Corporations - Utset, Fall 1998

I. Introduction:  rationale and choice of business forms  

A. reasons to form a firm  (charts 3)

1. to produce goods or services

2. to aggregate capital

1. debt

2. equity

a. preferred stock

b. common stock

3. make contribution  (capital, labor) and get return

4. limited liability

5. division of labor

B. agency law   (restatement (2nd) of agency, 4-5)

1. agency:  fiduciary relation which results from manifestation of consent by one person to another that the other shall act on his behalf and subject to his control, and consent by the other so to act

2. agent:  person who is acting for the other

3. principal:  person for whom the agent is acting

4. fiduciary duty:  prevents agent from acting adversely to the principal

5. master:  principal who controls the physical conduct of the agent

6. servant:  agent whose physical conduct is controlled by the principal  (employee)  (factors on p. 5)

7. independent contractor

a. contracts with another but is not physically controlled,

b. independent contractor might be an agent:

1) agent:  broker contracts to sell manufacturer’s goods, or stock shares

2) not an agent:  builder contracts with an owner to build him a  house

8. liability:  master is liable for torts committed by servant within the scope of his employment, but not for independent contractor’s torts

9. authority:  gives agent right to affect principal’s rights and duties even if contrary to principal’s orders   (charts 1)

C. choice of business form  (119)

1. considerations  (n6)

a. whether limited liability is important  (Utset says it always is)

b. tax issue

c. governance structures only exist by default in corporations

d. whether growth is expected  (then corporation)

e.  free transferability  of shares (usually nonexistent in partnership)

f. centralized management

g. connection:  control - vulnerability to actions of others

h. continuity of operations

2. must anticipate conflicts:  contracts / default rules / mandatory rules are set up to deal with them.

3. limited liability partnership  (n6)

a. general partner:  need at least one but the GP could be a corporation

b. shareholders

c. limited liability of a corporation but tax status of partnership  (taxes dividends as income)

d. general partners have full liability, but limited partners’ liability is limited to their investment (unless actively participate in the management)

4. corporation

a. limited liability is allowed to allow aggregation of capital without concern about other shareholders’ finances  

1) so buyers don’t discount price they’re willing to pay  (n6)

2) insurance is another way to limit liability

3) corporate shield can be penetrable (163)

4) banks may require personal guarantees for young corporations, destroying limited liability (but still limited liability with respect to trade creditors and tort claimants) 

b. taxes

1) double tax

a) corporate tax and shareholders’ dividends taxed

b) tax on shareholders’ capital gains 

2) closely held avoid this problem by deducting salaries at corporate level

3) subschapter S corporations: stockholders are treated as partners for taxes

c. perpetual existence

d. more expensive to form than partnership

D. partnership

1. the default form of business

2. characteristics

a. ease of formation

b. no double taxation

c. no limited liability

d. all have equal say in operation

e. death of any general partner dissolves the partnership

f. no free transferability

3. should have a written agreement because (17)

a. avoid future disagreements

b. readily proved in court

c. focus attention on potential trouble spots

d. allocate tax burdens among partners

e. provide for eventuality of death

f. clearly identify loans versus contributions of property to the partnership

g. comply with statute of frauds (if > 1 year)

4. fiduciary duties

a. partners owe each other not honesty alone, but the punctilio of an honor the most sensitive … finest loyalty  Meinhard v. Salmon  (lease renewal, 55-59)

b. UPA § 21:  partner accountable as fiduciary

c. consensus is that these duties are mandatory and can’t be waived  (60)

d. joint and several liability means partners need to be able to trust each other (n4)

e. prefer partners who are risk averse, not risk preferring or risk neutral  (n4)

5. attorneys retained by partnerships should be careful about representing the individuals  (62)

6. inadvertent partnership can be formed without intention:

a. elements of partnership  UPA § 6   (charts 2)

1) association of 2 or more persons

2) to carry on as co-owners

3) a business for profit

b. profits

1) prima facie evidence of partnership  UPA (1914) § 7(4)

2) rebutted if in payment for . . . as interest on a loan

3) governance provisions over a loan that are normal indenture agreements do not result in a partnership  Martin v. Peyton  (110-13)

c. employee held out to public as partner, but without a partnership agreement, and no contribution, no part in management, no authority to hire or fire or make purchases, was not partner Smith v. Kelley  (man claims entitlement to partnership proceeds when leaving firm, 114) 

d. partnership by estoppel (UPA § 16):  liability extends only to third parties who have, on faith of representation of the existence of partnership, extended credit to the actual or apparent partnership  Young v. Jones (PW-US and PW-Bahamas, 115)

E. theories of the corporation

1. as a person

a. artificial being, invisible, intangible, existing only in law.  (CJ Marshall)

b. but not entitled to all constitutional guarantees as person (10)

2. nexus of contracts  (12)

a. aggregate of inputs with common goal of production of goods / services

1) employees providing labor

2) creditors providing debt capital

3) shareholders provide equity capital, bear risk of losses and monitor

4) management monitors and coordinates

b. corporation is product of contracts among these people

II. Formation of a corporation  (charts 4-5)

   A.  incorporation

1. no corporation if nothing filed

2. choices are usually either home state or Delaware  (194)

3. filing requirements  MBCA § 1.20:  with secy’o state, says who can file

4. definitions  § 1.40:  articles of incorp, authorized shares, corporation, distribution

5. “incorporators” deliver articles of incorporation to sec’y of state  § 2.01

6. articles of incorporation  § 2.02

a. MUST contain: name, # shares authorized to issue, street address, registered office and agent, (for service of process) .. 

b. MAY contain: purpose, … (usually avoid these things)

7. incorporation § 2.03

a. effective date is when articles are filed:  this is when limited liability begins, so should do nothing else before

b. filing by sec’y of state is conclusive proof  (he is ministerial only § 1.25)

   (  but some states have granted more power  (198)

8. purpose:  can be any legal purpose, need not specify  § 3.01(a)

9. powers:  all powers of individuals, with perpetual duration   § 3.02

10. corporate name must be distinguishable upon records of sec’y of state, but can conduct business under fictitious names  § 4.01  (199)

11. initial capital requirements have mostly been abrogated (204)

12. rest of attorney’s duties in forming corporation  (205)

a. prepare corporate bylaws

b. prepare notice calling initial board of directors

c. obtain corporate seal and minute book

d. obtain blank certificates for shares of stock, print/type/issue

e. open corporate bank account

f. prepare employment contracts, etc.

g. obtain taxpayer i.d. numbers, other governmental permits

h. evaluate whether to file S corporate election

13. organization, initial meetings, bylaws  § 2.05   

a. nonassessable shares:  can’t require more payment once issued  (207, n7)

b. may make agreement eliminating free transferability if closed corporation

B. Ultra Vires Doctrine  (beyond the power of the corporation)

1. the old doctrine

a) no damages possible because corp did not have power to own & operate a railway line  Ashbury Ry. Carriage v. Riche  (213, n7)

b)   2 exceptions existed

a. 1 side fully performed

b. shareholders ratified by participating in the act, or accepting benefits

2. complaint could not be dismissed on ultra vires grounds under new statutes  711 Kings Highway v. Marine Repair  (no movie theater, 215-16, n7)

