver shareholder value.
3. Traditionally, the two venues for pursuing hostile takeovers in the US were proxy contests and tender offers.
4. Traditionally, courts reviewed the board’s response to a control contest just as they would review any other corporate action – entire fairness review was the standard if the response was self-interested in an immediate financial way, and business judgment review was the standard if the response was not self-interested in an immediate financial way.
5. The courts’ traditional approach to hostile takeovers is flawed because responses to takeover offers are not “self-interested” to the same extent as a self-dealing transaction.
6. Three cases became the precursor to establishing a new approach of dealing with hostile takeovers: (1) Smith v. Van Gorkom (which arose out of a friendly two-step acquisition consisting of a cash tender offer followed by a cash-out merger, and the court held an entire board liable for gross negligence); (2) Unocal Corp. v. Mesa Petroleum Co. (which dealt with a board’s efforts to defend against a hostile tender offer, and the court articulated for the first time a standard of judicial review intermediate between lax business judgment review and tough entire fairness review to address board efforts to defend against a threatened change-in-control transaction); and (3) Revlon v. MacAndrews & Forbes Holdings, Inc. (which addressed the efforts of an incumbent board to resist a hostile takeover by pursuing an alternative transaction that was the focus of the case, and the court adopted a form of heightened review short of intrinsic fairness).
7. Two cases constituted the precursor to the three cases that established an intermediate standard of judicial review: (1) Cheff v. Mathes (which held that a board’s decision to repurchase at a premium all the stock belonging to a dissident shareholder/director did not violate the board’s fiduciary duty as long as the board’s primary purpose was to advance business policies despite having the effect of securing control); and (2) Schnell v. Chris-Craft Indus. (which held that a board had breached its fiduciary duty when a “disinterested” board advanced the date of the company’s annual meeting, as it was permitted by statute, solely in order to make a hostile proxy solicitation impossible to pursue.  The court held that the board’s statutory authority was superseded by its fiduciary duty and that a court of equity will not permit the board’s legal powers to be deployed inequitably against the interests of the shareholder).
8. In Europe, the EU has promulgated optional legislation that deals with hostile takeovers, the Takeover Directive 2003: (1) Article 9 prohibits target companies from taking defensive actions to defeat hostile bids without a shareholder vote (reverse of DE approach); and (2) Article 11 (aka “breakthrough rule”) mandates that a hostile acquirer that obtains more than 75% of voting equity of a target company can remove the board regardless of any restrictions on the voting rights in the charter (including differential voting rights among multiple classes of stock) and any restrictions on the transfer of securities – all shares vote equally on charter amendments proposed by such an acquirer, and multiple voting class structures and restrictions on shareholder votes are unenforceable against the bidder in a takeover and do not apply to target shareholders who must vote on defensive measures.  
UNOCAL
1. Greenmail – practice of buying out a takeover bidder’s stock at a premium that is not available to other shareholders in order to prevent the takeover.
2. A greenmailer extends a two-tier tender offer characterized by a back end offer that is worth far less than the front end (which is usually inadequate as well) to squeeze out remaining shareholders of the target company as a coercive measure designed to stampede shareholders into tendering at the first tier, even if the price is inadequate, out of fear of receiving the less-valuable second-tier consideration, in order to force the target company to extend to the greenmailer a greenmail to prevent the takeover.
3. Unocal Corp. v. Mesa Petroleum Co., 493 A.2d 946 (Del. 1985):    
4. SEC Rule 13e-4 bars discriminatory self-tenders but no SEC Rule bars greenmail; this is contradictory to DE law, which deems discriminatory self-tender and greenmail as similar and thus authorizes a board to engage in either to protect corporate policies.
5. Unocal created the “enhanced business judgment review” – to earn the protection of the business judgment rule, the board must show that its defensive tactic was reasonable in relation to the threat posed.
POISON PILLS
1. The poison pill (aka “shareholder’s rights plan”) was validated in Moran v. Household Int’l, Inc.
2. Whether or not a poison pill works or not depends largely on whether it can capture the sympathy of DE courts.
3. Although hostile takeovers serve as a means to disciplining corporate management, managers believe that vulnerability to hostile bids is a profound weakness in corporate governance structure because it exposes disaggregated and disorganized shareholders to abusive tender-offer tactics and thus concluding that only a loyal bargaining agent – the board – could remedy the bargaining infirmities of dispersed shareholders.
