I.  Characteristics of Corporations 

A.  Partnership
1.  Vohland (D) v. Sweet (P) Indiana, 1982
· facts:  P sues for dissolution and accounting; wins cash; D appeals.  P worked at D’s nursery and had an informal arrangement for 20% of the profits.  No partnership paperwork ever filed, no partnership tax returns filed, no taxes withheld on the 20% share.  D used earnings (and thus P’s share) to expand the stock of the business, not thinking of the consequences.  
· issue:  whether there’s a partnership or an agreement to work on commission.  
· 3 characteristics of a partnership –
· profits – agmt to share fortunes of company, both good and bad
· contribution – each kick in sth at the start (idea, cash, equipment, etc.)
· control – agree to manage it together
· Q is whether parties intend to create a relationship w/ those chars.  
· Sweet wins.  
· nb:  
· partnerships can generally sue and be sued as entities; but partners are also personally liable.  
· They’re not taxed as entities, but the individuals are.  
· informal organization – no formalities or forms required.  (limited partnerships do require forms)  
· Many characteristics can be changed by K (such as how and who runs it; but they can’t do things that affect 3d parties that the 3d parties don’t agree to).  
· Partnerships are personal, and you can’t sell your partnership share.  
B.  Corporation Basics 

1.  How a Corp Differs from a Partnership 

	Corporation
	Partnership

	owned by shareholders
	owned by partners

	no personal liability (limited liability – creditors can go after assets of corp. but not of the owners)
	personal liability

	perpetual existence
	dies with partners

	corporate taxes + personal tax of dividends
	personal taxation by attribution

	formal
	informal

	centralized mgmt
	partners manage

	entities
	aggregates


2.  Unincorporated entities
· partnership (see above)
· limited partnership 
· formal entity (used esp. in real estate development)
· has general (personally liable) and limited (contribute money, but prohibited from being involved in mgmt; not personally liable) partners
· IRS always used to treat this as regular partnership, but changed it so that when ownership interests are freely traded (as on NYSE) then that kills the partnership (and makes it into a corp.?)
· limited liability company 
· limited duration (not perpetual)
· no trading of shares
· no centralized management
· they can choose how to be taxed – as corp. or partnership; but if they trade shares, they’re taxed as corp.
· limited liability partnerships
· limit liability for some things but not others
· tend to be specialized, as for doctors.  
· subchapter S – for small corporations
· IRS treats it as a partnership for tax purposes
· shareholders had to be few in # and entirely domestic
3.  Corporation by Estoppel
a.  Thompson & Green Machinery v. Music City Lumber Tenn., 1984
· facts:  D person buys wheel loader from P on behalf D corporation.  8 months later D learned that it bought wheel loader one day before D was incorporated.  D unable to make payments, so returns it to P.  P sells it, applies sale proceeds to note, and sues for balance. When P finds out that D wasn’t incorporated when the sale was made, P also sues D personally.  
· issue:  whether the new TN statute eliminates corporation estoppel.  
· holding:  Statute says 1) no business until corp. formed; and 2) whoever does such business before incorp is personally liable.  B/c the statute basically explicitly eliminates corporation estoppel, it is eliminated and unavailable, regardless of belief or behavior.  
· policy:  
· reasons to renounce corp. by estoppel – 1) it’s so easy to incorporate, why wld someone need protection if he messed up?; 2) encourages diligence; 3) bright-line rule lowers administration costs; cts won’t have to answer Q of whether there’s incorporation.
· reasons to keep corp. by estoppel – 1) chill incorporation; 2) impede business transactions; 3) P assumes risk when enters into transaction; why give P windfall when he never expected to get at D’s personal assets?  
· Revised Model Business Corporation Act elimintates corp by estoppel.  MBCA requires knowledge that there is no corp., and in those cases corp by estoppel wouldn’t apply anyway.  But if both parties knew there was no corp, then it might exist to protect incorporator
· Thompson wins.  
4.  De Facto Corporation 

· the other common law doctrine to protect people who mess up incorporation 
· if you make g.f. effort to incorporate, hold self out as corporation, then corporate law protects you even if some mistake prevents incorporation; looks at actions taken by incorporator
5.  Piercing the Corporate Veil
a.  Zaist v. Olson CT 1967 
· facts:  D owned property and contracted with P to clear and grade the land for development.  D in one corporation initially contracted with P’s.  D, later as part of another corp. that he incorporated and owned, continued to work with P’s but w/o informing them of the change of ownership.  P’s do work, and D gets loans to pay for it.  by 12/31/59, outstanding balance was only $23,100.  D and D’s sons sign checks for Ps.  P wants to get at D personally to get the money; D corp. has no money.  
· issue:  whether there’s enough overlap b/w corporation and individual to pierce the veil.  
· To pierce veil, there must be such domination of finances, policies, and practices that the controlled corporation has no mind separate from the individual who controls it.  Commingling of funds is an easy way to pierce the veil.  
· instrumentality rule/ alter ego – requires 3 elements:
· 1) Control (complete domination) not only of finances but of policy and business practice in the transaction questioned so that the corp. has no separate mind; 
· 2) such control used to commit fraud or wrong, or agst some other positive legal duty, or a dishonest or unjust act agst P’s legal rights; 
· 3) control and breach must be proximate cause of harm
· holding:  Key for the court is the control D exercised over all the corporations.  

· P wins.

b.  Perpetual Real Estate v. Michaelson Properties 4th Cir. 1982. 
· facts:  D incorporates for real estate ventures.  D is sole shareholder.  D sometimes personally indemnifies partner agst losses.  When there’s a suit agst D and P as partners by tenants, D can’t pay b/c it’s distributed its profits to the shareholder already.  
· nb:  The associations were partnerships b/w two corporations.  So any liability for AAA/BAA becomes personal liability for the partner corporations.  Partnership liability is joint and several.  
· issue:  whether D was alias, alter ego, or dummy of the individuals and that D exercised undue domination or control over corp.  
· factors to consider in piercing the veil –

· 1) whether D observed corporate formalities; 
· 2) whether he kept corporate records; 
· 3) whether he paid dividends; and 
· 4) whether there were other officers and directors
· nb:  But the corporation must also be used for nefarious purposes; total control and domination is not enough to justify piercing the veil.
· holding:  No evidence of fraud or crime on D’s part.  No evidence that D disguised wrongs, either.  Therefore, no veil piercing.  Cts reluctant pierce the veil, and will only do it w/ very good reason.  Here, b/c it’s legit to pay dividends, and then go bankrupt some time after, there’s no reason to pierce the veil. 
· Fraudulent conveyance law –cannot convey assets away from a person to avoid a foreseeable, legit, liability of a person (either corporation or real person).  So if the corp knew that there was a liability, and it paid the dividends knowing that the suit was coming, then f.c. law would probably take the money back into the corporation to pay the debt.  The question is foreseeability.  
c.  Walkovsky v. Carlton NY 1966
· facts:  D vests ownership of taxi fleet in many corps, each one owning only a couple cabs.  P injured when run over by cab driven by D individual and owned by D corp.  Another D individual owned shares in 10 cab corps, including this one, each of which only has 2 cabs registered.  D’s cabs and corps all meet all the statutory requirements.  They have done all within the letter of the law.  
· issue:  whether the operation is an attempt to defraud public.  
· nb:  Whenever someone uses the corp. to further his own rather than the corp.’s interests, he can be liable personally under respondeat superior
· holding:  b/c no allegations that D was acting in individual capacity w/r/t the corp, and no allegations that D was not observing formalities b/w the many corps and acting merely to suit his convenience, then no veil piercing.  
· D wins.  (Case was refiled, alleging all the things you needed to allege to pierce the veil, and it settled.  So P’s ended up getting at Carlton thru a settlement.)

· nb:  undercapitalization argt never works in this country, b/c every time that a creditor wanted to get paid, it’d look to get at the shareholders.  And then it would completely destroy the protection of limited corporate liability.  

· P did allege enough to hold other cab co’s also owned by D liable, or the whole company, under respondeat superior, but not enough to get at D personally.  

· P did allege enough for enterprise entity liability (getting at other parts of the shareholder that are being used as one business).  
· Dissent – when a company is so undercapitalized that it cannot possibly cover its likely financial liabilities, there shd be shareholder liability.  When the risks of loss so outweigh the corp.’s ability to pay, then a shareholder can be personally liable in CA.  So it shd be in NY
d.  Bartle v. Home Owners Coop. NY 1955

· facts:  creditors advanced $ to Westerlea, but Westerlea had no existence intended to make profit.  Westerlea made houses, and houses sold at cost to members of coop.  
· issue:  How to distinguish from Zaist?  Shareholders using corp. to benefit themselves personally, but different result from Zaist.  
· Westerlea can’t make profit; its sole purpose is to give cheap product.  (In Zaist, E.H. cld make no profit, either, and it was only supposed to funnel $ to Olson.)
· nb:  If shareholders knew what was going on, then they can’t make this argt.  They’re estopped from claiming fraud b/c they knew what was going on.  When the creditors extended the credit, they knew that it was set up to give at-cost housing to veterans, and so they were taking a risk by investing.  Without the knowledge, it’s the same as Zaist.  
· D wins.  
e.  Stone v. Eacho (In re Tip Top Tailors) 4th Cir. 1942
· facts:  Tip Top incorporates in DE, and also incorporates a wholly-owned subsidiary, Tip Top in VA.  All the work, finances, everything, is done at the DE corp. offices (in NJ).  All the work of VA corp. is done by DE corp., and all the bills of VA paid by DE.  

· Three possible solutions – 
· 1) respect the corporate entities, and split the VA assets among the VA creditors and DE corp., or 
· 2) mix them together, treating them as one and split the assets, or 
· 3) treat VA as subordinate, and subordinate its debt to the VA creditors.  
· holding:  pools the assets, treating as one corp., and doing option (2) from above.  
· if you allow equitable subordination here, you’re destroying the assets in the parent, and the creditors of the sub aren’t getting paid. 
· if sub actually had been run as separate corp., then piercing might not be appropriate.  Then why subordinate and not respect the formalities?  If it would be fairer to the investors, then subordinate (when not being run as independent corps). 
· nb:  you have to do the numbers each time to see which is best.  Different #’s might result in a different ranking.  
· a.  Respect the corporate entities (see packet for #’s)
· b.  Subordinate the claims of parent to the other creditors of the subsidiary (see packet for #’s)  
· c.  One corporation – Enterprise Entity.  The debt from VA to DE disappears, b/c it’s just $$ owed to itself.  
6.  Successor Liability

a.  Generally: Corp. buying assets of another does NOT inherit liability EXCEPT:
1) Purchasing corp. expressly or impliedly agrees to assume old corp.'s debt. (Lenders can force agreement, or veto deal)
2) Transaction = consolidation or merger
3) Purchaser merely continuation of old Corp.
a) Did Organizational Structure change? Tift v. Forage King structural metamorphosis, but same corp. 
b) Does corporation have same Identity?
c) Continuity of business, name and management alone is insufficient for holding transferee liable. (Anderson Lumber v. Meyers) Consider: Insolvent Corp.- re-built under technically new corp., sufficiency of consideration for assets - good public policy. 

d) Same rules for partnership or proprietorship too.
4) Fraudulent transaction to escape liability, e.g., Transfer of assets w/inadequate consideration

b.  Tift v. Forage King Wisc. 1982
· facts:  P was child operating tractor on farm with attached chopper box and injured by the chopper box.  Equip manuf in 1961, accident in 1975.  D was sole proprietorship, but in 1968, the original sole proprietor and successor sole proprietor formed a partnership.  Then they became corporation, with 2 shareholders.  Then one sells all shares to the other, but remains as director.  Then the remaining shareholder sells all shares to another corp. in 1975.  
· issue:  whether any express or implied agmt to assume predecessor’s liabilities; whether the exceptions (supra, and p. 1-44) should be extended to predecessor sole proprietorships.  
· nb:  If this were a case where it was one corporation becoming another, then P’d have a case.  But b/c the product was sold when D was a proprietorship and not a corp., then there’s no action agst the successor corp.  

· policy:  one shdn’t just be able to dissolve an old corp., move the assets to a new corp., and escape liability.  The point of a corporation is not to escape liability. 
· nb:  A proprietor cannot dissolve, b/c he’s an actual person.  He always exists as a proper and possible defendant.  

· holding:  successor liability here, b/c of identity.  It finds that although the original business wasn’t a corp. but a propreitorship, it’s still the same business, so identity will apply.  
· Identity applies when it changes its organizational form, and only at that moment.  Here, that applies when it goes from partnership to corp.  (Cld also look at prop. to partnership.)  It’s at these points that you ask about identity.  Subsequent changes to the corporation don’t matter.  
c.  Anderson Lumber v. Myers Minn. 1973
· facts:  Leekley dissolves his first corporation and founds a 2d, transferring the assets to the 2d, but none of the debts; he made the 2d corp. specifically to avoid the debts of the first.
· holding:  Ct finds none of the exceptions apply – 1) no transfer of good will from one to other; 2) no lack of consideration in asset transfer; 3) no fraud; 4) no express or implied agmt to accept liabilities; 5) no merger.  So no successor liabiltiy.  

· Two main principles of the case –
· 1) successor liability shd not be a way to shed responsibilities
· 2) insolvency shd allow a company to sell its remaining assets, pay of its creditors as best it can, discharge its indebtedness, and go into business again.  
· nb:  difference b/w here and Tift is the insolvency here.  This only works when the company is insolvent.  Otherwise, Tift rules.  