3. unrealistic doctrine which assumes people will check articles of incorporation before signing a contract  -  this would impose added costs  (214)

4. validity of charitable gift determined by test of reasonableness  Theodora Holding  (small loss to corp outweighed by interests of children, 217-220)

5. status today:  ultra vires action can proceed only:  § 3.04, CHART 6

a. shareholder proceeding against the corporation

1) court can set the challenged action aside if equitable & all affected persons are parties to the proceeding

2) may award damages for loss suffered by corp or other party but not for lost profit  

b. proceeding by corp, directly, … against current or former director, officer, employee or agent of the corp

c. proceeding by the attorney general

C. Premature Commencement of Business

a. promoters   (charts 7-9)

1) “a person who, acting alone or in conjunction with one or more other persons, directly or indirectly takes initiative in founding and organizing the business or enterprise of an issuer.”  (222)

2) have a fiduciary requirement to the corporation and members during the preincorporation period (223)

a) no fraud since there were no other members to withhold info from  Lewishown  (Pa., 224)

b) vs:  fiduciary rel. to shareholders expected to be brought in  Bigelow  (Mass, 224)

c) cases of promoter fraud are declining  (225)

3) promoter is personally liable on contracts made before incorporation unless other party agreed to look to some other person or fund for payment

a) words “corporation, to be obligor” not enough to enter the “unless” clause  Stanley How  (architect, construction project, 228)

b) waiver:  need a novation, all new contract, not just cashing check  (228)

c) exception applied when party wanted contract signed quickly and urged it be in the name of the corporation  Quaker Hill  (nursery, 229-31)

d) promoter must prove existence of the contrary agreement  Coopers (232)

e) agreement must specifically address promoter liability Goodman (232)

f) liable for contracts made in promoter’s own name without mentioning corporation

4) restatement of agency  (229)

§ 329 agent who warrants authority

§ 330 liability for misrepresentation of authority

§ 331 agent making no warranty or representation of authority

5) promoter might not be liable if honestly believed corporation was formed

(MY NOTES:)

6) corporate liability:

a) corporation not liable on promoter’s contract unless it expressly or impliedly adopts (ratifies) it   McArthur  (233-35)

b) extreme minority rule:  to be bound, corporation must introduce such elements as would be sufficient for a new contract  

b. defective corporation

1. de jure corporation:  legal corporation formed after all statutes conformed to  
2. de facto corporation:  when the following occur, corporation will be treated as a de jure corporation with respect to everyone but the state Cranson v. IBM (typewriters, 246-48)  

a. existence of law authorizing incorporation

b. effort in good faith to incorporate under that law

c. actual use or exercise of corporate powers

d. good faith in claiming to be and in doing business as corporation

e. justification:  if other party had agreed to forego personal liability and look only to corporation

3. corporation by estoppel
a. applied only to particular facts of a case and can exist without the 3 factors forming a de facto corporation   Cranson  ( so could apply when D thought the papers were filed but they weren’t
b. where a creditor dealt with a business as a corporation and agreed to look to the corporation’s assets rather than the assets of individual shareholder estops the creditor from denying the corporation’s existence

c. fact that IBM dealt with Bureau as a corporation, relying on its credit estops IBM from denying Bureau was a corporation even though certificate of incorporation was mistakenly never filed  Cranson
4. under new MBCA standards:

a. abolishes de facto corporation

b. assume corporation formed when certificate issued  

c. all persons purporting to act on behalf of a corporation, knowing there’s no corporation are jointly & severally liable  § 2.04  

1) assumed to act as corporation without any authority to do so  Robertson v. Levy  (Levy to purchase rob’s business 236-39)

2) promoter not liable when statute not enacted and de facto corp existed  Cantor  (241-43)

d. still no liability for those who act as corporation by without knowing there’s no corporation  

e. thus, corporation by estoppel preserved only in situations such as Cranson where director believes a corporation has been formed  (249)

f. bright-line test:  no limited liability before formation of the corporation

g. inactive investors: some courts won’t hold liable (240) 

5. these doctrines might not apply to tort claimants

6. promotor liability and defective incorporation cases are easily avoidable, just like inadvertent partnerships; just do nothing before incorporation  (n10)

D. Disregard of the corporate entity (veil piercing)

1. background

a. piercing the corporate veil:  the limited liability accorded by a valid de jure corporation will be taken away when the corporate rights have been abused

b. doctrine is invoked “to prevent fraud or achieve equity”  Bartle  (250)

c. forming a corporation merely to gain limited liability is perfectly legal and within public policy, although it may signal other abuses  Bartle  (veterans want to build homes at cost)

d. piercing is done mostly to closely-held corporations  (257)

2. factors for piercing the veil: (n11)

a. undercapitalization  (size of capital stock - stock left over after paying liabilities.  i.e. when assets=$100, liabilities=$75, capital stock will = $25)

b. failure to observe corporate formalities:  meetings, minutes, absence of corporate records

c. fraud or wrongdoing: i.e. siphoning of funds by dominant stockholder  (usually leaving corp with inadequate capital)

d. tort or contract claimant?

e. non-payment of dividends

f. insolvency of debtor corporation

g. non-functioning of other officers or directors

h. corporation being façade for operations of the dominant stockholder  Dewitt Truck v. Ray Flemming Fruit  (veil pierced for fruit agent who didn’t pay truckers, 252-54)

i. alter ego / instrumentality:  extent shareholders of parent are the same as in subsidiary  Bartle
3. other factors indicating injustices and inequitable consequences:

a. fraudulent representation by corporation directors

b. payment by the corporation of individual obligations

c. or use of the corporation to promote fraud, injustice or illegalities

d. must have enough evidence to support these factors  Baatz v. Arrow Bar  (dram shop liability, 260-63)

4. balancing test

a. weigh factors against the policy reasons for allowing limited liability  (n11)

b. very fact-bound determination to be applied sui generis
5. undercapitalization 

a. most important factor; rare to pierce without it  (n11)

b. minority rule: undercapitalization alone is enough to pierce the veil.  California.  (272, n12)

c. majority: need something else too.

d. other factors (formalities) shouldn’t be as important & aren’t required in all states for closely-held corporations  (258, n11)

e. purchase of insurance is part of capitalization Radaszewski  (no fault when insurance carrier became insolvent later)

a. both undercapitalization and insurance purchase effect overall financial viability

f. courts may deny recovery to a sophisticated creditor who knew of a poor financial situation  (258)

g. statute of frauds issues usually ignored, but should they be given that creditor could have required a written guarantee?  (Dewitt, Weisser, 260)

6. liability in tort cases

a. different policy issues are raised because claimant is an involuntary creditor

b. potential tort claimants can’t spot a limited liability entity and can’t bargain for personal guarantees

c. issue becomes whether businessmen should be able to transfer risk of loss or injury to members of the general public (265)

d. “A corporation haveth no soul and its hind end you can kicketh not.”  Baatz
7. parent-subsidiary liability

b. tripartite test:  Radaszewski v. Telecom   (267)