4. Under a “flip-in” poison pill, a board distributes as a dividend to shareholders a right pursuant to a rights plan conferring to the right holder a right to purchase a fraction of a share for an outrageous price, which when triggered by a hostile takeover bidder’s acquisition of a certain percentage of ownership block, however, flips-into a right to acquire some number of shares of the target’s common stock at a price much lower than that of the market price for that stock.
5. Under a “flip-over” poison pill, a right distributed by a board as a dividend pursuant to a rights plan flips over to create a right to buy some number of shares of stock in the corporation whose acquisition of the target’s stock had triggered the right at a price lower than the market price for the acquiring company’s stock.
6. Boards do not need shareholder approval to adopt rights plans and generally do not seek it (but of course, the corporation’s charter must authorize enough shares to cover the exercise of the rights in the wholly unimaginable event that they were ever exercised in their untriggered state).
7. Moran v. Household Int’l, Inc., 500 A.2d 1346 (Del. 1985):  
8. In the hands of absolutely loyal managers, the poison pill increases corporate value by delegating upon managers the power to bargain on the behalf of shareholders as to overcome their chronic collective action problem.
9. In the hands of disloyal managers, the poison pill decreases corporate value by allowing such managers to entrench themselves or increase their private benefits.
10. All that is required to adopt a pill is a board meeting, not a shareholder vote.
11. A board might have a duty to redeem rights issued under its rights plan if their effect no longer appears reasonable in relation to the threat posed by an uninvited tender offer.
12. JPN has adopted a middle-ground approach to hostile takeovers somewhere between DE and the EU Takeover Directive.
13. Japanese Guidelines Regarding Takeover Defense follow DE by allowing Japanese boards to adopt poison pills without a shareholder vote but requiring that defenses be necessary and reasonable in relation to the threat posed.
14. Japanese Guidelines Regarding Takeover Defense can only be used to maximize shareholder value, not to protect other constituencies as suggested in Unocal.
15. Japanese Guidelines Regarding Takeover Defense suggest a more stringent form of reasonableness review than DE courts, such as requiring a poison pill to provide a mechanism for shareholders to eliminate the pill for it to be deemed as a reasonable board-adopted poison pill.  
REVLON
1. In an LBO, a buyer borrows cash that will be used to buy the equity of the target corporation.  Repayment of the borrowing comes from sale of the target’s assets (breakup) or is secured by the target’s assets.
2. In the takeover context, “golden parachutes” generally are understood to be termination agreements providing substantial bonuses and other benefits for managers and certain directors upon a change in control of a company.
3. Revlon, Inc. v. MacAndrews & Forbes Holdings, Inc., 506 A.2d 173 (Del. 1986):  
FURTHER DEVELOPMENT OF THE DOCTRINE
1. In Paramount Commnc’n, Inc. v. Time, Inc. (aka Time Warner), the DE court addressed both the question of whether the board has a duty to redeem its poison pill and the issue of what triggers Revlon duties.
2. Paramount Commnc’n, Inc. v. Time, Inc., 571 A.2d 1140 (Del. 1989):  
3. Time-Warner might be read to imply that a board may maintain a pill defense indefinitely whenever it fears that shareholders might “wrongly” conclude that a hostile offer is fairly priced, despite the board’s contrary view.
4. Another interpretation of Time-Warner may be that a poison pill sometimes (but not always) may be used to protect new or defensive transactions.
5. It is logically possible to bar the court from redeeming a pill, while permitting it to enjoin disproportionate alternative responses to hostile tender offers (in other words, to allow a court to bar management’s disproportionate business plans, while refusing to allow shareholders to pass on these plans by removing the pill).
6. A board’s duty to be informed does not require it to negotiate with every plausible acquirer that approaches the corporation with a takeover proposal.
7. At least when the suitor appears to be financially responsible, the duty of care might be construed to require the board to make some inquiry before rejecting unsolicited offers – but this would create unwanted costs (e.g., board would have to meet, information compilation costs money).
8. DE courts, however, do not construe the duty of care or the duty to be informed to require a board to investigate every merger proposal – a board that has decided that its company is not for sale can “just say no” without negotiating with would-be acquirers.
9. Paramount Commnc’n, Inc. v. QVC Network, Inc., 637 A.2d 34 (Del. 1994):  
10. In Paramount v. QVC, the DE court adopted a “change-in-corporate control” trigger to distinguish between Revlon and non-Revlon deals and drew the line at the point at which public shareholders are excluded from meaningful participation in governance in the combined company, by a controlling shareholder or otherwise.