· nb:  50 states, 50 successor liability laws.  Some states are like Tift dissent (go after sole proprietor only)
C.  What’s a Business – Corporate Nature
1.  Corporate Power and Ultra Vires
a.  Real Estate Capital Corp. v. Thunder Corp. Ohio 1972 
· facts:  D corp. has always had two stockholders – Cohen, with 80%, and Berman with 20%.  D corp. issues 2d mortgage on its property to P.  But the mortgage amount was not paid to D, but to Winthrop Homes (later Amber Builders), which had no relationship with D corp., except that Cohen was sole shareholder of Winthrop.  P’s file to foreclose on mortgage and appoint receiver.  Winthrop singed note for $105K to P’s, with security in the personal promise of Cohen and a mortgage deed from Thunder Corp on apt buildings and its rents and leases.  Berman, 20% holder of Thunder, doesn’t want the mortgage to be honored, b/c he didn’t agree to it.  Berman argues that Thunder got no benefit or consideration for the mortgage.  
· issue:  whether mortgage is valid b/w D corp. and Ps
· Berman argues that Cohen went ultra vires – beyond the power – by making the essentially voluntary gift goes beyond the purpose or power of the company.  Since it’s not in the article of incorporation, it makes it invalid under Ohio law.  It’s like a contract by a minor.  (Where does it say in the corporate charter that Thunder can’t do it?  Sort of in the last full purpose clause, p. 1-57)  
· nb:  Corporate purpose clauses are no longer necessary, and it’s assumed as the default rule that a corp. can engage in any lawful business.  Cts imply from the language of “business” – businesses are supposed to make money, and anything that doesn’t do that cts can find it’s agst the purpose of the company.  
· holding:  Ct finds no consideration for the $105K loan for Thunder, so it finds it hard to find a corporate purpose behind mortgaging the property to secure the loan of Winthrop.  But ct has found that voluntary gifts of corporations are valid, and not fraudulent so long as there’s enough assets to secure it.  And, if the shareholders agree, there’s nothing to stop the corporation from giving a gift to one of its officers.  Ct finds that b/c one of the stockholders didn’t approve (altho only 20% holder), it makes the mortgage invalid.
· nb:  Who shd be left holding bag?  Berman or RECC?  Both are relatively innocent parties.  Jurisdictions have split on this.  Remedy in cases like RECC is not to invalidate transaction to detriment of 3d party.  It can be enjoined beforehand, but once it’s executed, it can’t be undone.  
· MBCA § 3.04 – does this case turn out differently?
· is it too late for the injunction?  
· (b) removes ultra vires as a defense agst recovery.  
· exceptions construed narrowly – suit for injunction to stop transaction from happening.  But if transaction has already happened, and 3d parties have relied on it, then they get protected.  Then shareholders are stuck – if they’re aggrieved, they have to deal with controlling shareholder and not the 3d party.  
· If he doesn’t recognize the wrong until it’s too late, then his only recourse is agst the majority shareholder.  
2.  Role of Corporation in Society

a.  Dodge v. Ford Motor Co. Michigan.  1919
· facts:  P’s, 10% shareholders, want D to keep paying out special dividends.  
· nb:  Cts can’t interfere in the right of a corporation to pay or not pay dividends as it sees fit, unless its not issuing a dividend would constitute a 1) fraud; 2) breach of g.f.; 3) neglect; or 4) abuse of discretion towards its shareholders.
· holding:  b/c of the huge profits and assets of the corp., mostly cash, and its history of paying special dividends, its refusal to do so here seems arbitrary.  So ct wants D to justify its not paying dividends.
· P wins.  The goal of a corporation is to make money.  It can be charitable, but it can’t be charitable so that it doesn’t make profit and ends up depriving its shareholders of their dividends.  (1-63)
· narrow reading:  for-profit corp. cannot be turned into semi-eleemosynary corp.  Corps can make charitable donations, and they can come out of shareholders’ pockets, but you can’t turn a for-profit into a charity.  Thus, ultra vires survivies, inasmuch as corps. are assumed to be in business to make money, and they thus have no power to do things that don’t further that purpose.  
b.  Shlensky v. Wrigley Ill. 1968
· facts:  P minority stockholders sue for negligence and mismanagement b/c D refuses to hold night baseball games, b/c 19 of 20 teams do it, and Cubs lose money, P claims, b/c it doesn’t play night games.  
· issue:  whether P has even stated a cause of action w/o alleging fraud, illegality, or conflict of interest.  
· D argues that protecting the neighborhood is part of the business; P argues that baseball is business, and this is clearly not for the benefit of the shareholders.  
· nb:  The rule is that the majority of shareholders rule, when they act within the scope of the charter.  
· holding:  w/o even a hint of one of the factors, then the ct’s not going to intervene.
· D wins
c.  Miller v. AT&T 3d Cir. 1974
· facts:  P’s sue D for failing to collect outstanding debts from DNCmte after 1968 DNConv.  P’s allege that D’s failure to collect violates Communications Act for making contribution to DNCmte.
· nb:  If it had been simple failure to collect debt, there’d be no question that cts cldn’t intervene.  But where that failure also includes the allegation of illegal behavior, then cts can look at it.
· nb:  Even if done to benefit corp., illegal acts may breach fiduciary duty in NY law
· holding:  Ct finds that there’s enough to proceed, and P must show 1) D made contribution to DNC 2) in connection with federal election 3) for the purpose of influencing the outcome of that election.
d.  Ongoing debate re above 3 cases –

· value max model – corporations designed primarily for shareholders and duty of directors is to maximize value for shareholders, subject to constraints of law 
· pro – increases the SH’s money, and it’s their individual choice
· pro – encouraging investment ($$ won’t be given away)
· pro – more likely to disclose where the money went.  
· corporate citizenship model – corporation has broad responsibilities from being a member of society, and it has to give back sth to society, even it comes out of the shareholders’ pockets.  
· pro – giving back to community benefits society
· pro – investors might be attracted to good corp. citizens
· pro – more efficient giving

· pro – more money to charity when it comes from corp. than from individuals.  
· con – corp. vision of society cld be problematic to shareholders

· con – corp. directors have too much power

· lots of room for abuse on each side.  
· corp. can make charitable contributions even w/o having any justification that it benefits either the corp. or society.  Donations can’t be large in terms of the size of the organization (“reasonable”) (see Ford) and they have to be disinterested financially (the corp. can’t give to CEO’s child’s college fund).  Corps can impose huge hits on shareholders by backing out of unethical K’s (such as selling fertilizer equip to country that will use it to make poison gas to use on citizens)
· MRPC 1.2
· MRPC 1.6 – revised to take out illegal act requirement, and now allows disclosure to prevent reasonably certain death or substantial bodily harm.  
· MRPC 1.16 – atty can always withdraw if the corp. is doing sth repugnant to atty’s values.  (even if he can’t always disclose), as long as it doesn’t adversely affect client
II.  Duties of Corporations 

A.  Duty of Care

1.  ALI, Principles of Corporate Governance, §4.01
2.  Francis v. United Jersey Bank NJ 1981
· facts:  P are trustees in bkruptcy of corp., whose job is to see that creditors of corp. get paid off.  Suing D as director, rather than as owner (b/c of shareholder immunity).  The family ran corp., and father died, leaving the widow, w/ 48% of the corp., and her two sons in charge.  The sons started loaning themselves more than the company was making, and when it went bkrupt, loans totaled over $12M.  Mother knew nothing about the business and paid no attention to it or her duties as a director.  
· issue: whether corporate directors personally liable in negligence for failure to prevent the misappropriation of trust funds by other directors who were also officers and shareholders
· rule:  To find her personally liable, have to find 1) that she had a duty to the clients, 2) that she breached that duty, and 3) that the breach was a proximate cause of their losses.
· all of this must be analyzed under the standard of ordinary care.  
· is the std negligence or gross negligence?  is negligence too low a std?  based on hindsight bias, one cld argue that negligence is too low a std, and that gross negligence would correct for hindsight bias.  
· B/c directors shd have at least a rudimentary knowledge of the business, they cannot claim ignorance of the business as a reason for failing to exercise ordinary care.  The gist is that altho a director doesn’t have to micromanage, the director needs to have some clue as to what is going on.  
· holding:  Directors have responsibilities to corp. (“duty of care”), and, if they don’t’ fulfill those responsibilities, they can be personally responsible as directors (but not as shareholders).  No figurehead directors – if you’re a director, you’ve got to put in the time.  
3.  Smith v. Van Gorkom Del. 1985 
· facts:  Class action by shareholders agst Trans Union, seeking rescission of a cash-out merger of TU into Defendant New T, a wholly owned sub of D, Marmon Group.  Trans Union considering LBO after trying to increase its cash flow by acquiring more companies.  Van Gorkom (CEO), meets privately with LBO specialist to see about LBO at $55.  VG decides to go ahead with LBO w/o ever consulting board or seeking legal advice.  He presents the LBO to the board as a fait accompli.  Board approves deal w/o ever seriously considering it.  
· investment tax credit (ITC) – typically allows credit for amount of investment made in plant and equipment.  Can be tied to depreciation, initial investment, etc.  Allows you to shield income from taxation equal to the amount you’ve invested.  Requires income to shield – w/o income, the ITC does no good.
· control premium – the amount over the stock’s current price that accounts for the company’s intrinsic value and for the control of the company.  
· findings below:  1) board had acted in an informed manner so as to be entitled to protection of the BJR in approving the cash-out merger; 2) shareholder vote approving the merger shd not be set aside b/c the stockholders had been “fairly informed” by the board.  
· issue:  To attack this decision, the party challenging it must rebut the presumption that the decision was an informed one.  That depends on whether the directors informed themselves of all the information reasonably available to them before making the decision.  It’s a duty of care, rather than loyalty.
· std for duty of care is gross negligence. 
· an uninformed decision is voidable, rather than outright void.  The shareholders’ approval could only justify the decision if it was fully informed.  
· holding:  Board breached fiduciary duty – 
· 1) by failing to inform themselves of all information reasonably available to them and relevant to their decision to recommend the Prtizker merger
· 2) by failing to disclose all material information such as a reasonable stockholder would consider important in deciding whether to approve the Pritzker offer.
· trial court on remand must determine fair value of TU’s shares and award damages for amount that that exceeds $55/share.
· dissent – no quarrel with the analysis of the rule, but feels that the application of the rule to these facts is wrong
· DE legislature passed § 102(b)(7) in response to this case.  
· allowed a corp. to eliminate personal liability of a director for violation of fiduciary duty as director.  
· still cld be liable for breach of duty of loyalty, or other intentional violation of law, or transactions where they receive personal benefit.  
· cts are suspicious of opinion letters, when the board opines that the price is acceptable.  
4.  In re Walt Disney Delaware 2003
· derivative action – suit by shareholders on behalf of corporation.  In CL seen as two suits as one – shareholder prosecutes suit (like a class action), and any monetary damages goes into corporate coffers, and atty gets fees
· facts:  P’s allege that D directors breached fiduciary duties in blindly approving employment agmt with D Michael Ovitz and then ignored D Michael Eisner’s dealings with Ovitz regarding his non-fault termination.  P’s seek rescission and/or money damages from D’s and Ovitz, or compensation for damages Disney sustained and disgorgement of Ovitz’s unjust enrichment
· BJR – if it’s disinterested transaction, judged by duty of care –
· 1) was process reasonable? (judged by gross negligence standard)
· 2) if so, then benefit of business judgment rule (ct will not intervene if transaction has any rational basis
· P has burden of proof.  

· fiduciary duties of directors –
· duty of loyalty
· duty of care
· (duty of good faith) (that comes from this case, and open Q whether it will last)
· in derivative claim, P’s must allege facts to create a reasonable doubt –
· 1) that the directors are disinterested and independent, or
· 2) that the challenged transaction was otherwise the product of a valid exercise of business judgment
· the claim must allege facts with some particularity, but not to the level of evidence, but more than notice pleading.  Mere opinion is not enough.
· nb:  Ovitz was also on the bd when the K was actually signed; he was working for a while before the K was finalized.  So maybe even the initial K reflected his breaching a duty to the company.  
· P wins.  
5.  BJR looks mostly at process, and not the decision itself.  
· did mgmt undertake reasonable investigation?  was the process itself reasonable?  Std is gross negligence in most jurisd (e.g., Del).  
· if reasonable process, ct gives minimal scrutiny to actual decision (“rational basis test.”)
· § 102 of Delaware allows for corps to eliminate liability for breach of duty of care.  
· Disney represents non self-dealing case in which directors received no benefit, and ct seems to institute a duty of good faith.  

B.  Duty to monitor
1.  Graham v. Allis-Chambers Mfg Co. Del. 1963
· facts:  derivative suit agst AC for violation of fed antitrust laws and damage costs to corporation from directors and some high level employees.  alleges they knew or shd have known about the AT violations; but no evidence of that, so P’s shift focus that they are liable as matter of law for failing to take action that would have informed them of the activity.  
· directors have ordinary duty of care to prevent illegal activity by employees. 
· holding:  Directors are allowed to rely on honesty of subordinates until there is sth that indicates sth is wrong.  Finds for D.  