1) control:  complete domination, not only of finances, but of policy & business practice in respect to the transaction attacked so that corporate entity as to this transaction had at the time no separate mind, will or existence of its own; and

2) control used to commit fraud or wrong, to perpetrate the violation of a statutory or other positive legal duty, or dishonest & unjust act in contravention of plaintiff’s legal rights; and

3) proximate cause

c. this is a very narrow test, but courts will use undercapitalization as a proxy for #2  (268, n12)

d. consider extend shareholders of parent are same people as subsidiary such that 2nd entity is alter ego of 1st entity
e. undercapitalized in accounting sense

1) money in form of loans, not equity,

2) watered stock:  not all stock paid for

f. must show parent and subsidiary were “single economic entity” and “overall element of injustice or unfairness” is present  Fletcher v. Atex (Delaware, 273)

1) single econ entity:  (1) undercapitalization: must then get $ from parent; (2) corporate formalities:  having them doesn’t mean veil won’t be pierced, but not having them is real problem; (3) siphoning; (4) facade for dominant shareholder  ( i.e. exactly same board w/o separate meetings

2) centralized cash management system doesn’t mean piercing since it’s a common practice  Fletcher
g. militating against veil piercing

1) proper corporate formalities observed

2) public not confused re: dealing with parent or subsidiary

3) subsidiary operated in fair manner with some hope of making profit

4) no other market unfairness

h. states vary and have different judge/jury views (276-82)

8. sibling corporations:  no piercing re: individual shareholders when minimum insurance was purchased, since that’s legislative issue, but could hold all 10 cab companies as a single economic enterprise if case had been presented that way  Walkovszky  (taxi companies w/ two cabs each, 270)

9. lawyers should avoid even being the “temporary” or “accommodation” director of a corporation  Minton  (272, n12)

10. owner or operator liability  Kayser Roth  (284-88)

a. operator liability under CERCLA can extend to one with capacity to discover potential release of hazardous substances, with power to direct and capacity to prevent, without piercing the veil

b. owner liability by piercing veil can exist at same time:  here, operational control & financial control

11. third party trying to pierce the veil for reason other than liability

a. Social Security commission can’t pierce because it is legal to incorporate just to qualify for ssi  Stark v. Flemming  (289)

b. unemployment commission can pierce veil and call employees self-employed when they decide to lay selves off  Roccograndi (290)

c. only in most limited circumstances can this be done.  

1) need strong policy reasons

2) look at degree of identity between the individual and the corporation, extent to which the corporation is alter ego, and whether others would be harmed by the pierce

12. reverse piercing

a. incorporator wants the veil to be pierced to protect self

b. homestead exemption will allow a reverse pierce  Cargill v. Hedge  (w/o incorporating, person would have homestead exemption; don’t let incorporation take it away, 291-93)

c. in Texas, parent corporations can’t avoid liability for worker’s compensation negligence claims via reverse piercing of a veil they themselves established  (want veil ignored so they can’t be sued, 293)

13. insider claims in bankruptcy

a. after bankruptcy, court might disallow or subordinate shareholders or officers’ claims for similar reasons that they pierce the veil

b. disallowance: bankruptcy courts can fix an inequitable result to ignore claims made against a corporation by an officer, director, or stockholder in bankruptcy proceedings

c. equitable subordination / deep rock doctrine

1) insider’s interests placed below those of other creditors

2) whether there was an arms-length bargain or person bringing claim controlled the series of transactions

3) equitable doctrine, so res judicata does not apply; bankruptcy can disallow a claim that’s been reduced to judgment  Pepper v. Litton  (back salary judgment for director, 294-97, n16)

III. Financial Matters & the closely held corporation  (ch 7)

A. Debt and equity capital

1. equity

a. common stock

1) have voting rights

2) right to dividends

3) if closed corporation, usually can’t sell the shares

b. preferred stock

1) priority in payment over the common stock

2) “$5 preferred”:  must receive $5 per year before common stock dividends

3) 5% preferred:  receives 5% of shares par value before …

4) cumulative dividend rights

a) unpaid dividends accumulate and must be paid in next year 

b) noncumulative:  dividend is not carried over

c) not debts, but rights of priority

5) usually no voting rights

6) liquidation preferences:  priority before the common shareholders are paid

7) redemption rights:  redeemable at corporation’s option

8) conversion rights:  can be made convertible to common shares at option of the holder
9) participating preferred stock:  get specific dividend payment before additional distributions after common shares receive a specified amount

10) many different kinds of preferred stock will be issued because of freedom of contract & flexibility & different risk strategies of investors 

2. debt  (charts 10)

a. bonds:  secured  (usually by real property)

b. debentures:  unsecured debt securities - like a loan, but no collateral

c. bank loans

d. trade credit:  discount if you pay now.  Pay more later.

e. one would think bonds would be seen more than debentures, but that’s not true because 

1) risk can also be dealt with by charging a higher interest rate 

2) bonds are complicated and inflexible; companies can’t sell them, so they’d rather just pay the higher interest rate

f. retained earnings

1) what remains after distribution

2) distribution:  dividends, buying stock back

B. issuance of shares

1. authorized   (see charts, p.11)

MBCA § 6.01   

(a) Articles of incorporation (or amendment by shareholders) must prescribe classes of shares and number of shares of each class authorized.  If more than one class, must prescribe distinguishing designation for each class, and the preferences, limitations and relative rights of that class must be described before issuance except as permitted by § 6.02  

(b) must have one class with unlimited voting rights and one class entitled to receive residual  (usually the common stock)

(c) may authorize other classes of stock with … special limitations

(1) limited voting rights or no voting rights

(2) redeemable or convertible 

(3) dividend calculated by any formula

(4) preference over other classes re: dividends

(5) have preference with regard to dissolution

(d) list in (c) is  not exhaustive

MBCA  6.02

(a) if articles of incorporation so provide, board of directors may determine the preferences, limitations and relative rights of any class of shares before issuance of those shares  (  Board may only amend for this, not the # of shares

(b) each series of a class must have distinguishing designation

(c) all stocks within a series must have i.d. prefs, limitations and rel.rights

(d) must file an amendment to articles of incorporation before issuing new class or series of stocks

a. only shareholders can authorize new shares because their stocks will be diluted when new shares are issued

b. but can issue “plain vanilla” stock that board then defines under 6.02

2. issuance   (charts 12)

a. MBCA § 6.03:  (a) the Board may issue the shares that have been authorized.  These  are “outstanding shares” until redeemed, converted or cancelled

(c) one share with unlimited voting rights and entitled to receive net assets    upon dissolution must remain outstanding

b. MBCA § 6.21

(b) board may authorize shares to be issued for any adequate consideration

(1)  including cash, promissory notes, services performed, contracts for services to be performed, or other securities of the corporation

(c) adequate consideration determined by board is conclusive

(d) when consideration is received, the shares are considered to be “validly issued, fully paid and nonassessable”

    c.  MBCA § 6.22  creates limited liability for shareholders

C. leverage
1. created when debt is owed to third persons

2. favorable when the returns on the borrowed capital are higher than the interest rates  (chart p. 324)