11. One implication of the Paramount v. QVC case is that a stock-for-stock merger between two public companies with no controlling shareholders should not trigger Revlon duties.
12. A second implication is that a cash merger generally triggers Revlon duties unless there is already a majority shareholder in the target company.
13. Revlon duties turn on the assumption that, in most circumstances, boards are better able to value companies than are shareholders – but in some circumstances, as when shareholders are or might be cashed out of the postmerger enterprise, boards must maximize short-term value, since this is the only value that shareholders are likely to receive.
14. In all-stock deals between two companies of the same size, the board has a substantial advantage over shareholders (and the market) in evaluating the long-term value of the surviving company as well as the long-term value of the merger consideration.
15. In all-stock deals, generally, courts defer to the views of the board on grounds of, inter alia, informational advantage, thus implying that the more the value of merger consideration depends on synergies between the target and the acquiring company (about which the directors have superior information), the more courts will defer to the judgment of the target’s board.

16. The test for deciding whether a board’s decision to select a merger partner should be respected must be whether the board has shown that it decided in an informed manner and made a good-faith effort to advance the interests of the corporation and its shareholders.
17. Where a merger consideration is case, courts will not defer to the board’s judgment, and any deal protection accorded to the favored merger partner will be closely reviewed to assure it represents a good-faith effort to get the best current price.
18. Where a merger consideration is stock of the surviving or newly consolidated company of approximately equal size (that is, a situation in which the synergy contribution of the target is greatest and thus directors’ private information is most valuable to target shareholders), deal protection will receive the greatest deference.
19. Where a merger consideration is mixed or the target is vastly smaller than the survivor, courts will inevitably assess deal-protective terms by evaluating the good faith of the corporate directors who approve these terms.
20. NOTE CASE – Unitrin v. Am. Gen. Corp., 651 A.2d 1361 (Del. 1995):  
21. Unitrin’s interpretation of the Unocal test advances three concepts: (1) under Unocal, the target’s directors, not the PF, bears the burden of going forward with evidence to show that the defensive action was proportionate to the threat; (2) substantively, action that is preclusive or coercive will fail to satisfy the Unocal test; and (3) assuming that a defensive measure passes the preclusive/coercive test (thus not draconian), then it will satisfy Unocal so long as it is within a range of reasonable action (the third concept is operationally similar to the BJR: an action will be sustained if it is attributable to any reasonable judgment – it does not matter if the court would have regarded some other action as more reasonable).
DEAL PROTECTION
1. Lock-up is a colloquial term for any contract, collateral to an M&A transaction, which is designed to increase the likelihood that the parties will be able to close the deal.
2. Asset lock-ups create rights to acquire specific corporate assets that become exercisable after a triggering event, such as a target shareholder vote disapproving a merger or a target board’s decision to sign an alternative merger agreement (but rare after Revlon decision where court struck down Forstmann’s asset lock-up provision).
3. Stock lock-ups are options to buy a block of securities of the target company’s stock (often 19.9% of the currently outstanding shares) at a stated price (typically the deal price in the protected transaction) (but rare after GAAP, in 2001, eliminated pooling of interest accounting).
4. Termination fees (aka breakup fees) are cash payments in the event that the seller elects to terminate the merger or otherwise fails to close.
5. Lump-sum termination payments no larger than 3% to 4% of the deal price are easily rationalized as a means to assure that a would-be acquirer will recover its transaction expenses (including opportunity costs) if the favored contract does not close.
6. Termination fees are often justified for two reasons: (1) they are necessary to compensate a friendly buyer for spending the time, money, and reputation to negotiate a deal with a target when a third party ultimately wins the target; and (2) the boards of the target and acquiring companies see unique benefits from the favored transaction that the target’s shareholders may not recognize, and that these boards therefore wish to minimize the possibility that a third party might break up the deal (such as in Time Warner) (but because the second justification might support a lock-up of any magnitude, including one that would entirely preclude any competing offer, courts reject this second justification for lock-ups in transactions that trigger Revlon duties).
7. In theory, when no change in control is involved in an M&A transaction (i.e., all-stock merger between equals), the board, acting in good faith, is free to choose a facially lower-value merger over a higher-value deal if it concludes that it is in the best interest of the corporation to do so; and so technically, a court should review even a termination fee protecting such as transaction under the BJR.