· what effect would Van Gorkom have had on this case?  Directors can’t let responsibilities slide.  Disney suggests additional good faith test, in addition to duty of care.  What about Caremark – how wld Graham be affected by it?  Make sure there’s some sort of monitoring system in place.  Sarbanes-Oxley (in wake of Enron) does require some additional monitoring, but it also changes the environment.  Graham put duty only after suspicion.  New law is that even w/o suspicion, there’s duty to put into place reasonable monitoring mechanisms to prevent employees from engaging in wrongdoing. 
2.  In re Caremark Del. 1996
· facts:  claims that D’s board breached fiduciary duty of care in connection w/ alleged violations of fed and state laws and regs regarding kickbacks for health care providers.  D pled guilty to DoJ charges and paid approx $250M in fines.  Caremark issued internal booklet about how to handle and set up these K’s so as to obey the law.  It was updated annually by the firm’s lawyers.  But what was prohibited was not always clear.  Few decisions interpreting ARPL made grey areas.  MN federal grand jury issued indictment agst Caremark, two directors, and others, charging violations of ARPL.  Complaint charges that directors allowed the situation to develop and continue which exposed the company to enormous liability and in so doing violated their duty to the company.  No charges of self-dealing.
· issue:  whether the proposed settlement is fair to the corp. and its shareholders.  
· holding:  Ct concludes that it’s unlikely to prove any breach of duty by board. 
· Two contexts for director liability for breach of duty of care –
· to follow from a board decision that results in a loss b/c the decision was ill advised or negligent – these are reviewed under BJR.  This does not analyze the content of the decision, but rather the good faith or rationality behind it.  Deep respect for the all good faith board decisions.
· from an undisclosed failure of the board to act in circumstances in which due attention would arguably have prevented the loss.  unconsidered inaction.  Modern trend has been to use criminal law to assure corp. compliance with external legal reqmts, incld envi financial and employee and product safety, as well as other health and safety regs.  
· two views of Graham –

· narrow – boards can’t be charged with wrongdoing for assuming the integrity of their employees, absent grounds to suspect deception

· broad – bd has no responsibility to assure appropriate info and reporting systems are established by mgmt; wld probably not be accepted by DE (3 reasons why not; p. 2-53)
· Corp. tried hard to prevent wrongdoing, which represented good faith effort to avoid breaking the law.  Breaking the law alone does not violate the fiduciary duty – there must have been some lack of good faith in doing so to find directors guilty of breaching fiduciary duty.
· w/o monitoring, Caremark could easily have lost (see bottom of 2-53)
3.  Sarbanes-Oxley Act -- § 302 Corporate Responsibility for Financial Reports
· officers submitted annual financial reports must have reviewed the report, and certify that to their knowledge it has no untruths.  
· they must also submit that they have designed internal controls to ensure that the information is correct

C.  Duty of Loyalty
1.  Meinhard v. Salmon NY 1928 
· nb:  not really a corporate case, but sets the standard for the duty of loyalty
· facts:  Gerry leased to D a hotel for 20 years, from 02 – 22.  Lessee made changes to hotel making it shops and offices.  D while as lessee was in K with P for the loan of the funds.  Result was joint venture with written K.  P was to pay D half the necessary money to alter and manage the property.  D was to pay P 40% of the profits for the first 5 years and 50% for the years thereafter.  Each party was to bear losses equally.  D had sole power to manage and operate the building.  Near the end of the lease, new lessor entered into new lease with D for the building and the neighboring buildings, for 20 years, extendable to 80, with higher rent (b/c more buildings) and provision that in 7 years they will be torn down and replaced, but D told P nothing about new lease.  When P found out, he wanted to have the lease be held in trust as part of the joint venture.  P sued, got 25% of the value (the value of the original property), and appealed and got 50%.  D appealed.
· issue:  whether D had duty to tell P about the new negotiations.  
· holding:  b/c abundant authority that one partner may not renew the lease w/o the notice of the other, Cardozo’s language (2-58 and 59 and 60) very strongly supports the notion that one partner may not very easily betray another, and that they owe one another a very high duty of loyalty.  duty of loyalty extends to giving notice to partner of potential new deal; at a minimum, information shd have been given to other partner.  

· result:  To continue giving D his right to manage and alter the property, he gets 50% +1.  
· dissent –no claim of actual fraud or misrepresentation, only lack of communication, and the new lease is vastly different from the old one.  

2.  Self-Dealing
a.  Cookies Food Products v. Lakes Warehouse Iowa 1988
· facts:  P minority shareholders in derivative suit allege that D acquiring P corp. and executing self-dealing K’s violated fiduciary duty to company.  P corp. was in trouble and asked D shareholder to buy sauce below wholesale and then distribute it along with his auto parts, which he did.  P executed exclusive distribution deal with D, in which D does everything except make the stuff, and takes 30% of gross sales for its efforts.  When D became owner, he replaced much of the board, and caused a split in the shareholders.  As majority shareholder, D increased his benefits and the benefits of his distributor corps.  but Cookies never paid dividends, which angered shareholders.  However, SBA loan required no dividends until the loan was repaid, which only happened 1 month before the suit
· below:  dist ct found no breach of duty
· rule:  IA code defines duty of care – perform the duties of a director 1) in good faith, 2) in a manner such director reasonably believes to be in the best interest of the corporation, and 3) with such care as an ordinarily prudent person in a like position would use under similar circumstances
· issue:  whether D’s not paying dividends and increasing benefits was self-dealing. 
· when it’s self-dealing, burden shifts to D to prove good faith.  In duty of care, burden is on P.  standard is higher than duty of loyalty – this is a fairness std, rather than a rational basis.  Ct really has to examine whether the decision was good for the corp., or did D demonstrate that the decision was fair to corp.  
· three sets of circumstances where director may engage in self-dealing w/o clearly violating the duty of loyalty – (this 3 prong test shows up in almost every jurisdiction)
· 1) if the relationship is known or disclosed to the board (those disinterested directors, i.e., not counting the votes of the interested director)
· 2) the relationship is known to the shareholders an d they authorize the dealing
· 3) the K is fair and reasonable to the corp.
· 3d prong is the default, that if the first two fail, the court can still rely on the 3d and find fairness to the corp. and no improper self-dealing
· holding:  Ct requires not just board and shareholder approval, but also good faith, honesty, and fairness.  Here, nothing to indicate that the K’s weren’t fair, that D’s prices were too high, or that P hasn’t benefited from it.  
3.  Sarbanes-Oxley § 301
4.  3 levels of scrutiny –
· rational basis for 2d prong of business judgment rule (actual decision)
· reasonableness for 1st prong of bjr (reasonableness of the decision-making process) 
· fairness – highest std – in duty of loyalty, directors have to prove that deal was intrinsically fair to corp.  
5.  Case v. NY Central RR Co. NY 1965
· facts:  P’s shareholders in OH corp. which owns lines in Ohio and rents them to D which pays rental of 40% of revenues from traffic on those lines.  D pays all expenses of operating and maintaining corp.’s lines, including taxes, but not fed income taxes.  Corp thus has no expenses and makes a profit as long as D is its lessee, whether or not D actually profits (b/c it pays 40% of revenue, not profit).  D owns majority of corp.’s stock, and wants to go from 74% to 80% ownership to take advantage of new fed tax law, and does, and it’s ok within the federal tax laws.  Board unanimously approves.  Corp saves a lot on taxes this way, b/c D was losing lots of money, and its losses offset Corp’s profits, to save corp.’s paying taxes and resulted in payments to D. 
· issue:  whether the deal was unfair to corp.  
· nb:  D could not use its majority position on the board to gain undue advantage to itself over the minority shareholders.  Cts can intervene when majority takes advantage to the detriment of the corp. or its minority shareholders.  
· holding:  reverses, finding ultimately that it was fair, b/c there was no way to know at the time the deal was signed how it would turn out.
· nb:  situations where both parties gain are problematic for the courts; it’s much easier if D gains and P corp. loses – that’s an easy case. 
· nb:  Even though standard is fairness, and burden is on defendant to show fairness, ct declines to redo deal.  
6.  Corporate Opportunity, subset of self-dealing
a.  Irving Trust v. Deutsch 2d Cir. 1934 
· facts:  P is trustee of bkrupt Del. corp.  Corp tried to buy patents from bkrupt NJ corp.  D was employed by Del corp. to negotiate with D’s who were in control of NJ corp.’s situation and bought 1/3 of the reorganized company for $100K cash, but did not get the patents.  D’s presented plan to board of Del Corp, and D president approved, but D president couldn’t get the funds.  So board approved D Biddle’s acceptance on behalf of Del Corp and directed its officers to notify its acceptance to D’s controlling NJ corp.  Individual board member D’s were to buy the stock b/c Del corp. couldn’t afford it.  After D’s got all their shares, they made buckets selling them on the open market.
· issue:  whether D’s are J+SL to account for their profits, b/c they breached their fiduciary duties and profited at the expense of the corp.  
· holdings:  
· directors can’t personally make deal standing in company’s stead

· one who knowingly joins a fiduciary in an enterprise where the personal interest of the latter is or may be antagonistic to his trust becomes jointly and severally liable with him for the profits of that enterprise.  
· Regular employee is not normally a fiduciary unless he is also an agent w/r/t the matter under consideration.  
· found incapacity as no defense (“Irving Trust Doctrine”).  This bright-line rule is minority; majority of jurisdictions goes with case-by-case.  When it’s a corporate opportunity, it shd be offered to the company, and treat it like any self-dealing case, applying the 3 prong test.  Subsumed in this, if the corp. isn’t able to take advantage, then the directors’ taking it personally doesn’t harm corp. at all.  

· result:  Dismissal agst Bell, Biddle, Deutsch, and Hammond is reversed; affirmed for Stein and Reynolds.

b.  Burg v. Horn 2d Cir. 1967
· facts:  Darand realty incorp with 3 equal shareholders, P and two D’s, all directors, who purchased a low-rent building in Brooklyn.  D’s convinced P to get into the real estate business.  P’s thought that D’s would buy properties for Darand.  D’s bought many properties with money they made from Darand (paid to them through “loan accounts” at the end of the year), but also from corporate loans and loans from P.  These are exactly the types of opportunities that the corp. was set up to do.  P’s argue that D’s as directors have a different hat, and that when they find opportunities, they have to present them to the corp.  

· issue:  whether D had obligation to present those properties to P’s for purchase.  

· holding:  Under NY law, property acquired by a corporate director will be impressed with a constructive trust as a corporate opportunity only if the corporation had an interest or a ‘tangible expectancy’ in the property when it was acquired.  This means that the corp. opportunity shd only be used to bar directors from purchasing property which the corporation needs or is seeking, or which they are otherwise under a duty to the corporation to acquire for it.  
· nb:  D argues for adoption of interest or expectancy test.  P’s argue that if it’s in the line of business, then it’s for the corporation to take.  Line of business rule.  
· nb:  Not all opportunities within the corp.’s line of work are corporate opportunities.  Case-by-case, by considering the relationship b/w the director and the corporation whether the duty to offer properties in the line of business may be implied.  If it’s not a corporate opportunity, then there’s no issue.  So that’s the Q.  
· lessons from this case –
· tests for determining what’s an opportunity – interest/expectancy or line of business
· Interest means only legal or quasi legal interest, or some sort of nexus/connection.  Some courts have even said that the interest is only if it’s necessary for the corporation’s survival.  
c.  Rapistan Corp. v. Michaels Mich. 1994
· facts:  LSH, Del corp., acquired LS and its holdings, which included P.  P is large manuf and seller of materials-handling conveyor equipment and systems.  At time of acquisition, D’s were part of P’s management.  Shortly afterwards, D’s resigned from P and joined corp. formed by LBO bank to buy a competitor.  At time of trial, D’s were officers of competitor.  
· issue:  whether D’s breached duties to P corp., misused confidential information, etc.
· Guth Rule (of corporate opportunity doctrine) – 
· whenever an opportunity is presented which the business is financially able to undertake, is in its business, is of practical advantage to it, and which it has a reasonable interest or expectancy in, and if the self-interest of the officer or director is served to the detriment of the corp. if he embraces the opportunity, then he can’t do it for himself.
· Shorthand of Guth Rule – if it comes to you in your capacity as a director, if it’s in the line of business or in the interest or expectancy, that’s an opportunity.  If it comes in the capacity as individual, then it’s only an opportunity if there’s an interest or expectancy.  
· Guth Corollary – when an opportunity comes to a director in his individual rather than professional capacity, and it’s not essential to the business, the officer may treat the opportunity as his own, and the corp. has no interest if the director hasn’t wrongly used corp.’s funds for it.
· To determine whether a business opportunity is a corporate opportunity –
· 1st, must ascertain whether the opportunity was presented to the corp. officer in his individual or corporate capacity
· 2d, must determine the nature of the opportunity
· 3d, the nature of the opportunity is analyzed depending on whether the opportunity is presented to the corp. official in his individual or corporate capacity
· b/c G.C. contains no requirement that the ct examine the desirability of the opportunity, trial court’s not considering it doesn’t matter.
· to claim that an opportunity has been usurped, corp. has to do more than claim that they would have seized it had they known; the ct must determine if it would have given reasonable inferences drawn from objective facts
· nb:  fiduciary’s time is also a corporate asset, so developing a personal business opportunity on company time counts.  estoppel applied more often when hard assets – cash, facilities, etc., are used, rather than soft – time, goodwill, etc.
· D wins
· nb:  Jurisdictions are split on this rule.  They’re all over the place.  Some will distinguish depending on type of company (public v. close), some have just applied fairness std (Mass. does this) 
d.  Fliegler v. Lawrence Del. 1976
· facts:  shareholder derivative action on behalf of Agau agst its officers and directors and US Antimony Corp.  D president of Agau, as individual, leased antimony properties.  Offered to lease the properties to Agau, but board thought that Agau couldn’t afford it.  So D transferred properties to USAC (closely held corp. formed just for this purpose and whose stock was owned by D’s).  Agau had long-term option to acquire USAC if it would benefit Agau.  Agau exercised its option w/r/t USAC and executed a stock swap.  Agau gave 800K shares to USAC for all USAC’s shares.  800K at fair market value of Agau gave directors of USAC a fair price for their effort and risk in determining the value of the property to USAC and Agau.
· issue:  whether the individual D’s, in their capacity as directors and officers of both corps, wrongfully usurped a corporate opportunity of Agau.
· rule:  § 144(a)(2) – information was disclosed to shareholders and they voted on it.  D’s argue that that shifts the burden to P to show unfairness.  
· nb:  B/c D’s were on both sides of the deal, they must show intrinsic fairness.  No bad faith isn’t enough.  Issue is whether the 800K shares was a fair price to pay for a wholly-owned sub.  Trial ct examines the value at time of Jan. 70 execution, but appeals considers it at Oct. 70 when shareholders actually approved.  