3. not favorable when earnings are less than expected

4. example:  Long Term capital (and subsequent bailout)

5. Miller & Modiglian Hypothesis  (324 n.8, n21)

a. total market value of common shares and issued bonds is independent of amount of debt in the enterprise  

b. because any increase in value of common stock due to the capital structure would be offset by decrease in market price for the bonds

c. Utset: this fails to account for the tax advantage of having debt: can deduct interest payments; can’t deduct dividend payments.  But, higher debt does lead to greater probability of bankruptcy

D. delegation:  MBCA § 8.01  (a) except as in § 7.32 (shareholder agreement in small closed corporation), each corporation must have a board of directors

(b) corporate powers, business & affairs are managed under direction of the board of directors

E. review of important issues

1. to the investors

a. cost of contribution  (considering other potential alternatives)

b. voting power, veto power

c. ongoing distributions  (equity-dividends; debt-interest; employees-salaries)

d. “exit”  (closed corp common stock-can’t; other stock-sell; debt-acceleration; employees-can quit)

e. liquidation:  everyone is ahead of the common shareholders

2. to the investors

a. amount of debt & equity

F. tax treatment of debt:  a shareholder may make a loan to a corporation but it’s really equity if payments are never made, which shows an attempt simply to deduct the interest payments  Slappey Drive  (325)

G. Securities & exchange commission requirements for a public offering (regulations s-k, s-x, form s-1, 333-35)

1. Securities Act of 1933 (for new issues only): generally must register all securities placed in the hands of the public for the first time

2. registration statement must include

a. prospectus: distributed to actual and potential investors

b. additional information that’s publicly available but not in prospectus

c. disclosure requirements found in SEC regulation s-k and on registration form s-1

d. must prepare financial statements complying with s-x for the last 3 years

3. the cost of public offerings

a. complicated and usually need professional securities underwriters

b. can bring in large amounts of money

c. usually not worthwhile unless bringing in at least $10,000,000

d. smaller companies must structure their capital raising to avoid the registration requirement

4. state blue sky laws  (335)

a. 50 different state regulations for public offerings used to also apply

b. now preempted by 1996 NSMIA Act

c. arguably still apply to securities exempt from federal registration process

H. distributions by a closely held company

1. there are limitations on distributions to shareholders  § 6.40 (need to be able to pay debts)

2. “It is axiomatic that the court won’t substitute its judgment for that of the board of directors”  Gottfried  (365)

a. they’re the experts, not the courts

b. they’re in best position to run the company

3. the director’s decision not to pay dividends will not be disturbed absent bad faith, i.e. proof that they put their interests ahead of the corporation.  Factors:

a. hostility of controlling faction against minority

b. exclusion of minority from employment in corp

c. high salaries, or bonuses to officers in control

d. fact that majority may be subject to high taxes if dividends are paid

e. desire by majority to acquire the shares of the minority as cheaply as possible    (365)  (no bad faith in Gottfried)

4. board can’t conduct affairs for merely incidental benefit of shareholders and primary purpose of benefiting others Dodge v. Ford Motor  (367)   EM 163

a. rare for court to order dividends to be paid

b. court may have been influenced by what was really happening  (didn’t want Dodge to be able to spin off)

5. a director who fixes his own salary has the burden of showing its reasonableness  Wilderman v. Wilderman  (370-74, n23)

a. consider deduction IRS would allow

b. consider expert testimony 

6. separation of ownership and control  Berle & Means (1932, n22)

1. large corporations 

a. many indifferent shareholders with stock in many companies

b. none want to exercise control because of the free rider problem

c. all will benefit, but only the one who acts loses

2. closed corporations

a. no separation of ownership and control: the owners usually control

b. characteristics

a) small # shareholders

b) no public offering

c) restrictions on sales

d) shareholders run the corporation

c. majority may not pay salary or dividends to the minority - then court might step in

7. fiduciary obligation of majority to minority

a. definition of closed corporation  Donahue
1) small # shareholders

2) no ready market for corporate stock

3) substantial shareholder participation in management, direction, and operations of the company

b. closed corporation bears striking resemblance to a partnership  Donahue v. Rodd Electrotype  (buying out stock of retiring director, 378)

1) self-dealing

a. same individual appears on both sides of transaction

b. doesn’t mean transaction not allowed.  But it is a PFC problem.

c. there’s still self-dealing when another family member takes over, with same interests

2) ** stockholders in a closed corporation owe one another substantially the same fiduciary duty in the operation of the enterprise that partners owe to one another  see meinhard v. salmon
3) thus, all stockholders must be given opportunity to sell stock back if stockholder in controlling group is allowed to do so

4) the minority shareholder’s plight - discussed, p. 383

5) ** Donahue is controversial but still the law in Mass and many other places.  Only applies to closed corps  (n23,24)

IV. Duty of care and the business judgment rule  (chapter 10)

A. relation between chapters

1. same fiduciary duty issues

2. list of actors

a. between partners  Meinhard
b. between board and shareholders

c. between majority and minority shareholders

3. need rules to deal with those who have incentive to take advantage 

a. duty of care

b. duty of loyalty

B. risk

1. whenever there’s time  (Hootie), issue as to who will bear the risk

2. selling convertible debentures with option to buy them back at same price in 6 months was a disguise for taking a loan when corporate charter did not allow loans  Litwin v. Allen  (663)

3. in Litwin, Guaranty bore all risk.  Alleghany would buy back at par later only if market price was above par.  Don’t forget about Van Swerington.

4. vocabulary for Litwin
a. convertible debentures
1) can be converted into stock, or can keep them and receive interest

2) if stock is low, get the interest.  If high, convert into stock.  people pay more for the option

3) price of these debt securities ranged here from premium (125) to discount (97.5)  (related to movement of stock)

4) face value is $1,000  (“at par”)

5) exercise price is number of shares can get / $1,000.  If it’s 10, then will only convert if stock price > $100

C. duty of loyalty

1. presence of improper influence or domination (not violated in Litwin, 665) 

2. duty of loyalty:  assumption board member has done something PFC wrong, let them prove otherwise

D. duty of care  (also see MBCA 8.30)

1. must act

a. in good faith:  no fraud, illegality or self dealing

b. under the honest belief that an action was in the company’s best interest

c. on an informed basis

2. managers, board members, controlling shareholders or anyone acting on behalf of company have a fiduciary duty not to act grossly negligent in the circumstances  Litwin  (666, par.2)

3. same degree of fidelity and care as ordinarily prudent man

4. not liable for errors of judgment and mistakes while acting with reasonable skill and prudence

5. surrounding circumstances

a. nature and size of business matter

b. more attention required for GM than a smaller company

c. banks: a higher standard for bank directors because of duty to safeguard depositors (666)  (  this is the “in the circumstances”

6. liability

a. damages: director could be personally liable for damages

b. injunction: if whole board violated duty of care, injunction if shareholders as whole will be injured