8. In all likelihood, however, the DE courts will not use the BJR, but will use the Unocal version of the BJR instead, since the termination fee provision, like a poison pill, serves an obvious defensive function.
9. When a case effectively triggers Revlon duties, courts will weigh such considerations as how early in the process the termination fee was put into effect and the value-enhancing nature of its specific terms.
10. There is a difference between standard deal protection granted after completing an auction or other process dedicated to maximizing shareholder value, and a similar option granted very early in the process (or at a time when the board has only thin information about market values).
11. Where a lock-up pays out a very large sum ex post (relative to the deal price), its sheer size may lead a skeptical court to suspect that it might be either an uninformed or a bad-faith attempt to tilt the playing field, and hence unenforceable.
12. Buyers rights under deal protective provisions are commonly triggered by: (1) a failure of the board to recommend a negotiated deal to shareholders in light of the emergence of a higher offer (thus employing a fiduciary out); (2) a rejection of the negotiated deal by a vote of the target’s shareholders; (3) a later sale of assets to another firm; or (4) a board’s decision not to recommend a negotiated acquisition.
13. DGCL § 251(c) validates contracts that require the board to submit a merger proposal to shareholders for a vote even if there is a better offer now on the table – a so-called “force the vote” provision (thus reversing an aspect of Smith v. Van Gorkom).
14. For acquirers in corporate mergers, the legal requirement that the target’s shareholders vote approval introduces an irreducible contingency into merger contracts (e.g., a second bidder might offer a higher price before the shareholders vote and the M&A deal closes).
15. Buyers protect against this risk in two ways: (1) buyers may seek large lock-ups; and (2) buyers may seek certain covenants from the seller that will protect their deal (i.e., (a) not to shop for alternative transactions or supply confidential information to alternative buyers, (b) to submit the merger agreement, and no other agreement, to the shareholders for approval, and (3) to recommend that shareholders approve the agreement).
16. Fiduciary out clauses – clauses which specify that if some triggering event occurs (such as a better offer or an opinion from outside counsel that the board has a fiduciary duty to abandon the original deal), then the target’s board can avoid the contract without breaching it.
17. Fiduciary out clauses are common to prevent the situation presented in Smith v. Van Gorkom, where a better offer is presented after a target company has agreed to a lock-up provision, and thus would be in breach of contract to uphold fiduciary duties, and a breach of fiduciary duties to perform the contract.
18. If Revlon duties apply, no contract term can protect a negotiated deal from an alternative buyer who is willing to pay significantly more.
19. Whether or not a transaction constitutes a change in control, if the board’s process is deliberate and informed and the board is truly independent, the law must let the board make business decisions without fear of being second-guessed.
20. When the transaction does constitute a change in control, that deference will be expressed in some form of heightened scrutiny (reasonableness in relation to something); when the transaction is not a Revlon transaction, that deference may indeed be expressed in the language of the BJR.
GOING-PRIVATE TRANSACTIONS
1. In re Topps Co., 926 A.2d 58 (Del. Ch. 2007):
2. In re Lear Corp., 926 A.2d 94 (Del. Ch. 2007):
STATE ANTITAKEOVER STATUTES
1. First generation state antitakeover statutes sought to reinforce disclosure and fairness concerns but were struck down on grounds of violations of the Supremacy Clause because they were preempted by the Williams Act of 1968.
2. Second generation state antitakeover statutes sought to circumvent unconstitutionality rulings by adopting:
· Fair price statutes: deters coercive two-tier takeovers by requiring that minority shareholders who are frozen out in the second step of such a takeover receive no less for their shares than the shareholders who tendered in the first step of the takeover by typically requiring a very high supermajority vote to approve a freeze-out merger unless the merger provides shareholders with a statutory “fair price” that equals or exceeds the original tender offer price.
· Control share statutes: resist hostile takeovers by requiring a disinterested shareholder vote to approve the purchase of shares by any person crossing certain levels of share ownership in the company that are deemed to constitute “acquisition of control” (usu. 20%, 33.33%, and 50% of outstanding shares).
3. CTS Corp. v. Dynamics Corp. of Am., 481 U.S. 69 (1987):  
4. Third generation state antitakeover statutes were promulgated after the holding in CTS Corp., where the US Supreme Court held that a state antitakeover statute is consistent with both the Williams Act and the Commerce Clause if it allows a bidder to acquire shares, even if it makes such acquisition less attractive in some circumstances.