· holding:  Statute merely removes the “interested director” cloud when its terms are met and provides agst invalidation of an agmt solely b/c such a director or officer is involved.  But nothing in the statute removes the need for scrutiny of the deal
· result:  Analyzing all the factors, nothing suggests unfairness to Agau.  
e.  Lessons from Fleigler –
· effect of shareholder vote.  
· 3 prong statute – transaction isn’t void or voidable b/c of self-interest unless one of the three prongs isn’t satisfied – 
· 1) full disclosure to disinterested directors and they approve; 
· 2) full disclosure to shareholders and they approve; or 
· 3) it’s fair to the corporation.  
· ct’s interp – if 1 and 2 aren’t satisfied, then burden shifts to D to prove fair to corp.
· but what happens if 1 and/or 2 are proved – will ct rubber stamp it, or apply BRJ, or shift burden of proof?  Statutes don’t specify effect of ratification.  They just say that if not ratified, D has to prove fairness.  
· here, what’s the effect of getting the shareholder ratification – some dicta indicate what might happen – see p. 2-93, top – if ratification, then must prove no rationality at all.  P must show complete waste of corporate resources.  Cts generally do not accept shareholder vote as proving anything unless it was approved by majority of disinterested shareholders – cts insert “disinterested” into 2d prong.  
f.  In re Wheelabrator Del. 1995
· facts:  shareholder class action challenging merger of WTI and WMI.  D’s are members of WTI’s board.  P’s claim that in negotiating the merger, director D’s breached fiduciary duties of loyalty and care.  D’s claim that fully informed shareholders approved it.  Both parties concede that fully-informed shareholder vote defeats the duty of care claim.  
· Two standards for these situations – 1) involves controlling stockholders; 2) all the others.  
· in 1), ct shifts burden to P and maintains std
· in 2), shareholder ratification converts duty of loyalty case into one governed by bjr.  Provides only low level scrutiny.  P has to prove waste to meet bjr.  
· Vote by fully informed shareholders defeats breach of duty of care claim.
· Duty of Loyalty claim –
· Del. SC. has found shareholder ratification of “voidable” director conduct in only two cases – 
· 1) where directors act in good faith, but exceed the board’s de jure authority; 
· 2) where directors fail to reach an informed business judgment in approving a transaction
· no Del case has held that shareholder ratification automatically extinguishes duty of loyalty claim.  – the cases only shift the burden or std of review or both.
· two categories of duty of loyalty ratifications –
· a) interested transaction cases b/w a corp. and its directors (or b/w a corp. and another corp. in which the corp.’s directors have a financial interest) -- approval by majority of disinterested shareholders invokes business judgment rule and puts burden on party objecting to the transaction.  
· b) cases involving a transaction b/w a corp. and its controlling shareholder – in parent-sub merger, std is usually entire fairness.  Where the merger is approved by a majority of the minority shareholders, burden shifts to P to prove unfairness.  
· b/c WMI was not controlling stockholder (only 22% and 4/11 board members), std of review is business judgment, and P’s have burden of proof.  
· D wins SJ on duty of care, and doesn’t win SJ on duty of loyalty.  

D.  Summary
1.  three basic types of transactions
· self-dealing w/ control
· self-dealing w/o control
· disinterested
2.  three types of ratifications
· shareholder
· director
· none
3.  three levels of scrutiny
· rational basis/waste
· reasonableness
· fairness
4.  2 burdens of proof –
· p
· d
5.  match them up, the types of transactions and ratifications w/ the level of scrutiny and burden of proof.  
E.  Derivative Suits
1.  Aronson (D; -ant) v. Lewis (P; -ee) Del. 1984
· facts:  P stockholder; D corp. and its 10 directors.  P challenges transactions b/w corp. and Fink, who owned 47% of the stock.  Challenge is that the board approved the transactions only b/c Fink chose all the board members.  Employment K b/w Meyers Corp and Fink for 5-year terms, renewable indefinitely.  Fink cld terminate at any time, but Meyers only w/ 6 mos. notice.  On term., Fink becomes consultant for life.  He was 75 at the time of the agmt.  Board also made interest-free loans totaling $225K at time of filing.

· issue:  when a stockholder’s demand upon a board to redress an alleged wrong to the corp. is excused as futile prior to the filing of a derivative suit
· law:  demand reqt of R. 23.1 requires the stockholder to exhaust options w/in the corporation first, and present a safeguard agst strike suits.  Demand reqt comes from fact that shareholder is suing on behalf of corp., and since corp. is party affected by suit, and that corp. is really who shd be bringing the suit agst the directors.  
· nb:  P’s go excused route, rather than refused route.  Levine (infra) (if make demand on board, and board refuses to act, then board’s refusal to act judged by bjr; burden is on P)  This is a good strategic move to go for demand excused rather than demand refused.  
· holding:  Ct adopts test (p. 103) – does P’s alleged facts create doubt that 
· first, directors are disinterested and independent  (as of when is that inquiry made?  either at time of suit or at time of contested transaction)  and –

· 2d, the challenged transaction was otherwise the product of a valid exercise of business judgment 
· Ct says you can stop after proving the first.  If you prove the first, you don’t have to prove the 2nd.  Ct says “and” but also says “otherwise.”  Read “and . . . otherwise” as an “or.”  
· nb:  High pleading burden on duty of care (b/c they’re easy to bring) and lower pleading burden on duty of loyalty (you just have to show that it is a duty of loyalty case).  
2.  Levine v. Smith and Perot Del. 1991
· facts:  shareholders made demand on board, board conducted what ct considered reasonable investigation.
· holding:  Ct rules that if you make demand on board, and board refuses, then the std is the BJR.  
· nb:  strategically, this means that you shd never make a demand on the board.  No one makes demand in Del. anymore b/c of this rule.  Not only shifts the burden, but shifts the focus to the board’s judgment about the demand, rather than the underlying contested transaction.  
3.  Zapata Corp. (D, -ant) v. Maldonado (P, -ee) Del. 1981
· facts:  P stockholder in derivative suit alleged breach of fiduciary duty, and claimed demand was futile b/c directors named as D’s and they participated in acts specified.  Bd created special committee w/ 2 new directors (not involved in litigation at all) to investigate P’s claims.  Cmte concluded that P’s claims weren’t worth going forth with for the corp.  P argues that directors might be biased in judging their fellow directors, involved in the underlying transaction or not.  P did not make demand, and just sued.  Bd conceded that it might be biased, so it set up special comte with directors who weren’t involved in the contested transaction and not D’s in the suit.    
· issue:  whether bd has power to terminate derivative suit under BJR, and how much deference ct shd give to the cmte.  Basic threshold Q here is when the board can terminate litigation properly brought by derivative suit.
· nb:  Bd may terminate derivative suit after demand has been made and refused, unless the termination was wrongful.  Decision to terminate is reviewed under BJR.  Since no demand was made here, decision to terminate is a threshold issue.  
· law:  Del statute allows disinterested directors to speak for the board.  Even if the rest of the bd is tainted, it can still appoint disinterested directors to act on the corp’s behalf and best interest. 
· holding: Ct wants chancery ct to be able to decide the termination, after the disinterested cmte submits a request for termination to the ct.  Proceeding will be like SJ, to show that there’s no issue of material fact.  Two step test to the motion –
· 1) inquire into the independence and good faith of the comte and the bases supporting its conclusions.  Corp has burden to prove g.f., intention, and reasonable investigation.  Threshold step – corp. must meet this before moving to 2d step
· 2) ct shd apply its own business judgment to determine if the suit shd be terminated.  Ct shd consider not just corp’s interests but also law and public policy.  
· nb:  this is different from a regular business decision.  1) if directors are not biased, there’s no reason to worry about the decision, and 2) what do cts know about business judgment?  But in litigation decisions (which this is), this is what cts have competence in, and where their special expertise is.  
4.  Alford v. Shaw N.C. 1987 
· facts:  Ct originally ruled that BJR controlled the review of termination of derivative suits.  But is reconsidering.  P minority shareholders claimed mismanagement, and D created committee to investigate and determine if shareholder suit wld be in best interest of company.  P’s filed derivative action before cmte completed its investigation.  P’s claimed self-dealing, fraud, negligence, etc.  Cmte recommended that suit be dropped.    

· issue:  whether special litigation comte’s decision to terminate P minority shareholder’s derivative action agst bd is binding on courts.
· nb:  Three basic approaches to special corporate litigations committees – 
· 1) Auerbach approach (NY) – extend BJR to decisions of these cmtes, precluding judicial review of the merits of the decisions.  Review limited to issues of good faith, independence, and sufficiency of investigation
· 2) Miller (Iowa) – directors charged with misconduct are prohibited from participating in the selection of cmtes.
· 3) Zapata (Del) – two step test – 1) inquire into good faith, independence, and investigative techniques of the cmte, and the burden is on the corp.; 2) additional scrutiny on the merits in which cts may exercise their own business judgment
· law:  Plain language of NC statute requires thorough judicial review of suits by shareholders on behalf of a corp.  The ct is directed to determine whether the interest of any shareholder will be substantially affected by the discontinuance, dismissal, compromise, or settlement of a derivative suit.  
· holding:  Even if P might recover, if the recovery wouldn’t outweigh the harm to the corp., the corp. may still discontinue the suit.  Zapata was limited to cases where demand was futile; NC statute doesn’t so limit the cases.  So judicial review is always acceptable, even where demand was refused.
5.  commentators and MBCA suggest that demand shd always be made.  But if demand is refused, then you’re screwed.  It’s generally better to apply Zapata, which represents the modern trend of applying judicial scrutiny to not just SLC cases, but other cases as well. 
6.  In re Oracle Derivative Litigation Del 2003
· facts:  Oracle SLC moved to dismiss derivative suit.  P’s claim that D directors insider traded while in possession of material nonpublic information showing that D wld not meet earnings guidance.  
· issue:  Cmte has burden to show there’s no material issue of fact of its independence, as from Zapata.  Q of independence depends on “whether director is, for any substantial reason, incapable of making a decision with only the best interests of the corp. in mind.”  Independence test focuses on impartiality and objectivity.  SLC has failed to show that here.
· holding:  even w/o official ties to the corp and its interested directors, the SLC can still be found to be biased (here, they were from Stanford, and Oracle was big donor to Stanford).  
7.  NB:  no SLC ever recommends that the litigation go forward.  Cts are rightly concerned about the SLC, esp. when some suits do make it into court and do win.  Cts moving away from Auerbach just b/c of it is increasingly viewed as overly deferential to corps.  
8.  What to do when suspect corp is fraudulent, self-dealing, etc. (in DE; NC and some other states apply Zapata in more situations, such as when demand has been refused (Alford))
a.  first, you can either  –
· demand
· sue
· nothing
b.  If demand, corp can 
· fix the problem
· pursue the litigation
· refuse the demand
c.  Most likely, they’ll refuse.  Then,
· SH can sue
· or not
d.  If suit after demand refused, then ct must decide (applying BJR under Levine, b/c demand has been made and refused)
· permit suit
· dismiss suit
e.  If no demand and straight to suit, then corp may –
· move for dismissal
· settle (always a possibility at any point)
· move to trial
· set up SLC, conceding that bd isn’t right place to make decision, so a disinterested group needs to make the decision

f.  If corp moves for dismissal, then ct decides (applying Aronson)
· to dismiss 
· or not
g.  If corp sets up SLC, it can decide to –
· move to dismiss
· pursue litigation (which never happens)
h.  If SLC moves to dismiss, then ct decides (under Zapata’s 2 prong test)
· to dismiss
· or not

III.  Federal Regulation of Corporations
A.  Historical Background of 1933 and 1934 Acts

· buying on margin – buy $100 stock with $10 cash, borrowing $90 from broker, and he’d buy the stock for $100.  But when stock starts to fall, margin call from broker to put more money in account, or sell the shares and broker recoups loan.  When market started going down, margin calls went out and everyone sold, driving market down further.  
· Cong got involved to prevent the sort of thing that led to the crash; before that, stocks and such had been state regulated.  
· Passed 1933 Act and 1934 Act to regulate securities.  Disclosure legislation, to improve the amount of information in the marketplace.  Much of the buying in the 20’s had been of companies with nothing behind them.  
· 1933 Act to regulate primary offerings in the primary market, i.e., when companies sell shares to the public.  
· 1934 Act to regulate 2dary market, where people sell shares to one another, e.g., on the NYSE or OTC, and the brokers engaged in this.  
· § 10(b) – prohibits using any deceptive or manipulative device agst any rule SEC passes (which thus requires SEC to pass some rule)
· SEC promulgates 10b-5 – which prohibits fraud, untrue statements, and fraud.  Effectively a grant to federal courts to develop a common law of corporate fraud.  
· Broad and covers a lot, including, e.g., insider trading.  