E. business judgment rule (BJR)

1. creates an assumption that the duty of care was met.  i.e. that the board of directors fulfilled duty of care if acted in good faith (no self dealing), were duly informed, and were not grossly negligent

2. to rebut the presumption, must show

a. fraud, illegality, or conflict of interest

b. lack of proper business purpose

c. gross negligence  (way beyond reasonable) 

3. rationale
a.  limiting director liability

1) affects level of risk board will take  (n26)

2) don’t want to discourage risk taking - this leads to growth and prosperity

3) courts are poor judges of business reality

4) avoids judicial meddling

5) encourages directors to serve

6) aligns incentives to comport with shareholder interests

b. not interfering with policy decisions

1) majority stockholders control the policy of the corporation  

2) won’t disturb policy questions unless board’s decision tainted with fraud

F. overcoming the business judgment rule:  the BJR will be rebutted when:

1. fraud, illegality or conflict of interest (conflict leads to duty of loyalty tests)

2. lack of rational business purpose / action not taken in best interest of company

a. “no win” transactions violate the duty of care

1) it’s grossly negligent to approve a transaction that will bring no benefit

2) negligent for director to buy securities with option for seller to buy them back at same price later.  Had all risk, but no possibility of gain.  Only gain was interest payment.  The interest payment wasn’t enough compensation for that risk.  Litwin
b. there is wide latitude to experiment, notwithstanding what the rest of the industry does.  Don’t interfere in management of directors unless (at least 1 of these):

1) guilty of fraud or misappropriation

2) refuse to declare dividend with surplus of net profits that it could distribute without detriment to the business

3) when such refusal would be abuse of discretion constituting fraud or breach of good faith    Wrigley Field  (installation of lights, 670-75)

3. gross negligence

a. duty to monitor 

1) failure to do basic things directors generally do:  EM 174

(1) fails to attend meetings

(2) fails to learn anything of substance about company’s business

(3) fails to read reports, financial statements, etc. given to him 

(4) fails to obtain help when (should) sees signals things are seriously wrong

(5) otherwise neglect to go through standard motions of diligent behavior

2) director’s obligations 

(1) continuing obligation to keep informed

(2) duty to protect the corporation

(3) vigilance, awareness, involvement, monitoring     Francis v. United Jersey Bank  (elderly widow, 675)

3) objective standard: no accommodation for less intelligent, elderly, or alcoholic directors

b. duty to be informed.  

1) fair and adequate procedure: making an informed decision is the whole point

a. cannot act grossly negligent in gathering information

b. board members need to duly inform selves of all relevant and material information Van Gorkom  (investment tax credits)

c. non-full time directors (“outside directors”) must  remain informed of information reasonably available to them.  Only unwarranted reliance is bad.

d. don’t have to hire lawyers to get information, but if could have just asked questions and didn’t, that’s gross negligence, failure to follow duty of care

e. can’t have secrecy

f. board has fiduciary duties to the shareholders:  need to protect them

g. “lock-up” -setting price high so others can’t outbid (n28)

h. people were surprised by Van Gorkom, but then DE changed law and all followed  (n30)

2) there is latitude: can act in the imperfect business world without full information.  don’t need courtroom like thoroughness.

3) vocab: leveraged buyout  (LBO)  Van Gorkom  (684-98)

a. borrow money

b. investment is buying a company

c. returns expected are cash flows from the acquired company

d. pay loans with those cash flows

e. use PV analysis to determine if cash flows will be able to pay loans, and make profit

f. fair valuation of the price offered for the stock (n29)

1) whether offer maximizes value to shareholders

2) don’t need independent evaluation  Van Gorkom; but most courts do require one now  (n28)

3) usually CEO, CFO, etc do this.  Better to state a range.

G. Delaware § 102b7: limits on liability.  Shareholders can do this.  Only allows out for duty of care, not duty of loyalty and only for monetary damages, not injunctions  (703, n30)

H. tips on duty of care and bjr (from em 191)

1. discuss duty of care and bjr together: “if court finds bjr met, board will have satisfied its duty of care even if things didn’t turn out well.”  need: (1) not interested; (2) was reasonably informed; and (3) rationally believe acted in best interests of corporation

2. same duty for absent directors

3. must be informed, must read things, only rely on others’ opinions when reasonable (CPA’s)

V. derivative lawsuits  (used when the corporation is injured)

1. the means by which duty of care and duty of loyalty suits are brought

2. a direct lawsuit is different: the shareholders are individually injured and sue to enforce voting rights, compel dividends, or protect minority shareholders in closed corps  (n30)

3. two aspects to derivative lawsuits  (chart p.14)

a. underlying case involving fiduciary duties  Schulnsky, Wrigley
b. procedural issues:  demand process

1) underlying policy that board runs corporation, including litigation

2) so board or committee will still have power to bring the suit even if they initially decided not to  (n31)

4. board may form special committee on litigation if some directors are interested

a. there’s still concern with “independent” committees
b. members are part of the larger board, so might be afraid to be “independent”

c. structural bias

d. “There but for the grace of God go I”  Zapata  (719)

5. need balancing between two competing policies

a. delegation:  separation between board members and shareholders

b. protecting shareholders from violations of duties

c. cardinal precept:  directors manage business and affairs of the corporation
1) derivative actions impinge on board’s managerial freedom

2) need to ensure shareholder exhausts intracorporate remedies

3) safeguard against strike suits  Zapata  (723, n32)

4) strike suits: have little probability of succeeding on merits, but brought because they’ll be settled since they are waste of directors’ time

e. courts don’t like to interfere because the BJR assumes that the directors are in a better position to evaluate a claim’s merit, whether it is consistent with corporate interests, and whether corporate resources should be used to pursue it.

d. shareholder has power to “litigate corporate rights solely for the purpose of preventing injustice where it is apparent that material corporate rights would not otherwise be protected.”  Zapata  (716)

6. demand

a. usually in writing

b. request that board institute derivative lawsuit

c. or may initially be request that something be corrected

d. might be tactical reasons not to make demand look like a demand

7. Delaware law

a. old case:  where committee decided not to bring suit, 

a) court won’t hear suit, since litigation is normally at discretion of board

b) unless allegations of fraud, collusion, self-interest, dishonesty or other misconduct …  Gall v. Exxon  (706-9)

b. when no demand is made, examine decision of committee later formed not to bring suit:

a) demand excused when   Aronson  (726)

1) assuming allegations in complaint are true, 

2) there’s reasonable doubt that

(a) directors are disinterested OR independent
(b) OR challenged transaction entitled to protection of business judgment rule 
(c) need to allege specific facts with particularity, before discovery

(d) example of (a): D hand picked all the directors who chose his salary . . . of (b): adequate procedures not followed

if demand is excused under Aronson, committee will be formed.  If they decide to file motion to dismiss, court evaluates it using 2-part Zapata test: (720)

1) first

a. independence of committee:  self-dealing?

b. good faith:  easy to see bad faith, harder to define good faith  (n31)

c. bases supporting conclusions:  information?  Van Gorkom
d. limited discovery may be allowed