· DGCL § 203; NYBCL § 912 – Business combination statute (aka moratorium statute); prohibits a corporation from engaging in a business combination within a set time period after a shareholder acquires more than a threshold level of share ownership (in some statutes, an exception allows a merger to proceed in that time period if a statutory fair price is paid in the merger).  Business combination statutes thus act as a ban on immediate liquidation of an acquired entity but not as a bar to takeovers where the acquirer will continue to operate the business of the target.
· Disgorgement statute – mandate the disgorgement of profits made by bidders upon the sale of either stock in the target or assets of the target (any profit realized by a controlling person – usu. 20% or more of voting rights – from the sale of any equity security of the target within 18 months of becoming a controlling person belongs to the target.
· Redemption rights statutes – allows shareholders to bring appraisal action not merely for freeze-out mergers but also whenever a person makes a controlling share acquisition, defined as acquisition of 30% of a corporation’s stock.
· Constituency statutes – allow, or require, the target’s board to consider the interests of constituencies other than the shareholders when determining what response to take to a hostile takeover offer (these statutes deter takeovers by releasing directors from some case law fiduciary constraints, thus allowing the board to use a broader range of potential justifications for taking defensive measures). 
5. DGCL §203 – is meant to deter junk bond-financed bust-up takeovers by preventing acquirers from getting their hands on the assets of target firms.  There are two “outs” that may affect the planning of an acquisition:  
·  The statute’s restriction does not apply if the bidder can acquire 85% of the outstanding voting stock in a single transaction (in which case it is presumed that this level of unity implies a lack of coercion).
· The statute’s restriction does not apply if after acquiring between 15% < x < 85%, a bidder can secure a 2/3 vote from the remaining shareholders (other than itself) as well as board approval (if 2/3 vote is not established, then a 3-year moratorium is imposed).
6. DGCL § 203(c)(3) – defines “business combination” narrowly so as to cover only transactions between the target and the bidder or its affiliates (thus, a takeover entrepreneur could still seek to acquire control of a company having a liquidation value substantially in excess of its stock market value in order to sell those assets – either piecemeal or in a single sale – to others, and it could then pay out the proceeds of this sale as a pro rata dividend to all remaining shareholders).
PROXY CONTESTS
1. In a world in which a board may unilaterally adopt a poison pill, those seeing the opportunity in a change of management have only two alternatives:
· Negotiate with the incumbent board
· Displace management by running both a proxy contest and a tender offer simultaneously, whereby closing the tender offer is conditioned on electing the acquirer’s nominees to the board and the board’s redemption of the target’s poison pill.
2. In light of simultaneous proxy contests and tender offers, target boards may engage in a wide variety of actions (issuing stock into friendly hands, move the meeting date, sell treasured assets to friendly parties) that are designed to impede an insurgent from gathering enough support to oust the current board through a shareholder vote.
3. Schnell v. Chris-Craft Indus., Inc., 285 A.2d 437 (Del. 1971):  
4. Schnell holds that the legal power held by a fiduciary may not be deployed in a way that is intended to treat a beneficiary of the duty unfairly.
5. Blasius Indus., Inc. v. Atlas Corp., 564 A.2d 651 (Del. Ch. 1988):
6. Like Unocal, Blasius advances a standard of judicial review that reverses the BJR presumption when a board takes defensive action in the form of interference with the voting process of shareholders.
7. Under Blasius, directors have the burden of proving that the interference with shareholder voting process is compelling in light of the threat that the act is directed against.
8. Blasius requires a very powerful justification to thwart a shareholder franchise for an extended period (but where a board delays a shareholder vote for a week or two, a less compelling justification may suffice).
9. Under Blasius, corporate action to defeat a proxy contest cannot be justified by a board’s belief that the voters simply do not understand the foolishness of voting for the insurgent slate.
10. NOTE CASE – Liquid Audio v. MM Co., Inc., 813 A.2d 1118 (Del. 2003):
11. NOTE CASE – Hilton Hotels Corp. v. ITT Corp., 978 F. Supp. 1342 (D. Nev. 1997):   
CONTROLLED MERGERS
CONTROLLED MERGERS
1. US corporate law generally provides that controlling shareholders owe to the corporation and its minority shareholders a fiduciary duty of loyalty whenever they exercise any aspect of their control over corporate actions and decisions.
2. The controlling shareholder’s de facto power to do what other shareholders cannot do, such as the controller’s power to access non-public corporate information or influence the board to approve a transaction (e.g., mergers) with another company in which the controller is financially interested, is the exercise of control that gives rise to an obligation of fairness.