B.  Corporate Fraud

1.  Financial Industrial Fund v. McDonnell Douglas Corp 10th Cir. 1973
· facts:  P mutual fund mgmt company decided to by 100K shares of D for a fund.  When P goes to buy the shares, more are available than expected, so P stops the purchase.  2 days later, D announces that it won’t make the earnings estimate.  D’s shares go down, and P decides to sell all that it bought (80K) for much less than it bought at.  P claims that the special earnings report shd have been issued days earlier.  P basically claims that D’s silence was fraudulent.  
· issue:  First, is there a private right of action under 10b-5?  (Yes)  Next, does corp have a duty to disclose material information to the public under 10b-5?  (2) only requires disclosure to make it so that a statement made is not misleading; it doesn’t apply to outright and continued silence.  But language is so broad that it doesn’t really say anything, and basically leaves it up to the courts.  
· burden:  P must show that D had the information to make the statement but did not do it seasonably, and that D owed a duty to P to disclose as to do otherwise would violate 10b-5, and P relied to its detriment on such inaction.  
· nb:  There’s no duty to disclose unless P can find one.  Just b/c directors have information that is material doesn’t mean that they have to disclose it to the public.  Ct can find this duty in lots of places.  Insider trading, e.g., is an omission case.  
· holding:  D cld affirmatively show either good faith or good business judgment in its acts or inaction.  Presumption is that they acted in good faith and judgment although hindsight might show that to be in error.
· D gets JNOV.  
2.  Two ways to violate disclosure act –
· make a false statement
· omit to correct a false statement
3.  Five Fingers of Fraud 
· Summary of § 10(b) and Rule 10b-5

· “bad act” – deception

· misstatements – 
· 1) statement that 
· 2) is false

· omissions – 
· 1) duty to make statement and 
· 2) no statement

· Elements – the five fingers of fraud

· materiality – what a reasonable investor would think is impt

· standing – Blue Chip 
· reliance – Affiliated Ute; Basic
· scienter

· damages

a.  Standing
i.  Blue Chip Stamps v. Manor Drug Stores 1975 
· facts:  US filed antitrust agst Old Blue Chip, and the case eventually settled, requiring Old Blue Chip to reorganize into New Blue Chip, which was required to reduce the holdings of its majority shareholders and offer shares to retailers who had used OBC but were not shareholders.  P was user of OBC, and files suit agst NBC, claiming that D intentionally made the offer unappealing so that old users wldn’t buy the shares and D cld then offer the unsold shares to the public at a higher price.  P claims that D made material misstatement in the prospectus.
· issue:  whether P has cause of action under 10b-5 without having actually bought any shares named in the allegedly misleading prospectus.    
· precedent:  2d Cir (Birnbaum rule) had previously stated that the class for actions under 10b-5 claims was only those who had actually bought/ sold shares.  Not adopting this rule would open the floodgates to anyone and everyone.  Would-be buyers/sellers comprise the whole world.  
· law:  All the language of § 10(b) limits actions to those who actually bought/sold securities.  It would be anomalous to infer a cause of action for non-purchasers when Cong has been so express in its limitation of actions to actual buyers/sellers in so many other cases.
· holding:  Advantage of existing Birnbaum rule is that it’s easier to verify – either P bought/sold stock and has standing or didn’t and doesn’t.  History and precedent and policy and all that has built up around the Birnbaum rule support following it.  
· dissent – 
· prospectus clearly contains misleading and fraudulent statements, and those statements kept P’s from buying stock – surely there’s some remediable harm in that.  
· wants to interpret the statute broadly, b/c this fraud was “in connection with” the purchase of stock – i.e., it prevented the purchase.  Wants it to be a logical nexus test b/w the fraud and the sale/purchase.  
ii.  In re Donald J. Trump Securities 3d Cir. 1993 
· facts:  P’s claim that prospectus accompanying issuance of bonds contained affirmatively misleading statements and materially misleading omissions in violation of 10b-5.  D’s issued bonds to public at 14%, higher than the usual 9% for corp bonds at the time.  The bonds were to raise capital to – 1) purchase the Taj Mahal; 2) complete construction on the Taj; 3) open the Taj for business
· nb:  forward looking claims and opinions are only actionable if the speaker does not genuinely and reasonably believe it.  
· nb:  “bespeaks caution” doctrine – when cautionary language negates the materiality of an alleged misrepresentation or omission  If the opinions or projections are accompanied by meaningful cautionary statements, the forward-looking statements will not form the basis for a securities fraud claim if those statements did not affect the “total mix” of information the document provided investors.  IOW, if sufficient, the cautionary language renders the alleged omissions or misrepresentations immaterial as a matter of law.  Boilerplate is not enough; it must be specific and substantive.  
· nb:  “bespeaks caution” doctrine since incorporated into statutory law.  § 21E(c).  Couch forward-looking statements in enough cautionary language so not to materially affect buyer/seller.  But it’s disjunctive – see (1)(B) v. (1)(A).  
b.  Materiality – Basic Inc. v. Levinson (Basic I) 1988 
· facts:  D was publicly traded company making chemical refactories for steel industry.  Combustion Engring wanted to acquire B, and decided it cld when FTC removed anti-trust barriers to its doing so.  When B’s stock rose upon rumors of merger talk, B’s president said it wasn’t in merger talks.  A year later, B asked NYSE to suspend trading in its stock b/c it had been approached by another company to merge.  Two days later, B approved Combustion’s offer for $46/share of common stock.  P’s are former B shareholders who sold their stock after B’s first announcement that there was no merger talks and before the suspension of trading a year later.  
· issue:  Whether D’s offered 3 false statements and thereby violated 10b-5.  They claim they sold at artificially deflated price b/c of B’s claims that there was no merger planned.
· below:  dist ct gave D’s SJ b/c the statements were made when it was not certain that the merger would actually happen.  Appeals reversed and remanded, b/c altho B didn’t have to release info about the merger talks, it cldn’t voluntarily give information that was “so complete as to mislead.”
· rule:  SC adopts std that “an omitted fact is material if there is a substantial likelihood that a reasonable shareholder would consider it important in deciding how to vote,” and that there must be “a substantial likelihood that the disclosure of the omitted fact would have been viewed by the reasonable investor as having significantly altered the ‘total mix’ of information made available.”
· issue:  whether preliminary merger talks meet this test.  B argues that the merger talks don’t become “material” until there’s an “agreement in principle” (3d Cir test) (3 rationales for adopting; 3-27ff).  But Cong has adopted a standard of disclosure, and not to be paternalistic towards investors assuming that they can’t know that mergers are risky and might not be effected.  SC does not agree that it’s ok to exclude from materiality information about merger conversations merely b/c there’s no agreement in principle.  
· holding:  SC rejects “AIP” test, and adopts 2d Cir’s analysis –
· bases materiality on a balance of the indicated probability that the event will occur and the anticipated magnitude of the event in light of the totality of the company activity.
· materiality of merger discussions is case-by-case 
· to determine probability, ct needs to look at indicia of interest at high corporate levels
· to assess the magnitude of the transaction, ct will have to consider the two corps’ sizes, and of potential premiums over market value.  
· Nothing short of completing the deal will be dispositive.   
· This doesn’t establish a bright line.  
· nb: –
· SC does not say that it has to be disclosed; saying nothing would be fine up until the agmt’s signed.  Materiality has to do with the facts, and 10b-5 prohibits misstatements of material fact, but it imposes no affirmative duty to disclose all facts.   
· SC rejects the notion that lying about sth makes it material.  If you lie about the sandwiches at the board meeting, that doesn’t make that material.  
c.  Reliance 
i.  Affiliated Ute Citizens v. US 1972 
· facts:  UDC incorporated in 1958 to manage jointly with Tribal Business Cmte.  UDC issued 10 shares to each mixed-blood Ute, and deposited the shares with a bank that held them for the shareholders, and issued them receipts.  If a member wished to sell, he had to first offer to mixed and full blood tribal members.  If no takers, then offer to non-members, but not at lower price than to members.  UDC wrote to bank asking it to discourage members from selling stock.  2 Bank officers bought 8.3% of the stock sold in 1963-64, and 32 other whites bought stock in that period.  In 64-65 whites were selling b/w each other at $500-700, and mixed-bloods were selling at $300-700.  2 bank officers held standing orders from whites who kept money at the bank for ready consummation of sales.
· transfer agents are working for corporation, for the benefit of the corp and its shareholders.  From this, and from the letter, SC finds a duty to disclose (more from K relationships than 10b-5).  
· issue:  whether D’s violated duty of disclosure that they were selling shares to whites for much higher prices than they were buying from Utes, and thus committed fraud.  Main Q is on reliance – would P’s have acted differently had they known what was going on?  
· holding:  SC reads 1st clause of 10b-5 to say that these two in the course of business used a device, scheme or artifice that operated as a fraud upon the Ute sellers.  B/c of their knowledge of and participation in the market, they had an affirmative duty to disclose to sellers.  Sellers had right to know that the 2 were making money from their selling the shares at a higher price to whites.  
· nb:  Positive proof of reliance is not prerequisite to recovery in omission cases.  All that is necessary is that the facts withheld be material in the sense that a reasonable investor might have considered them impt in making a decision.  Obligation to disclose and this withholding of a material fact establish the requisite element of causation in fact.
ii.  Basic Inc. v. Levinson (Basic II) 1988
· facts:  D was publicly traded company making chemical refactories for steel industry.  Combustion Engring wanted to acquire B, and decided it cld when FTC removed anti-trust barriers to its doing so.  When B’s stock rose upon rumors of merger talk, B’s president denied merger talks.  A year later, B asked NYSE to suspend trading in its stock b/c it had been approached by another company to merge.  Two days later, B approved CE’s offer for $46/share of common stock.  P’s are former B shareholders who sold their stock after B’s first announcement that there were no merger talks and before the suspension of trading a year later.  
· below:  Dist ct adopted presumption of reliance by members of the P class upon D’s statements that enable the ct to conclude that common Q’s of fact or law predominated over particular questions pertaining to individual Ps.  6th Cir affirmed class certification, and accepted the “fraud on the market” theory to create a rebuttable presumption that P’s relied on D’s material misrepresentations, noting that w/o the presumption it wld be impractical to certify a class.
· nb:  Fraud on the market theory – 
· misleading statements defraud purchasers of stock even if the purchasers do not directly rely on the misstatements, b/c the company’s stock price is determined by the available material information w/r/t the company and its business.
· causal connection b/w the D’s fraud and the P’s purchase in such a case is no less significant than in a case of direct reliance on misrepresentations
· issue:  whether it was proper for the courts below to apply a rebuttable presumption of reliance, supported in part by FOTM theory.
· holding:  reliance provides causal connection b/w D’s misrepresentation and P’s injury.  But SC says more than one way to show causal connection, as when a duty to disclose material information has been breached, concluding that the necessary nexus b/w the P’s injury and D’s wrongful conduct had been established.  An investor who buys stock at the market price does so in reliance on the integrity of that price.  B/c most publicly available information is reflected in the market price, an investor’s reliance on any public material misrepresentations may be presumed for purposes of 10b-5 actions.
· nb:  D can rebut the presumption by showing that the elements that give rise to the presumption don’t actually exist, or that the misrepresentation did not lead to a deflated price or that an individual P traded or would have traded despite knowing that the statements were false.  Any showing that severs the link b/w the misrep and the P’s decision to sell will rebut the presumption.
· Concur/dissent –
· SC assumes that buyers/sellers rely on “integrity” of the market price.  This suggests that stocks have some “true” value measurable by some standard other than market price.  
· Also, no evidence of intent by D’s, and they neither bought nor sold during the time in question.  
iii.  West v. Prudential 7th Cir. 2002
· facts:  P’s claim that Hofman, broker at D, told them that Jeff. Savings Bank was “certain” to be acquired at a big premium in the near future.  That was a lie, but if it wasn’t, then it was inside information, which wld also make anyone who bought/sold culpable.  Misstatement was only made to 11 people, and price did go up.  
· issue:  whether anyone who bought/sold in the time period can bring a suit.  
· nb:  two impt reasons for hearing this case –
· dist ct substantially extended FOTM.  Basic held that public information reaches professional investors, whose evaluation of that information and trades on that information quickly affects the prices.  But here the information was private, and that was its value.  
· class actions are impt for sth like this, b/c settlement often involves D’s paying large sums to individual P’s even when they have weak cases.  Certifying a class will curtail the risk of paying huge settlements to individuals
· holding: No presumption w/o showing more – must show public information, not private information, when they buy/sell shares.  No FOTM for non-public information.  
· nb:  perhaps there was some other reason for the increased demand/price?  By not examining other reasons for the price increase, P’s expert undercuts his own theory.  B/c the price increase was long-term rather than short-lived (if professional investors had investigated, they would have either bought (b/c there was some truth) or sold (b/c there wasn’t), and the price would have flattened.  But it didn’t, so that indicates that sth else was at work here than just misrepresentation.  
d.  scienter – Ernst & Ernst v. Hochfelder 1976
· facts:  E&E accounting firm hired by First Securities small brokerage to audit its accounts and prepare statements for SEC.  H were customers of that brokerage who invested in fraudulent securities scheme operated by president of FS and owner of 92% of its stock.  Nay encouraged P’s to invest in escrow accounts that would pay high interest; instead, he pocketed the money.
· issue:  whether there can be 10b-5 violation w/o intent to deceive, manipulate, defraud.  
· rule:  Language of 10b-5 indicates that knowledge/intent probably needed, b/c of “device” and “contrivance”  “Manipulative” is basically a term of art in securities for intentional conduct.
· holding:  SC leaves open Q of recklessness, and later cts have held that recklessness can form basis for liability.  SC turns to legis history to look for support for negligence std, but finds intent to cover only intentional deception.  
· dissent – doesn’t want to drive wedge b/w intent and negligence, b/c the harm can be the same.  
e.  damages 
i.  Mitchell v. Texas Gulf Sulphur Co. 10th Cir. 1971
· facts:  P’s claim failure to disclose results on drilling on Timmins property and issuing inaccurate press release about that drilling.  P’s stockholder in D, and D found ore in Timmins property core sample, but wasn’t sure just how much in the whole property.  Rumors spread, and D issues statement that the results were largely inconclusive.  After inviting a reporter to the site, D released statement that the drilling did reveal a lot of mineral deposit.  P’s sold their stock after the first release but before the 2d.  
· issue:  what measure of damages to apply
· Damage examples –
· hypo:  D announces no ore, shares at $50.  P sells to D for $50.  After D announces ore, stock trades $100-150, with AV $120.  D sells at $180.  at time of judgment, $200.
· Rescission -- $150.  Put P back in same position they were in before, based on value at time of judgment.  
· Cover -- $100 – P cld have gotten back in at any time w/in some time after corrective announcement.  At most, at that time, it’d’ve been $150/share, so $100/share will allow P to have gotten in at that time.  That it continued to go to $200/share doesn’t matter – if P had continued to ride it out, that’d’ve been P’s judgment.
· Restitution -- $130 – take back ill-gotten gains of D.  Since D bought at $50 and sold at $180, then $130 is D’s ill-gotten gains.  
· Out-of-Pocket – $70 -- value (not price) or stock when it is sold.  Take the average of the stock price after the correction, which represents basically the best guess of what the stock was really worth at the time it was sold just after the misstatement.  Best estimate of value will be the average price during a given period.  
· cts have used all of these, depending on what’s appropriate.  
· rule:  Damages shd only restore the injured P’s to their former status.  
· holding:  But that’s impossible here – so shd award the reasonable investor the amount it would have taken him to invest in D within a reasonable period of time after he became informed of the 2d release.  This award wld only allow one to “cover” by reinvestment and suffer neither loss nor forced sale.  Damages shd thus be based on highest value of stock between a few days after the 2d announcement (by which time any reasonable investor would know about it) and a short time thereafter.  Ct does not average b/c it doesn’t compensate fully.  
ii.  Santa Fe Indus. v. Green 1977 
· facts:  D acquired little by little Kirby Lumber, eventually owning 95% and planning to buy the rest under DE’s “short-form merger,” which allowed it to just buy the rest of the stock for cash.  Statute doesn’t require any notice to the stockholders, but they can petition the court for fair value of shares.  No need for vote by parent (only buying 10%, doesn’t much affect parent) or target (only owns 10%, not enough to be able to do anything), so parent can just go ahead and do it.  D offered $150/share, claimed value only $125, and P’s claimed value $772/share.
· below:  Appeals said that 10b-5 reaches breaches of fiduciary duty agst minority shareholders w/o any misrepresentation or lack of disclosure.  Finds cause of action b/c merger had no business purpose and shareholders given no prior notice or opportunity to apply for injunctive relief.  
· rule:  Deception has to be an element of the bad act; it can’t just be a violation of the fiduciary duty.  A violation of f.d. that doesn’t fall under deception doesn’t get in under 10b-5.
· holding:  Ripping off shareholders is not enough under 10b-5 unless you do it in a manipulative and deceptive way.  D gave all the data to P, and even if it’s true that they presented the data in such a way to present a misleading picture to shareholders, there’s no remedy under 10b-5.
iii.  Goldberg v. Meridor 2d Cir. 1977
· facts:  P files derivative action agst Universal Gas & Oil claiming grossly unfair K with its parent Maritimecor that violated 10b-5.  Assets and liabilities go to sub, and shares go to parent.  P claims that the assets that went up were much greater than the assets that came down from parent.  
· analysis:  P needs to show the bad act, and then the five fingers.  
· bad act – Ct says it’s the deception by not saying that it’s fraudulent, and the corp. is deceived b/c even though the directors knew about it, the shareholders, the true representatives of the corp., didn’t know about it, and they’re being deceived.
· elements –
· standing for P in derivative suit b/c UGO sold shares, which gives standing (even though shareholder didn’t actually buy/sell, b/c it’s a derivative suit)
· material – b/c these facts wld’ve been important to hypothetical reasonable director in making the decision.  
· reliance – shareholders cld have brought suit if they had been told that it was fraudulent.  B/c directors didn’t tell them it was a fraud, they changed their behavior and didn’t sue.  
· scienter – Maritimecor acting intentionally and knew and willfully committed the fraudulent act
· damages – transaction not at fair value, so complaining about inadequate consideration.  
· holding:  it’s possible that a reasonable unbiased director might not have voted for the transaction had the full details been disclosed.  Deception involves not saying that the transaction is fraudulent.  B/c the transaction is fraudulent, not saying it is an omission that’s actionable. 
· concur/dissent – 