2) or, applying court’s own business judgment, should motion to dismiss be granted? (so this lets court do whatever it wants)

3) Zapata:  stockholder may sue in equity without prior demand when it is apparent a demand would be futile, officers are under influence that sterilizes discretion and could not be proper persons to conduct the investigation; don’t want shareholders to waste money (717)

c. if demand is made and denied  (“demand refused” case)

a)  must show decision wrongful under BJR  Zapata (citing United Cooper)

b) a harder standard than Zapata, so with just Zapata, no rational shareholder would make demand  (  need Aronson
4) a complaint must allege with particularity the demand made, or reasons a demand was not made  Zapata  (714 n.34)

d. BJR affects derivative actions when

a) addressing demand

b) determining futility of demands

c) efforts by disinterested directors to dismiss action as against corp’s interests

d) generally as a defense on the merits

e) ONLY applies to cases w/o self-dealing, conflict of interest, uninterested directors  Aronson  (724)

f) only applies to actions and conscious decisions not to act.  Directors need to have informed themselves  

g) BJR is a presumption that the duty of care standard has been met.  BJR rule only comes into effect when action is attacked.

e. under Delaware law now, many don’t make demand.  Win or lose based on Aronson since they think it’s easier than BJR  (n34)

8. MBCA approach
§ 7.41 standing: contemporary ownership rule: must have been shareholder at time of act or omission complained of or through transfer by operation of law  (i.e. bequest), and fairly represent interests of corporation

       § 7.42 demand: is REQUIRED, must then wait 90 days unless earlier refusal or irreparable injury would result in interim

      § 7.44 dismissal: action shall be dismissed if directors or committee have determined in good faith after reasonable inquiry that suit is not in best interests of corporation, …

       § 7.46:  expenses: P might get his expenses paid.  But if totally inappropriate suit, might have to pay corporation’s expenses.

a. MBCA requires demand, so go right to top of chart 15

b. many jurisdictions now require demand.  Some argue an ambiguous rule leads to more litigation.  (Easterbrook, 732)

c. BJR is adopted in Pennsylvania.  No judicial intervention in absence of fraud or self-dealing if decisions within scope of director’s authority, reasonable diligence and honest/rational belief decision in best interests of company  Cuker v. Mikalauskas  (734-38)

VI. Duty of loyalty and conflict of interest  (ch. 11)

A. self-dealing

1. challenged transactions must meet 2-tiered test  Marciano v. Nakash  (50-50 split makes ratification impossible, 753-56)

#1:

a. § 144 Interested directors.  No contract or transaction between corporation and 1 or more directors … will be void solely for this reason, or just because director was present if    (718 n. 40)

(1) His relationship is disclosed to board, or majority of disinterested directors approve transaction, or

(2) “””” is disclosed to shareholders, and contract or transaction specifically approved in good faith by shareholders’ vote

(3) or contract or transaction is fair to the corporation at time approved or ratified, by board, a committee, or shareholders

b.  (1), (2), & (3) couldn’t apply when there’s a 50-50 deadlock

#2: so, use intrinsic fairness test as well: D has burden to show transactions intrinsically fair.  144 is only a partial safe harbor - not exclusive, as in Fliegler (755)

2. high compensation for directors

a. hinging salary on performance (and fixed compensation) is one way of dealing with agency problems  (n34)

b. a bonus payment will be invalidated if it has no relation to the value of services given, thus being in reality a gift  Heller v. Boylan  (761-66)

c. historically, courts were reluctant to interfere with companies that made it through depression  Heller (n35)

d. courts are reluctant to interfere because they don’t know how much to reduce salary by

e. most corporations will have compensation committee

f. see wilderman, supra

3. there’s a fiduciary duty between majority and minority shareholders  Sinclair oil v. Levien  (773-77, n35)

a. self-dealing here would be when majority gets something to exclusion of minority
b. no self-dealing regarding payment of dividends since the minority gets dividends too, so use BJR

c. no corporate opportunities that majority kept for itself, so use BJR, not intrinsic fairness

d. contract with other subsidiary was self-dealing, so apply intrinsic fairness

4. agency problems that can arise

a. moral hazard
1) arise after contract made

2) informational asymmetry

3) parties don’t have incentives to deal with risk

4) so use deductibles, etc.  (insurance companies)

b. adverse selection problem

1) lack of information before contract entered into.  Want info, but people lie.

2) set up mechanism to discover the truth (which tape do you like - Alanis or Celine Dion?

5. freezeout mergers

a. freezeout defined

1) a transaction in which those in control of a corporation eliminate the equity ownership of the non-controlling shareholders.  Usually by forcing the insiders to sell their shares.  Controlling shareholders then left with exclusive ownership.

2) cash out method: insider causes corp to merge into well-funded shell, minority is paid cash in exchange for their shares

ex:  Shark owns 70% of Public Corp.  Shark forms Private Corp.  He contributes $1 million, including $700k bank loan.  Causes corp to agree to merger plan w/Public’s 1 million shares exchanged for 41.  Thus eliminates minority w/$300k, and receives $700k to repay loan.

3) short form method: a corp with > 90% of shares can cause the subsidiary to “merge” into it without a shareholder vote

4) Sometimes the second step in two-step acquisition

(1) A buys most of B’s shares

(2) A causes B to merge into A, usually by requring the minority shareholders still left to take cash for their shares - cash out merger

5) could come about from  merger of long term affiliates

(1) 1 corporation had controlling interest for a long time, decides to eliminate the minority interest

(2) 1 option: minority gets stock.  then issues would be proper disclosure and the appropriate number of shares

(3) or freezeout, cashing out the minority

6) could come about when going private

(1) often no proper business purpose found here

(2) controlling shareholders (maybe the insiders) change public corporation into a closely held corp

b. targeted shareholders who don’t accept buyout become freeriders, partaking in target’s increased value.  But if all don’t accept, company can’t buy, & no one benefits ( collective action prob.  (see flowchart)

c. this will be prevented by a freezeout merger - if these can be done, shareholder will accept original offer because otherwise they lose

d. company that’s dominating shareholders (signal) forms another company (newco) and has the company (uop) merge into newco

1) may want to avoid proxy and disclosure regulations

2) may want to avoid duty of loyalty issues

3) wants to avoid freeriders

e. what’s fairness in a freezeout:  need to be fair to minority shareholders in two ways  Weinberger (778-90)

1) procedurally:  need to disclose all information and not impose time constraints  (  this case is again about information asymmetry

2) fair price:  the remedy
a) originally required appraisal remedy  Stauffer
b) then moved to Delaware block method, but that’s not accurate and wasn’t done in real world

c) return to appraisal remedy for determining price, with discounted cash flows  (789)

f. other possible remedies that can be used if there’s fraud, misrepresentation, self-dealing, deliberate waste, … (not default rule)

1) injunction  (not here - too difficult to undue transaction)

2) rescissory damages: damages which are monetary equivalent of rescission and which will, in effect, equal the increase in value that D enjoyed as a result of acquiring and holding the stock in issue

g. Weinberger is end of line wrt whether freezeouts are allowed and the remedy

B. corporate opportunity

1. transactions in which an officer kept a corporate opportunity to himself instead of revealing it to the board used to be per se void

2. three possible tests are now used (n37)

a. line of business test  (citing Guth v. Loft, 797-98)

1) in line of corp’s business  (examples, n38)

a) company has devil logo.  director makes labels on side, and wants to change the logo to a smiling clown.  This is self-dealing -director’s on both sides.  Not corporate opportunity - company has no label department, so he’s not competing with them

b) scientist works on rt.128 makes discovery re:cryptography.  Sells it to others on the side.  He sells it to others on the side ( competes with the corp.  If he has info about what other companies to sell to, there’s an extraction issue.