3. Controlled mergers, including parent-subsidiary mergers, expose minority shareholders to an acute risk of exploitation (these mergers are known as cash-out, freeze-out, or going-private mergers).
4. Asset sales and reverse stock splits can also be freeze-out techniques.
5. Williams Act SEC Rule 13e-3 – requires unique extensive disclosure in going-private transactions.
6. Weinberger v. UOP, Inc., 457 A.2d 701 (Del. 1983):
7. Weinberger’s attempt to establish a new appraisal as the exclusive remedy for shareholder complaints about merger consideration was short lived; the case’s more realistic approach to valuation, however, remains good law (today, discounted cash flow analysis is the most common technique for estimating asset values, although evidence of comparative transaction values is also used – DE courts have essentially re-interpreted the language of DGCL § 262(h), which defines “fair value” to be exclusive of any element of value arising from the accomplishment or expectation of the merger, by including to this definition the fair share of synergy gains that are available in the merger or from an alternative merger partner, and justifying such inclusion as reflecting the policies of its controlling shareholder, in order to make appraisal remedy as a protection against self-dealing).
8. NOTE CASE: Rabkin v. Phillips A. Hunt Chem. Corp., 498 A.2d 701 (Del. 1985):
9. Following Rabkin, entire fairness actions rather than appraisals have been the principal means of attacking the fairness of price in a self-dealing merger.
10. Although the discarding of the distinction between recovery in an appraisal remedy and recovery in an entire fairness transaction is harmless in controlling shareholder transactions, the distinction is given weight in arm’s length mergers and parent-subsidiary mergers.
11. NOTE CASE: Cede v. Technicolor, Inc., 684 A.2d 289 (Del. 1996):
12. Self-dealing fiduciaries have two principal devices for easing the burden of proving entire fairness: (1) shareholder ratification, and (2) independent director approval.
13. These same devices are available in controlled mergers, but controlled mergers may raise some distinctive issues: (1) whether the practical context of a parent-subsidiary merger (i.e., the fact that the parent is not simply a fiduciary but also a controller) offers reasons for the legal system to be even more suspicious of the efficacy of these procedural devices, (2) what a well-functioning special committee of independent directors entails, and (3) what effect is to be accorded the act of a well-functioning special committee in a controlled merger context.
14. Kahn v. Lynch Commc’n Sys., Inc., 638 A.2d 1210 (Del. 1994):
15. There are two distinct effects courts may give to an independent committee’s decision to approve an interested transaction:
· Treat the special committee’s decision as that of a disinterested and independent board, which merits review under the BJR (see In re Western, infra).
· Continue to apply the entire fairness test, even if the committee appears to have acted with integrity, since a court cannot easily evaluate whether subtle pressure or feelings of solidarity have unduly affected the outcome of the committee’s deliberation (Lynch held that even a truly independent committee’s decision could only shift the burden of proving the unfairness of the transaction to the PFs).
16. NOTE CASE: In re Western Nat’l Corp. Shareholders Litigation, 26 Del. J. Corp. L. 806 (Del. Ch. 2000):
17. A controlling shareholder who sets the terms of a transaction and effectuates it through his control of the board has a duty of fairness to pay a fair price.
18. According to Lynch, when a controlling shareholder offers a transaction to the target’s board, rather than force a transaction on the board through the actions of his board appointees, the controlling shareholder must still pay a fair price, although the burden lies with an objecting shareholder to prove its price unfair.
19. But the duty of a controlling shareholder who skips the board altogether and offers a transaction directly to the public shareholders in the form of a tender offer is different.
20. Nevertheless, the controlling shareholder has a duty under both corporate law (Lynch v. Vickers Energy Corp., 383 A.2d 278 (Del. 1977)) and federal securities laws (SEA of 1934 § 14(e)) to disclose all material information respecting the offer.
21. However, there is no federal law duty or corporate law duty to pay a fair price – as long as such an offer is not coercive – as for example, it would be if the controlling shareholder threatened to discontinue to pay dividends – entering such a transaction is voluntary on the party of minority shareholders (if the shareholders do not like the price of the offer, they can remain shareholders in the company and force the controller to cash them out, in which event they will have the protection of an appraisal action).