· the claimed deception wasn’t material
· to show materiality, P wld have to demonstrate that he, as reasonable shareholder, would have sought and obtained an injunction agst the transaction had the facts been revealed.

C.  Insider Trading
1.  Policy Argts Pro and Con I.T. 

a.  illegal –
· unfair
· discourages involvement in stock market
· warp business decisions b/c insiders might make decisions based on personal interest rather than company’s interest
· discourages mkt analysis.  
· can be generally broken up into three categories –
· effects on the mkt
· effects on the firm – lead to distortions in firm decision-making.
· effects on the investor – investors want brokers to work for them, not for themselves
b.  not illegal –
· other means (such as K) exist to protect information
· more information in the market (see TGS, where it sat on the insider info, and if you allowed them to trade on it, they would have driven the stock to a more realistic price based on the true value); insiders drive the price
· information is inherently asymmetric; the stock mkt will never be a level playing field.  
· allowing executives in start-ups to inside trade provides them compensation when they don’t have much cash flow.  (counter to this is that stock options do the same thing, and work only when the stock goes up; I.T. can make money going either up or down)
2.  Cady, Roberts SEC 1961
· facts:  selling broker executed solicited order and sells for discretionary accounts including that of his wife upon an exchange.  Board voted to cut dividend.  The publication of the announcement was slowed by various things, and Cowdin called his broker D and told him to sell, which he did.  Once the announcement was public, the stock tanked.
· issue:  what are the duties of the broker after receiving nonpublic information about the company’s dividend action from a director who is employed by the same brokerage firm, and whether D violated 10b-5.
· nb: [short sale – to sell sth short.  You don’t actually own it, and broker finds the shares from other clients, and sells them at market price.  Then, say, stock tanks, you call and close your short position, and broker buys the shares back at current market price, and you get the difference.  If the stock goes up, you get less, and eventually, if it goes up too much, the broker makes a margin call asking you to put up more money or get out.  (Before Great Depression, margin was like 10%, but the ’33 and ’34 Acts made the margin limit 50% to keep a falling market from outstripping margins.)]
· rule:  10b-5 allows insider trading liability based on the two elements below.
· “Any person” extends not just to directors or officers, but also to people with a relationship providing access, directly or indirectly, to info intended to be available only for a corporate purpose and not for the personal benefit of anyone
· the inherent unfairness involved where a party takes advantage of such information knowing it is unavailable to those with whom he is dealing
· nb:  D’s broker’s behavior acted at least as a fraud or deceit upon the purchasers, so the other two elements (device or scheme and implied misrepresentation) need not be considered
· nb:  Keep in mind that this info came from the company itself, and so this is like the duty of loyalty/care that the directors owe the shareholders.  SEC glosses over the distinction b/w buyers and sellers.  
· holding:  The duty is disclose or abstain.  If you don’t abstain, you have to disclose.  If you abstain, you don’t have to disclose.  
3. Chiarella v. US 1980
· facts:  D was printer in financial printing press who was able to figure out what companies were taking over other companies, buy shares in the targets, and then sell them after the takeover was announced.  Made $30K this way in 14 months.
· issue:  whether one learning of a company’s confidential takeover plans must reveal that information before trading on it.
· rule:  Failure to disclose is fraud only when he has a duty to do so, and the duty to disclose is only when one party has information that the other party is entitled to know b/c of a fiduciary or other similar relation of trust and confidence b/w them, e.g., b/w the shareholders of a corp. and those insiders who have obtained confidential information thru their position in the corp.
· below:  Both dist and appeals found D had a duty to all – basically a FOTM theory approach, and that his duty extended to all potential buyers/sellers on the open market.  D’s use of information gave D an unfair advantage over the rest of the market.
· but not every financial unfairness is fraudulent under § 10(b) and
· there is no duty to disclose that makes the silence fraudulent.
· holding:  duty to disclose does not arise from a mere possession of nonpublic market information.  
· dissent – when the advantage is gained not by research and preparation but by unlawful means, then there shd be duty to disclose
· dissent (II) – D occupied position that the acquiring company trusted, and he acted on and abused that trust for his own profit, and that shd count as fraud.
· nb:  Rule 14e-3 – promulgated after Chiarella
· worded to catch people like Chiarella, who get access to the information from the acquiring company, and then trade on it.  
· O’Hagan later decides if the SEC even had the authority to make this rule.  
4.  Heard on the Street – Carpenter v. US 484 U.S. 19.
· facts:  WSJ’s column contained corporate information, but not inside information, but was influential on the market anyway.  They’d give companies thumbs-up/thumbs-down, and it would affect the stock price, at least short term, b/c of the wide distribution of WSJ.  Before publication, the info was the property of WSJ, but the author and some others conspired to trade on the information to be contained in the columns before it was published.
· Gov’t argues on misappropriation theory, and there’s violation of duty to WSJ by trading on these shares.  D argues that there’s no inside information at all.  
· below:  This was before O’Hagan.  2d Cir convicted on misappropriation theory.  If you owe a duty to the source, then it’s illegal.  
· holding:  SC split 4-4 and conviction stood, and no precedential value.  
· nb:  duty not to deceive the source of the information (here, WSJ; in Chiarella, acquiring corp) by misappropriating information and using that information in trades.  That’s enough for criminal liab under 10b-5.  It wasn’t necessarily the duty, but the source of the duty.  
· nb:  14e-3 gets to Chiarella, but not these guys.  14e-3 involves tender offers.  
· nb:  After this case, Cong passed § 20A.  Liability for Contemporaneous Traders for Insider Trading.
· created express right of private action (before this, it was implied under § 10(b) and 10b-5).  Doesn’t replace implied right, but is in addition to it.  
· PF case requires –
· 1) violation of 10b-5
· 2) have to be on the other side of the transaction (i.e., he sells, you bought at the same time, or vice versa)
· says nothing about a duty owed to the other.  
· In jurisd w/ misappropriation theory, this created a private right of action (even though those courts had not adopted a private right of action).  In jurisd w/o misappropriation theory, there was no right of action at all, b/c those jurisd held that misappropriation was not a violation of 10b-5.  
5.  Golf course hypo 
· you see the CEO keel over on the golf course.  Is there a case for misappropriation?  
· There’s no duty or trust or violation of any relationship b/w these two. 
6.  U.S. v. O’Hagan 1997
· facts:  D was partner in Minneapolis law firm.  Grand Met retained firm as local counsel for a potential tender offer for the common stock of Pillsbury.  Precautions taken to protect confidentiality of information.  D did not work on the matter himself.  D’s firm w/d from representation, and then a month lather Grand Met announced its tender offer for Pillsbury.  D began buying Pillsbury stock before the announced merger and while D’s firm represented Grand Met.  After the announcement, he sold his stock for profit of more than $4.3M.

· issues:  1) is a person who trades in securities for personal profit, using confidential information misappropriated in breach of fiduciary duty guilty of violating § 10(b) and 10b-5; (yes) 2) Did the SEC exceed its rulemaking authority by adopting 14e-3(a), which proscribes trading on undisclosed information in the tender offer setting, even in the absence of a duty to disclose? (no)
· below:  8th Cir held that liability cldn’t be founded on the “misappropriation theory.”  Also held that 14e-3(a), which prohibits trading while having insider information, exceeds SEC’s rulemaking authority b/c the rule contains no breach of fiduciary duty requirement.  Also held that mail fraud and money laundering charges were based on violations of the securities laws, and could not stand once the securities fraud convictions were thrown out.  
· analysis:  Misappropriation different from the classical theory b/c it involves cases where he misappropriates confidential information for securities trading purposes in breach of a duty owed to the source of the information.  This use defrauds the principal of the exclusive use of that information.  Premises liability on a fiduciary-turned-trader’s deception of those who entrusted him with access to confidential information.  (Classical theory covers corporate insiders; this covers corporate outsiders.  Classical theory premises liability on the fiduciary relationship b/w the company insider and the purchaser/seller of the stock.)
· nb:  Deception thru nondisclosure is the claim agst D.  If D had disclosed, there would have been no deception.  The deceptive use of information in connection with a sale is met when the fraud is consummated by using the information to buy or sell securities, not when he learns the information.  The fraud and breach of duty coincide.  He deceives the source and harms the public.
· holding:  SC says you don’t violate until you buy or sell.  Makes no sense to hold a lawyer liable if he works for the firm representing the target but not the bidder.  There just need only be a deception in connection with a transaction.  SEC may prohibit acts under § 14(e) that are not themselves fraudulent if the prohibition is reasonably designed to prevent acts and practices that are fraudulent.
· nb:  If he calls Grand Met and tells them he plans to trade, then Santa Fe applies and that wld be disclosure and there’d be no deception.  Full disclosure forecloses liability under 10b-5.  
· nb:  This makes misappropriation good law nationwide.  And 14e-3 is good nationwide.  But 14e-3 does not give rise to private action.  
· concur/dissent – 
· D cld have done any # of things with the information, and just b/c he used it to buy securities shdn’t make him liable under § 10(b)
· doesn’t feel that 14e-3 is closely enough tailored to prevent fraud or fraudulent activities.
7.  Dirks v. SEC 1983
· issue:  whether D, who got inside information from corp. and gave it to investors, committed fraud.
· facts:  D learns of fraud in insurance agency from a former officer.  He decides to investigate, and finds that there might be some fraud.  D and his company don’t own or trade the stock, but he tells many people about the fraud, and they sell their shares for more than $16M total.  
· below:  SEC found that as a “tippee” he had the obligation to either publicly disclose or refrain from trading.  But b/c of D’s role in bringing the fraud to light, it only censured him.
· rule:  An insider wld be liable under 10b-5 for inside trading only when he fails to disclose material nonpublic information before trading on it and thus making secret profits.
· holding:  A tippee assumes a fiduciary duty to the shareholders of a corporation not to trade on material nonpublic information only when the insider has breached his fiduciary duty to the shareholders by disclosing the information to the tippee and the tippee knows or should know that there has been a breach.  If the information was given by a tipper in a breach of the tipper’s duty, then the tippee can be liable if it is shown that he knew that the tipper’s giving the information was a breach.
· nb:  The disclose-or-abstain rule does not mean that going to the SEC will remove any liability.  It has to be disclosed to the market, not just the SEC.
· SC is worried about analyst industry, and whether analysts can trade on the information that they ferret out from corporations.  
· nb:  proper vs. improper disclosures –
· ask if the discloser (tipper) did it for proper or improper reason
· ask if tipper gained personally from the disclosure, or had some other motivation  
· in these cases, personal gain is liberally construed, so that any gain by anyone (such as if you tip a charity or your friend) will cause court to find personal gain and insider trading.  
· duty to shareholders is inherited by tippee if the tipper had a duty.  
· this is a 10b-5 action, so its elements have to be shown to have a case (don’t forget scienter)
· dissent – 

· D picked and chose whom to tell, and he told the most to the people who cld be helped the most, viz., his clients holding the most shares
· D made only feeble attempts to tell nonclients
· the shareholder still lost $$ b/c of the use of the insider information; it doesn’t matter his motives (he must only have the intent to distribute the information).
8.  Insider Trading Summary
· classical – insider trading by people who are fiduciaries, who have inside information, and trade on shares of their own company (trading with people you have duty to on the other side of the transaction)
· temporary – law firm hired by company, owing duty to shareholders of company that hired them.  (Chiarella)
· tippee – liability that’s inherited (Dirks)
· Misappropriation – trading in shares of a company to whom you don’t owe a duty (fraud on the source of the information).  (O’Hagan)

· All these good law in all jurisdictions.  These all fall under 10b-5 and need the elements of 10b-5.  (It’s a special case of 10b-5.)
D.  Short-Swing Profits
1.  1934 Act § 16 – Directors, Officers, and Principal Stockholders
· all 10% owners must register with SEC
· officers must register, too.
· announcements of 10% sales/transfers/swaps must be electronically submitted to SEC and posted on corporate web site (if applicable)
· short-swing profit provision (§ 16(b))
· designed to be prophylactic insider trading law.  
2.  Merrill Lynch v. Livingston 9th Cir. 1978
· facts:  P sued D for profiting on short-swing transactions, and won judgment, but 9th reverses b/c D had no inside information.  
· issue:  whether D’s position in company gave him inside information, or if I.I. cld be presumed from his title.  