2) corp financially able to undertake transaction

3) corporation has interest in or reas. expectancy

4) whether transaction so closely associated with existing business activities as to put officer into direct competition with company  

5) this test is flawed because it’s hard to say what’s in the line of business

6) financial ability flawed for two reasons

a) favors inside director who has knowledge of the finances (798)

b) can always get financing

7) expansive view: adaptability: interpreting line of business test to include opportunities companies could adapt to could be too expansive and favor the corporation  (Guth v. Loft, 803)

8) narrow view of test:  but only allowing immediately competitive opportunities could be too restrictive and disfavor the corporation

9)  test is overall flawed by being too favorable to corporations, stifling competition and entrepreneurship  (805)

b. expectancy test (not majority, 802)

1) whether corporation had contractual interest or expectation in what was taken away

2) when a corporation owned 1/3 of a mine and had interests in another third, the directors bought both remaining 2/3.  Buying the 1/3 the corp had an interest in held to violate the corporate opportunity rule, but not buying the 1/3 the corp didn’t have an interest in.  (803)

3) this result seen as flawed because the director will have an adverse position to the corporation by owning that final 1/3, even if the corporation didn’t have an interest in owning it

c. fairness test  (citing Durfee 798)

1) extreme minority (mass.)

2) don’t allow these transactions if they’re unfair 

3) even less principled content than the line of business test:  it’s just too hard to define unfair

4) encompasses “extraction” issue: using info that the company has, like customer lists  (n38)

d. Minnesota approach  (799)

1) combine line of business test with fairness in a two-step analysis:

a) whether opportunity was within corp’s line of business

b) then scrutinize the equitable considerations

2) this “merely piles the uncertainty and vagueness of the fairness test  on top of the weaknesses in the line of business test.”

3. ALI approach is adopted: emphasis is on full disclosure.  Tell the other officers and let them decide.  (799-802)  Northeast Harbor v. Harris  (land adjoining golf course)

a. as with intrinsic fairness test adopted for self-dealing, there are substantive and procedural requirements

b. principles of corporate governance §505 taking of corporate opportunities by directors or senior executives

(a) general rule:  a director or senior executive may not take advantage of a corporate opportunity unless

(1) he first offers the corporate opportunity to the corporation and makes disclosure concerning the conflict of interest and the corporate opportunity;

(2) the corporate opportunity is rejected by the corporation; and

(3) either:

(A) the rejection of the opportunity is fair to the corporation;

(B) the opportunity is rejected in advance, following such disclosure, by disinterested directors, or, in the case of a senior executive who is not a director, by a disinterested superior, in a manner that satisfies the standards of the business judgement rule; or

(C) the rejection is authorized in advance or ratified, following such disclosure, by disinterested shareholders, and the rejection is not equivalent to a waste of corporate assets

(b) definition of corporate opportunity
(1) any opportunity to engage in a business activity of which a director or senior director becomes aware, either:

(A) in connection with the performance of functions as a director or senior executive, or under circumstances that should reasonably lead the director or senior executive to believe that the person offering the opportunity expects it to be offered to the corporation; or

(B) through the use of corporate information or property, if the resulting opportunity is one that the director or senior executive should reasonably be expected to believe would be of interest to the corporation; or

(2) any opportunity to engage in a business activity of which a senior executive becomes aware and knows is closely related to a business in which the corporation is engaged or expects to engage

(c) burden of proof:  corporation has burden.  If they show opportunity not given to corp, or given but not rejected (a3B or a3C), then opportunity taker has burden of proving that this was fair to the corporation.  But if didn’t offer it at all, can’t defend saying it was fair not to offer it.  (801)

(e) provides escape hatch for “delayed disclosure”

C. duties to other constituencies
1. duties are primarily to the common stockholders, as agents, to maximize the value of the corporation to them  (n39)

2. duties to preferred creditors

a. duty usually seen as contractual, limited to the words in the k

b. fiduciary duties may sometimes arise:  when the right asserted is a right shared equally with common shareholders  (n39)  Jedwab (806)

3. duties to holders of convertible securities

a. when convertible securities are called, there’s a duty to provide the holders with accurate information about the value of the alternatives, i.e converting to common stock or redeeming the securities  Zahn  (806)

b. there’s a duty to give reasonable notice, and not just comply with literal NYSE requirements 

4. duties to creditors

a. general rule is that directors owe no fiduciary duties to creditors, since the rights of creditors are defined contractually

b. when a corporation approaches insolvency, the interests of the creditors and shareholders begin to collide.  The director’s duties then shift to preserve the value of the corporate assets for eventual distribution to the creditors.  Credit Lyonnais  (808)

c. example

1) only asset is $51 million judgment with 25% chance of affirmance

2) only liability is $12 million to bondholders

3) there’s 70% chance of modification to $4 mill, 5% chance of reversal to 0:   total EV=15.55 million

4) creditors willing to accept settlement offers of 12.5 or 17.5 

5) shareholders won’t accept either.  17.5 only leaves them with 5.5 million.  EV of litigation is .25(39 mill)=9.75 mill

6) overall, any settlement > 15.55 million should be accepted  (  this is best for the corporation as a whole.

VII. Proxy regulation

A. proxy:  gives right to a company officer to vote in your behalf.  Collective action problem:  costly to have a proxy fight, but all benefit  (n40)

B. scope of regulation  (593)

Securities Exchange Act of 1934  (593)

§14(a): It shall be unlawful for any person, by various means, against rules to be made, to solicit or to permit the use of his name to solicit any proxy or consent or authorization in respect of any security (other than an exempted security) registered pursuant to § 12  (consent and authorization have different meanings but don’t worry about that, n40)

registration requirements: must register

§12(a): any security traded on a national securities exchange 

§12g1: any equity security when there are 500 or more shareholders and over $10 million in assets   (within 120 days of this last fiscal year when this first happens) 

termination:

(4) 90 days after certification filed that there’s under 300 holders of such class of securities

Rules promulgated by SEC:

exemption:   

240.12g1: exempt if on last day of most recent fiscal year had assets < 10 mill

240.12g4: termination happens 90 days after certification that class of securities is held by less than 300, or by less than 500 when total assets haven’t exceeded 10 mill on last day of each of issuer’s most recent three fiscal years

(  this prevents strategic registering and deregistering  (n40)