22. In re Pure Res., Inc., Shareholders Litigation, 808 A.2d 421 (Del. Ch. 2002):
23. SEC Rule 14D-9 – 
Contrary to what i said in class today, a shareholder would have appraisal rights in the short form merger at the end of the Pure Resources transaction. The "market out" rule does not apply to short form mergers under 253. See 262(b)(3). The way i read this provision, a shareholder always has an appraisal right in a 253 merger. This doesn't undermine the advantage of the Pure Resources freeze out approach. It just means that whether the consideration is cash or shares of parent, shareholders can ask for appraisal for their portion of the 10% or less of shares that were eliminated in the short form merger.

Form 4 (of the SEA) is on p. 2122 of your code book. (I only mention it because the forms can be hard to find.)

A student asked about the treatment of stock grants to statutory insiders under sec. 16. Rule 16b-3(d) (p. 2114) exempts stock and stock option grants from the reach of 16(b) if several conditions are met. Most stock and option grants are given out in such a manner as to comply with this rule. Of course, the sale of shares that were granted through an exempt transaction can be matched with open market purchases within a six month window.

INSIDER TRADING
BACKGROUND
1. Insider trading gives rise to obligations of directors, officers, and issuing corporations when dealing in the corporation’s own securities.
2. The Securities Act of 1933 and the Securities Exchange Act of 1934 are the primary source of regulatory law in this area for publicly traded firms, and these statutes dominate the legal regulations of disclosure.
3. The common law doctrine of fraud was not easy to prove, since it required proof of five elements: (1) a false statement; (2) material fact; (3) made with the intention to deceive; (4) upon which one reasonably relied; and which (5) caused injury.
4. It was generally difficult to establish fraud between a seller and a buyer of stock, especially so in an impersonal market and thus rather than mandating full disclosure in these types of contracts, a buyer who wanted information generally had to bargain for it by demanding a representation or warranty from his seller.
5. But one area, the trustee-beneficiary context, was afforded a duty of full and fair disclosure on the seller.
6. Historically, the majority of jurisdictions adopted a rule whereby directors owed a duty of disclosing material facts only to the corporation, thus not extending such duty to those whom the director traded shares with.
Exchange Act § 16(b) and Rule 16
1. SEA § 16(a) – requires designated persons (directors, officers, and 10% shareholders of any issuer covered by the Act) to file public reports of any transactions in the corporation’s securities.
2. SOX § 403 – insiders have only two days in which to file these public reports (electronically).
3. SEA § 16(b) – a strict liability rule intended to deter statutory insiders from profiting on inside information by requiring insiders to disgorge to the corporation any profits made on short-term turnovers in the issuer’s shares (purchases and sales within six-month periods).
4. Although § 16(b) is often said to be a bright-line rule, since it creates liability that does not turn on subjective intent, its coverage can nevertheless require interpretation in light of the presumed intent of the legislature.
5. Like many bright-line rules, § 16(b) is both under- and over-inclusive; it is underinclusive because insider trading can occur over a period longer than six months, and overinclusive because short-swing transactions need not involve insider information.
6. But the advantages of § 16(b) is that it economizes administrative costs when compared to a rule that would attempt to be more discriminating.
7. To calculate profits on short-swing transactions for § 16(b) purposes, a court must take into account all purchases and sales of the same class of securities occurring within six months of the reportable event (both six months in the past and six months into the future):
· In calculating the profit realized from a sale (or purchase), a covered person must first look back six months and match the number of shares sold (or purchased) with the same number of shares purchased (or sold).  
· The same process is repeated looking forward six months.
· One then deducts the lower total purchase price from the amount realized on the reportable sale to determine the profit, if any, that is payable to the corporation.
8. “Covered persons” for purposes of § 16(b) include 10% shareholders, directors and officers; when defining “officers”, titles alone are not dispositive, rather the relevant inquiry concerns whether the putative officer has recurring access to nonpublic information in the course of his duties.
9. In formulating the exact criteria for a “purchase or sale” for purposes of § 16(b), it is important to recognize that transactions might have the effects of a purchase or sale without having their forms, such as derivative contracts that allow a party to assume the risks and rewards of stock ownership without dealing in the security itself, or uses swap transactions to cash out the economic interest of her stock while retaining only legal title.
10. Recent SEC rules bring all derivative combinations that track the financial characteristics of an issuer’s securities under § 16(b).
11. NOTE CASE: Kern County Land Co. v. Occidental Petroleum Corp., 411 U.S. 582 (1973):
RULE 10b-5
1. The SEA of 1934 broadly empowered the SEC to promulgate rules regulating the trading of securities on national exchanges or through the means of interstate commerce; and § 10 is the most important such grant of rulemaking power.