· rule:  § 16(b) doesn’t say anything about inside information.  
· strict liability for officers of a corp who trade in its stock to prevent the abuse of their position to make profit on the corp.

· Title only raises inference that he had access, but that inference can be overcome with evidence that he had no access to insider information.

· holding:  Liability doesn’t flow from the title, but from the position w/in the company and a relationship with the corp that allows access to insider information.  Whether the duties of the job bring the person into contact with material non-public information.  
· nb:  P here is ML, D’s boss, rather than the SEC.  Damages under § 16 go to company.  

· nb:  Damage calculations –
· any “roundtrip” in 6 months that makes a profit goes to the corp.  Roundtrip means that the # of shares bought = the number of shares sold.  
· The corp. can sue, or a shareholder can sue derivatively on behalf of the corp.  
· § 16(b) applies to 10% owners.  
· 1) P can match purchase and sale anyway P wants to, as long as they are w/in 6 months.  
· 2) Can’t use the same shares twice in a round-trip transaction. 
3.  differences b/w 10b-5 and 16(b)

	10b-5
	16(b)

	requires fault
	strict liability

	single transaction
	round trip in 6 month period.  

	anyone can be D
	only 10% owners and directors can be D

	must have bought/sold to have standing
	corp and shareholder derivatively can sue

	criminal or civil
	only civil

	no statute of limitations
	statute of limitations

	damages:  out-of-pocket, cover, etc.  
	damages in profit made (restitution-like)

	must have possession of material nonpublic information
	no requirement to show inside information (implied from position in company)


IV.  Mergers and Consolidations
A.  Types of Mergers

1.  statutory merger – two companies and decide to merge.  Approved by directors and voted on by shareholders of both companies.  One company merges into the other.  Everything is combined.  Former shareholders of the swallowed company are now shareholders of the parent company.  (That’s their consideration, shares in the new company.)
· consolidation –A and B merge into new created company C.  A and B shareholders usu. get shares in C, but not always
· triangular merger – A wants to merge with B, but worried about B’s liabilities.  A sets up S sub, and B merges assets and liabilities into S.  Shareholders of B get consideration, such as shares of A or cash.  
· reverse triangular merger – A sets up sub S, which then merges into B.  B’s shares get cancelled, and those shareholders get consideration (A shares or cash).  This is done if B has rights that can’t be transferred to another corp, such as IP, trade secrets, mailing lists, etc., that B has contractually bound itself not to transfer to another company.  (Model Business Corp Act has replaced this with Mandatory Share Exchange, which works basically the same way.)
2.  stock purchase transaction, i.e., tender offer. – A buys all (or majority) of B’s shares.  After A buys B, and there are still B minority shareholders, you can get rid of them by doing a statutory merger of B and sub S to get rid of them by giving them shares of A or cash.  
3.  asset purchase transaction – buy all B’s assets and liabilities.  Typically require vote of shareholders of the company selling the assets (state law).  

B.  Voting. 
· straight voting – say 3 directors, and you have 100 shares.  For each share, you get three votes, one per director
· cumulative voting – same as above, but you cld put all the votes on one director.  Gives minority representation.  Basically ensures that minority gets some representation on the board, some voice and say on how things are run, and information on how things are run.  
· most jurisdictions allow the company charters to decide whether it’s straight or cumulative voting.  Some require cumulative.  When the state allows the corp to decide, they prefer straight voting.  
· Both states and fed govt regulate voting.  State law controls the . . . Fed law controls the proxy machinery, by specifying what types of information shareholders need to have when their proxies are solicited.  It’s a disclosure requirement.  Fed also regulates what can and cannot be put on ballots by shareholders, such as q’s about dividends.   
C.  Challenges to Mergers 

1.  Weinberger v. UOP Del. 1983
· facts:  P, former shareholder of D, brought class action challenging elimination of D’s minority shareholders by a cash-out merger b/w D and its majority owner, the Signal Companies.  Cash-out merger was going to convert all minority stock to cash and merge the two companies completely, eliminating the minority shareholders.  Minority shareholders don’t have choice.  (see rest of facts as annotated 7-11)
· rule:  In challenging cash-out merger, P must allege specific acts of fraud, misrepresentation, or other items of misconduct to demonstrate the unfairness of the merger terms to the minority.  
· nb:  Altho ultimate burden is on D to show that the transaction is fair, P must first show some basis for invoking the fairness obligation.  However, where the action has been approved by an informed vote of a majority of the minority shareholders, the burden shifts entirely to the P to show that the transaction was unfair to the minority.
· analysis:  two prongs of fairness – 
· fair dealing (how the deal was timed, structured, initiated, etc
· includes duty of candor – must disclose superior knowledge that might mislead any stockholder when he wasn’t privy to that information.  This duty applies to even those who aren’t directors but are somehow privy to that information.  
· the timing of the deal itself doesn’t show no fair dealing, but the omission of the document and the higher price does.  And the conflicts of interest all being resolved in Signal’s favor also shows no fair dealing. 
· and fair price. (the financial and economic considerations of the merger, including the assets, market value, earnings, future prospects, etc.) 
· holding:  reversed and remanded, finding that D had burden to prove that they had not breached fiduciary duty, which burden it hadn’t met.  
· nb:  eliminates business purpose test 
· old: there needs to be some reason for a merger other than merely removing minority shareholders.  
· new:  gone.  No more business purpose test.  
· nb:  new method for doing appraisal – minority shareholders can be paid to go away.  
· Old:  DE Block Method – look at share price, assets, earnings (w/ P/E ratio, and comparing across the industry).  Take these three, assign weights according to what’s appropriate (in ct’s opinion), and that’s how you get value to the shareholder who’s being squeezed out.  
· Ct finds that too restrictive.  Decides on discounted cash flow, that a company is worth whatever it’s determined to be by P’s bringing in reasonable appraisal methods.  
· nb:  ct says these cases belong in appraisal hearings.  If there were some question about fraudulent procedure, then one shd sue on the basis of self-dealing, but in these cash out mergers, the proper place is an appraisal hearing, and the ct can deal with the other issues as well.
· since then, the ct has heard other cases like this, not obeying its own rule.
· other jurisd’s than DE, such as CA, require appraisal hearing and don’t allow it to get into court at all.  
2.  Unocal Corp. (D) v. Mesa Petroleum (P) Del 1985 
· facts:  Mesa makes two-tiered tender offer for Unocal.  Unocal fights it by buying out the rest of its own shares as soon as Mesa hits 51% of Unocal.  The self-tender would give shareholders incentive to hold on to their shares and not sell to Mesa, b/c Unocal’s offer is higher ($72 vs. $54) than Mesa’s.  But b/c of the size of the Unocal offer, it’s really a choice of $54 vs. $0.  
· issue:  whether a board may self-tender for its own shares and exclude from participation a stockholder making a hostile offer for the company’s stock.
· Run numbers –
· say 160M shares.  Mesa buys 80M shares at $54 for $4.32bn.  Say company is currently worth $6bn, at $37.50/share, and he wants to bring it up to $9bn, $56/share.  
· Unocal’s buying the rest 80M at $72, is about $5.8bn, which would all be debt for the company, which Mesa would own 100% of.  But all of a sudden, his $9bn plan becomes worth only $3.2bn (9 – 5.8).  If Unocal does this, it’s like a poison pill.  
· In a case like this, it’s the same for the shareholder if the offer doesn’t succeed – he’s got his shares at their $62.50 value.  If it does succeed, he needs to sell, b/c his shares will be worth somewhere b/w $50-54 (based on how many people tender), and if it succeeds and you don’t tender, you get stuck with the junk bonds on the back-end, worth about $46.  So it’s worth it for you to tender, b/c you win either way if you tender.  The ct finds this coercive, and doesn’t let shareholders vote, b/c they’ve got a Hobson’s choice.  
· nb:  cts would never let this poison pill actually execute.  The desired effect of a poison pill is to make the acquiring company go away.   
· rule:  Directors must show a reasonable grounds for believing that a danger to corp policy and effectiveness existed b/c of P’s stock ownership.  They must show this by g.f. and reasonable investigation.  This proof is enhanced by the majority of the outside independent directors acting in the same way as the interested inside directors. – this slightly shifts the burden of proof from the BJR, but the first leg (reasonable basis) stays about the same.  
· nb:  Dir’s have fiduciary duty to act in best interests of shareholders.  But they can’t use any means necessary to defeat any perceived threat.  Restriction is that they can’t act solely to perpetuate their jobs.  Must be free of fraud or other misconduct.
· holding:  “Unocal test.”  The reaction must be proportional to the perceived threat.  It’s just a hair more restrictive than rational basis – the reaction must be reasonable.  This “modified BJR” – shifts burden to directors, and increases scrutiny on the decision itself to reasonable std from rational basis std.  poison pill upheld on the basis of the two-tier, front-loaded tender offer. 
· Bd may also consider the basic stockholder interests, including those of short-term speculators whose actions may have fueled the coercive aspect of the offer at the expense of the long term investor.  Here, the “two-tier” coercive tender was clearly intended to coerce shareholders into selling on the front end out of fear of what they’d get (junk bonds) at the back end, so that’s greenmail, and it’s a permitted corp purpose to try to stop that.  
· nb:  Unocal sets the standard for takeover cases, how the takeover defenses will be judged.  Enhanced BJR – 

· 1) burden shifts to directors to show that they did reasonable g.f. investigation of threat
· 2) directors must show that the action taken was reasonable in light of the threat (burden on directors, and higher standard than just the rational basis of usu. BJR).  
3.  Moran v. Household Intl Del. 1985 
· facts:  D sets up Plan where, if there’s a tender offer for 30% of the shares, all stockholders may purchase 1/100 share of preferred stock for $100, and the Bd may redeem a right of $.50.  If there’s a 20% owner, then the rights are issued and owners may purchase 1/100 share of preferred.  If the right is not redeemed or exercised, and the merger happens, then the rights holder can buy $200 of common stock of the tender offeror for $100.  
· P sues over that “flip-over” provision.  Allows one to purchase shares of offeror (acquiring corp.) in event of merger for half price.  This dilutes the value for all the existing shareholders.  
· issue:  whether BJR is the standard for reviewing the plan, and then if bd authorized to make this plan.  
· rule:  Unocal makes BJR the standard to apply here.  Although the case is distinguishable from Unocal, b/c this is a general defense provision rather than a response to a specific takeover, BJR is still ok b/c it might reduce the risk that under an actual takeover bid that the board will mess up.
· issue (b):  whether D meets its burden under BJR
· analysis:  as in Unocal.  If D shows g.f., outside director approval, etc., then P has burden to show that BJR shdn’t apply b/c of some breach of fiduciary duty.  
· P only claims that D didn’t exercise proper business judgment in adopting the plan, and that’s reviewed under gross negligence, and ct finds no gross negligence, b/c it solicited and considered outside opinions (Goldman, Wachtell), and had extended discussions about it.  
· D must also show that the plan was reasonable in light of the threat.  They were concerned about bust-up mergers, and two-tier mergers.  And they knew about P’s plan to maybe take over D.  
· nb:  Altho D’s protected by BJR in adopting plan, they still have duty to stockholders shd there actually be a takeover bid.  Their duties have not changed.
· holding:  It doesn’t matter when they put the pill in, what matters is when the time comes to see if the pill works or not, i.e., in the face of an actual takeover bid.  So this case upholds the poison pill principle, even absent any threat of a takeover.  When the company faces an actual takeover threat, that’s when the ct examines whether the pill meets Unocal std.  
· Both prongs of Unocal (both procedural and substantive) saddle directors with burden.
4.  Revlon v. MacAndrews & Forbes Holdings Del. 1986
· Injunction stopped consummation of an option granted to Forstmann to purchase certain Revlon assets (the lock-up option), a promise by Revlon  to deal exclusively with Forstmann in the face of a takeover (the no-shop provision), and the payment of a $25M cancellation fee to Forstman if the transaction was aborted.
· These deals are not illegal per se under Del. law, as long as they are adopted untainted by director interest or other breaches of fiduciary duty.  But here, R’s directors did not meet that standard.  There must be some rationally related benefit to the stockholders, which is lacking here.
· facts:  Perelman of Pantry Pride wants to buy Revlon in friendly takeover.  Revlon rebuffs offer of $40-50/share, and P.P. tries hostile takeover.  Revlon board found $45/share too low.  Revlon’s banker explained that PP probably would LBO and then break up and sell off the parts of Revlon to cover the cost of the LBO.  This would get PP $60-70/share in pieces or $50/share as a whole.  
· R keeps adopting defensive measures in response to P.P.’s increasingly large bids, which are always contingent on R. dropping poison pills.  