2. SEA § 10(b) – “[it shall be unlawful] to use or employ, in connection with the purchase or sale of any security registered on a national securities exchange or any security not so registered, any manipulative or deceptive device or contrivance in contravention of such rules and regulations as the Commission may proscribe as necessary or appropriate in the public interest or for the protection of investors.”

3. SEC Rule 10b-5 – “[it shall be unlawful]: (a) to employ any device, scheme or artifice to defraud, (b) to make any untrue statement of a material fact or omit to state a material fact necessary in order to make the statements made, in the light of the circumstances in 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.
4. The two most controversial elements of liability under Rule 10b-5 are: (1) the duty issue in omission cases (as compared to the more established false or misleading statement element); and (2) reasonable reliance.
· A false statement (made with the intent to deceive) is the most basic element of Rule 10b-5 – it is the essence of fraud.
· In the context of omission of material facts, three positions exist: (a) the aggressive position that any possession of relevant, material, nonpublic information gives rise to a duty to disclose or abstain from trading; (b) the more traditionalist position that it is necessary that the insider breach a fiduciary duty in trading on inside information in order to find Rule 10b-5 liability; and (c) the intermediate position of augmenting the fiduciary duty theory with the more far-reaching misappropriation theory.
5. SEC v. Texas Gulf Sulphur Co., 401 F.2d 833 (2d Cir. 1968):
6. Call options – contracts that give holders the right to purchase stock at a fixed price for a fixed period.
7. Put options – contracts that give holders the right to sell stock in the future at a fixed price.
8. Parties who are not officers or directors but who know nonpublic information are: those who are tipped off by insiders (tippees) usually as part of a scheme to make profits for both; those who get nonpublic information in connection with performing some service for the corporation (service providers, such as lawyers and bankers); and those who invest in information acquisition through legitimate means and in the process learn something material before the public generally appreciates it.
9. Case law has produced three main legal theories trying to deal with the question of when omissions to disclose may be predicate for Rule 10b-5 liability, which are sometimes termed the “equal access”, “fiduciary duty”, and “misappropriation” theories.
· Equal access theory: holds that all traders owe a duty to the market to disclose or refrain from trading on nonpublic corporate information – the basis of the duty is said to be the “inherent fairness” of exploiting an unerodable informational advantage (that is, confidential information from which other traders are legally excluded).  The theory is grounded on the elements of: (1) the existence of a relationship giving access, directly or indirectly, to information intended to be available only for a corporate purpose, and not for the personal benefit of anyone, and (2) the inherent unfairness involved where a party takes advantage of such information knowing it is unavailable to those with whom he is dealing.  In its unqualified form, it reaches all conduct that might be popularly understood as insider trading: tippees and financial printers, no less than top corporate officers, may be equally culpable for insider trading, and they may be culpable even if their information originates outside the company, since the essence of wrongdoing under this view lies in exploiting an informational advantage over other traders.
· Fiduciary duty theory: (it was adopted by two US Supreme Court decisions of the early 1980s, which remain the authoritative underpinnings of insider trading law under Rule 10b-5) Chiarella held that a financial printer did not breach a disclosure duty to other traders by trading on nonpublic information concerning certain takeover bids because he lacked a relationship-based duty to shareholders of the target companies in whose securities he traded.  Dirks clarified the limits of the fiduciary duty theory by addressing the liability of tippees based on Chiarella’s stress fiduciary relationships, and holding that a tipper, who originally may be thought to owe a duty to other traders in his own company’s stock, must first violate that duty by tipping improperly; the tippee, who originally owes no duty, then assumes the tipper’s duty by trading – whether tipping is improper in the first instance (and thus whether the tipper violates his duty) is said to turn on whether the insider tips to secure a personal benefit from the tippee, and if so, the tipper in effect, trades indirectly on his own tip.  Dirks also introduced a device for expanding the scope of primary insider trading violations by suggesting that market professionals such as an “underwriter, accountant, lawyer, or consultant” may become constructive insiders for purposes of  Rule 10b-5 by virtue of entering into a fiduciary relationship with the insider.
10. Chiarella v. Unites States, 445 U.S. 222 (1980):
11. RETAC – relationship of trust and confidence between corporate insiders and shareholders.
12. Dirks v. SEC, 463 U.S. 646 (1983):
13. United States v. O’Hagan, 117 S.Ct. 2199 (1997):