· R rejected the offer and solicited other offers, and PP kept upping its bids.
· R was also negotiating with Forstmann and his people, and bd met to discuss PP’s $53 offer and decided to accept LBO by Forstmann.  This deal gave almost the same per share as PP’s best offer, mgmt wld get stock in new company by the exercise of golden parachutes (termination agmts providing substantial bonuses for managers with a change of control of the company), Forstmann would assume R’s debt incurred by issuing the notes, and R would redeem the rights and waive the notes covenants for Forstmann or in connection with any other offer superior to Forstmann’s.  Bd didn’t actually remove the covenants at this meeting, but accepted Forstmann’s capital structure, and said that it would waive the covenants soon.  
· Part of Forstmann’s plan was to sell part of Revlon to another company for $335M, and before the merger, R was to sell its cosmetics and fragrances to Forstmann’s partner for $905M.  These transactions would facilitate the purchase.  
· When the merger (and waiver of the notes) was announced, the notes market began to fall.  The notes fell from $100 to $87.50, and everyone wanted to sell and was threatening to sue.  
· PP continues to up its offers, so long as the pills are revoked, but P.P. doesn’t know that Forstmann had access to R financial data that PP didn’t.  
· Forstmann made new offer that was higher on its face, but his delay in making it and the time value of money made the two offers about the same.  And conditions attached to the offer – lock-up option (aka “crown jewel” defense) to buy R’s Vision Care and National Health Laboratiories for $525M, about $100M less than banker’s value of them, if another buyer got 40% of R’s shares.  R also required to accept a no-shop provision. The Rights and Notes had to be removed, and a $25M cancellation fee would be placed in escrow, and released to Forstmann if another got 19.9% of R’s stock.  Finally, no participation by R’s management in the merger.  Forstmann agreed to support the par value of the Notes by an exchange for new notes.  Forstmann demanded immediate acceptance or he’d w/d the offer.  R bd accepted it b/c it was higher, it protected the noteholders, and he had the financing.
· [no-shop provision – dealing exclusively with one company and only giving information to it, so that the other bidder wouldn’t be able to make a sound decision.]
· PP also upped its bid to $58, and challenged the lock-up, no-shop, and cancellation fee provisions.  
· issue:  whether D bd may put these defenses in effect and deal only with Forstmann and not with P, and in so doing, not get highest price for shareholders.  

· analysis:  Once the buyout is certain, selective dealing is no longer proper under Unocal.  The bd must pursue the highest price for the shareholders when it can no longer prevent the sale/breakup of the company.  R cld not show g.f. by preferring the noteholders and ignoring the duty of loyalty to the shareholders.  Working with Forstmann in the lock-up agmt was impermissible at the expense of the shareholders, and breached the duty of loyalty to them.  
· Principal benefit of accepting Forstmann’s nominally higher bid went to the directors who avoided suit from the angry noteholders.  
· Also, no-shop violates duty to shareholders to maximize value b/c negotiation with only Forstmann prematurely ended the auction.  
· holding:  Revlon rule – change of control transaction – when change is inevitable, duty shifts to getting the highest price.  Permutation of Unocal; the duties change, but the two-step process is still there.  When Revlon is triggered, the objective to measure agst is getting the highest price.  
· nb:  there’s a magic point where the company moves from protecting itself to maximizing shareholder benefit.  Changes duties of board to maximize price for shareholders.  
5.  Ivanhoe Partners v. Newmont Mining Corp Del. 1987 
· facts:  Newmont had a deal with Gold Fields to keep Gold Fields at 1/3 holdings (currently owns 26%), and to give Newmont right of first refusal shd GF decide to sell.  The standstill cld be waived by GF whenever a 3d party bought more than 9.9%.  (10% triggers § 16(b) beneficial owner provision preventing round-trips w/in 6 months.)  Ivanhoe bought 9.95% to trigger GF’s release from its standstill, and the hope that GF and I cld unite and buy up and split up N.  I makes offer to negotiate privately (bear hug letter), and then makes tender offer for $95/share for 42%, with back-end for $95 share for the rest.  N thought offer inadequate and tried to work with GF to stave off takeover.  (48, bottom)  I increased tender offer to $105, and N still thought too low.  With Goldman, N comes up with restructuring plan (like Multimedia, Tombstones) that includes large dividend ($33) financed by sale of non-gold assets and new standstill with GF.  This would make N less attractive target b/c of the distributed value of its assets w/ its shareholders.  It allows GF to buy 49.9% and then standstill and take the dividend but not take control of the board (no more than 40% of the directors).  GF agrees, and does it and then I sues.
· issue:  what it means to have a change in control of the company
· nb:  Case analyzed under Unocal.  
· This is the last opportunity for the shareholders to get a control premium when the company changes hands, so the duty of the bd is to get the highest one.  If the shareholders don’t get the highest price now, after this purchase goes thru, and G.F. gets 49.9%, it will easily eventually make it up over 50% and pay no control premium to the shareholders.  
· holding:  Ct finds that it’s not an actual sale, so D wins.  Here, shareholders aren’t being cashed out, altho they are losing some measure of control while maintaining an interest in the company.  
6.  Bass Group v. Evans, In re Macmillan Shareholders Litigation Del. 1988
· facts:  Shareholders suing to enjoing restructuring of Macmillan.  11 outside and two inside directors, and two inside dir’s are D’s.  directors worried about takeover, so in consultation w/ bank, decide to split publishing (Pub) and information services (Info) into two entities.  Bass Group files Sched. 13D and has 9.2%.  BG offered $64/share for all the stock, cash.  BG also invited the mgmt team to participate in the takeover, indicating that it was supposed to be consensual and was conditioned on the board getting financing.  After restructuring, mgmt would have 39% stake in Info.  Mgmt wld have 3.2% stake in Pub.  Mgmt had 4.5% in the original, and it claims that in terms of share value, its stakes in Info and Pub are the same as the original.  
· issue:  whether the restructuring plan counts as a change in control
· the fact is that 39% is basically enough to control the company.  P has to argue that this is a change of control, not of the entire company, but of the Info, and control shifted from the shareholders to the mgmt.  And unlike Multimedia, shareholders won’t be able to take over the company from the mgmt.
· holding::  Ct held that D didn’t meet standard and that this was a change of control, and therefore there must be the best deal for the shareholders, b/c Bass had a better deal.  Enjoins this recapitalization.  Triggers Revlon.  
7.  Barkan v. Amsted Indus Del. 1989 
· facts:  P shareholder opposes mgmt-sponsored LBO.  P claims that D favored LBO w/o attempting to maximize shareholder profits.  P claims that Revlon applies here and mgmt didn’t meet its duty by going out to get the best price.  D claims that there was only one offer on the table, and that the company was never actually for sale, they gave 10 months for other bidders, and made the LBO offer in good faith, and this was the best course of action, and that BJR shd apply.  
· issue:  which std to apply, and whether the behavior meets the standard
· holding:  ct finds that the general principles of Revlon applies.  
· 1) was there a reasonable threat?
· 2) was the action taken one that had reasonable relationship to goal of getting highest price?  
· all Revlon applies to is getting the highest price; but Unocal still applies as to the standard used – enhanced BJR.  Revlon shifts the goal, but not the burden or the standard.  
· (The goal of Unocal is whether there’s a threat to corporate policy.)  
· nb:  squaring this with Ivanhoe – other factors came into play.  There was the standstill agmt, the 40% of the board agmt, etc.  Ct saw that not as mgmt buyout, b/c shareholders did still have 50% ownership, and there weren’t other indicia of ownership transfer.   
· nb:  Lessons of this case –
· 1) this is a change of control case, even without multiple bidders.  There’s a hostile bidder that’s cashing out the shareholders.  Revlon does apply.
· 2) Auctions are favored for getting highest price, but aren’t per se required.  
8.  Mills Acquisition v. Macmillan Inc Del. 1989
· facts:  P wants to acquire D.  Claims that D is giving inside and unfair information to KKR to allow it to buy D.  P suing to enjoin the lock-up agmt b/w KKR and D.  
· nb:  the shareholders are being bought out, so it’s clear that Revlon applies.

· issue:  what the duty is w/r/t conducting an auction 

· holding:  no duty to conduct a fair auction, only that they generally attempt to enhance shareholder interests.  The primary objective must be enhancing the bidding process for the benefit of the stockholders.  (VII.A)
· nb:  it is permissible to grant one of two parties a lock-up.  But it has to be justified under Revlon that it’s necessary to get the highest price.  Ct sees that it cld be allowed under Revlon, but it’s very suspicious of it.  Lock-up has to confer substantial gain (VI)  
9.  Paramount Communications v. Time, Inc. Del. 1990
· facts:  D made stock-swap offer for Warner.  P made offer for D.  D reacted by changing offer for Warner to cash deal from stock swap.  Cash deal would get rid of shareholder vote.  (If D had done stock swap, and it was more than 20% of D’s stock, then it would need shareholder vote.  But the cash transaction doesn’t need the shareholder vote.)  P’s offer is conditional on D’s purchase of Warner not being completed.  P only wants D, and not Warner.  P is willing to pay $200 for D, and D was only trading at $126.  D afraid that shareholders would approve the sale to P at $200 rather than the purchase of Warner.  
· issue:  two key decision points – 
· did managers violate their original fiduciary duty; 
· did the recasting of the deal also violate the duty
· Further Q of what std applies here
· holding:  Revlon does not apply, b/c no change of control (4-95).  But Revlon can be triggered when bd initiates bidding process, or to effect a reorganization which results in a clear break up on the company.   Unocal applies to other issues, the protections they put on the merger to make it difficult for others to make bids for either, and the recasting of the merger to change it to a cash transaction for 51% of the shares.  Buying Warner for cash wld be enough to make Paramount go away.  
10.  Perlman v. Feldmann 2d Cir. 1955
· facts:  D majority shareholder of steel corp, and sold controlling block of shares to end user syndicate.  Sells at premium over market price.  P’s claim that as minority shareholders, they shd have been able to benefit from this sale.  

· rule:  A majority shareholder can generally sell his shares at a premium w/o sharing it with minority shareholders.  But here, b/c of the war, the gov’t has been putting in place price controls.  
· nb:  Companies had been getting higher prices for their crucial goods by selling at the gov’ts price but also extracting high, no-interest, long term loans, to give the company the money it needs to continue, which they’ll essentially pay back thru future deals with the purchaser.  (Feldmann Plan)
· issue:  whether the company can sell to end users who won’t do the kickbacks anymore, depriving the company of that revenue 

· holding:  Ct finds that the Feldmann plan is essentially a corporate opportunity, and that shd be shared with the corp.  If he had sold to anyone besides end users, then that would have been ok, b/c the benefits of the Feldmann plan would have continued, and the minority shareholders would continue to benefit.  
· nb:  Ct does recognize that majority shareholders owe duties to minority shareholders.  Some fiduciary duty from majority to minority.  
· nb:  If you do know, or shd have known, then the sale violates fiduciary duty.
· dissent – shareholders usu. allowed to sell for his own benefit on his own behalf.  But if he knows that he’d be selling it to a buyer who will harm the corp, then the majority shareholder is violating his fiduciary duty to the minority shareholders and he can’t simply sell at his own whim.  
11.  Mendel v. Carroll Del. 1994 
· facts:  Corp family wants to buy itself out and go private, and competing bidder Pensler comes in and wants to buy it out.  Family has 48-52%.  Offer comes in for $28.70 per share, but seeking option to buy another 1.8M shares.  
· issue:  whether the merger proposal triggered Revlon.  
· nb:  the $28 might not be a good deal w/ the control premium, but the $25.75 might also be a good deal w/o the control premium.
· holding:  In terms of Revlon, there was never a change of control.  Here, the public did not have control and saw that control sold to another company.  Control was in the majority, and it offered to buy out the minority.  That’s not a change of control.  The Pesnler offer wld’ve been change of control, and so that would have triggered Revlon.  But the Carroll offer wasn’t a change of control, so no Revlon.  
12.  Paramount v. QVC Del. 1994 
· facts:  QVC also wanted to buy Paramount, but Paramount told it it wasn’t for sale.  Viacom’s stock goes up on talks of merger b/w it and Paramount.  $100M term fee -- if QVC buys Paramount, then Paramount has to write $100M check to Viacom.  Stock option agmt – V can purchase 24M shares of P for $69.  V cld get the $ to do that with debt, or it cld buy them from P at $69 and then sell them back to P for the premium and make lots, or V cld just get P to give it the difference in cash, w/o having to do the stock transaction.  The higher the premium that QVC pays for P, the more that V gets from P.  QVC made competing bid, but Paramount warned it that its deal with Viacom prevented it from taking other bids unless they were concrete (and not contingent on getting funding).

· issue:  whether the no-shop provision, termination fee, and stock option agmt b/w Paramount and Viacom are ok.
· the ct in Time was ambiguous about what triggers Revlon.  Shd it be breakup, auction, or change in control?  

· holdings:  1) change in control triggers Revlon.  Here, control resided in a “fluid aggregation of unaffiliated shareholders” before the contemplated transaction, but not after (Redstone of Viacom had control after)
· 2) control is impt b/c of –
· a) voting – allows approval of directors and significant transactions
· b) control premium.  (p. 2)
· 3) Revlon is subset of Unocal.  Enhanced BJR applies in Revlon cases, for the goal of maximizing shareholder value.  (p. 3)  Both process and response have to be reasonable.  
· nb:  you lose the strategic merger argt if there’s a change of control.  
· nb:  no-shop provisions –
· sometimes illegal,  but not per se illegal.  
· But like anything else, they have to be rationally designed to get the highest price.  They cld conceivably be employed at the end of a transaction, to get one last highest bid.  
· But they’ve never been upheld.  Very hard to justify.
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