C. rules that apply to registered securities  (n40)

1. proxy rules

2. takeover regulations

3. reports

a. 10K (annual) and 8K (quarterly) 

b. 8A: material events that can’t wait for next report  

c. includes financial information.  Text explaining the business and the financial info.  (text is called MD&A)

4. integrated disclosure:  registration under § 12 is not same as rules for public offerings under 1933.  Much more needed under 1993 Act.  But Integrated disclosure program allows incorporation of reports under the 1934 Act to be referred to in the 1933 Act filing using S-3 instead of S-1.  (595)

D. proxy regulations

1.  applicability: meaning of “solicity”

a. point of 1934 Act was to prevent solicitation of proxies by well informed insiders without fairly informing the stockholders of the purposes (596)

b. don’t want abuse of proxies by seekers of corporate power (596)

c. 14(a):  can’t request consent or authorization in way going against rules to be proscribed

d. can’t request authorization for access to shareholder list without complying with the proxy regulations  Studebaker v. Gittlin  (597-99)

e. continuous plan: a letter which did not request the giving of any authorization was subject to the proxy rules if it was part of a continuous plan intended to end in solicitation and to prepare the way for success

f. very fact that a copy of the stockholders list is a valuable instrument to a person seeking to gain control is a good reason for insuring that shareholders have full information before they aid its procurement  Studebaker
g. Studebaker chilled ability of shareholders to communicate with each other.  It’s very expensive to prepare and file a proxy statement.

h. “Arrows informational paradox”:  once info is disclosed, it’s gone (n41)

i. “safe harbor”:  provision added to 14a-1:  can communicate with other shareholder in public forums, advertisements, etc, saying how shareholder intends to vote and reasons, without filing proxy (599)

2. form of proxy. (601)

a. 14a-4: can’t vote for someone not a nominee as director unless bona fide nominee can’t or won’t serve for good cause

b. 14a-10: must be for specific meeting, and undated/postdated proxies prohibited

3. proxy statements:  14a-3:  proxy solicitation must be accompanied by proxy statement containing information set forth in schedule 14A (referring to S-X-nonfinancial data and S-K-financial data). I.e. infor re:  independent public accountant.

4. annual reports: 14a-3: solicitation by management relating to annual meeting where directors will be elected must be accompanied by an annual report.  Not all state incorporation statutes require this information, but the SEC does require it.  But see MBCA §§ 16.20-16.22

5. management’s discussion of financial condition and results of operations (“MD&A”)  (605)

a. financial condition, changes, results of operations

b. historical rule:  no future predictions

c. future predictions now allowed.  Safe harbor: won’t be deemed false or misleading unless made or reaffirmed without a reasonable basis or disclosed other than in good faith.  Private Securities Litigation Act of 1995.  (606)

1) don’t have to use a safe harbor

2) if think one is using a safe harbor, make sure you are  (n41)

3) point of the safe harbor is so the rule won’t overdeter, preventing people from communicating at all

d. where trend, demand, commitment, event or uncertainty is known, 

(1) no disclosure required if management determines not likely to occur

(2) if can’t determine this, must evaluate the objective of the consequences on the assumption that it will come true.  Must then disclose unless determine no material affect likely.  Caterpillar
e. one should disclose the reasons for an extraordinary year and the fact that it is not likely to be repeated.  Here, management could not determine that lower earnings from Brazil were not likely.  Caterpillar  (Brazilian exchange rate leads to inflated profits, 607-13, n42)

6. rule 19c-4  (596)

a. enacted “one share/one vote” principle, prohibiting weighted or unequal voting classifications for common shares

b. abrogated as exceeding authority of the SEC under § 14 to promote full disclosure

E. false or misleading statements in connection with proxy solicitations  

a. 14A: solicitation of proxies.  14a-9: false of misleading statements  (615)

(a) can’t make solicitation containing any statement which, at the time and in the light of the circumstances is:


false or misleading wrt any material fact; or


omits to state any MATERIAL fact 

necessary in order to make the statements not false or misleading

        or necessary to correct earlier communications wrt solicitation of proxy for same meeting/subject matter which has become false or misleading


(b) filing with commission doesn’t mean it’s accurate

b. the following may be misleading  (616 note, n42)

a. predicting specific future market values

b. insulting someone without factual foundation

c. failure to distinguish proxy statements from other people’s proxies

d. claims made prior to a meeting regarding the results of a solicitation:  “We’re 100% certain will be able to defeat …”  

c. material fact defined in three ways  T.S.C. v. Northway  (628-31)

1) omitted fact is material if there is a substantial likelihood that reasonable shareholder WOULD consider it important in DECIDING how to vote  (don’t have to prove the vote would have been changed)

2) substantial likelihood that under circumstances, omitted fact would have assumed actual significance in the DELIBERATIONS of the reasonable investor 

3) sub. likelihood that the omitted fact would have been viewed by reasonable investor as altering the “total mix” of information made available  (630)

4) easy standard rejected: any fact reasonable shareholder might consider important

5) harder standard rejected: would have caused shareholder to change vote

d. opinions and beliefs   

1) when a board gives a statement of reasons, as an opinion, as to why a particular action is appropriate, it might be a material fact if the shareholders are likely to rely on it

2) for it to be material, the opinion must be knowingly false or misleadingly incomplete Virginia Bankshares (“merger should be approved because it gives a fair price ($42)” -  632-46)

3) there must be some way of objectively proving that the opinion is inaccurate: “Proof of mere disbelief or belief undisclosed should not suffice for liability under §14a” 

4) objective evidence must show that the statement “also expressly or impliedly asserted something false or misleading.”  Here, objective evidence existed that the real value of the shares was $60.

5) rationale:  without this rule, could have end run around all of 14a9 by saying something’s just an opinion, just allowing others to benefit from the merger.

6) neutralization: publishing accurate facts in a proxy statement could neutralize a misleading statement, but the point is not to test the shareholder’s ability to read fine print.  Here, no neutralization. 

e. Utset’s charts on opinion or belief

1) not subject to the rule if no factual basis deployed as support (“I believe in X because I dreamed it last night”) 

2) statements of opinions and beliefs can be statements with respect to material facts, thus subject to the rule, when

a) statement that the directors act for the REASONS given or hold the BELIEFS stated

b) statements about the subject matter of the reasons or beliefs expressed

c) in many cases in corporate context, can verify these through UNDERLYING FACTS as referenced in corporate records, board meetings, etc.  

f. standing for a 14a9 action

1) minority shareholders whose votes were not necessary cannot recover no matter how material or intentional the deception Virginia Bankshares
2) “essential step” test: give standing as long as the proxy solicitation was an “essential step” in the approval of the merger, as here, where the Board decided that minority shareholder approval should be sought.  Virginia Bankshares dissent

3) this might be different if state rights had been lost

VIII. Transactions in shares: rule 10B-5, insider trading and securities fraud (chapter 12)  (begin p. 810)

A. rule 10B-5

1. securities exchange act of 1934 (charts 18): § 10: unlawful for any person, directly or indirectly, using interstate commerce or the mails, or any facility of a national securities exchange, (b) to use, in connection with sale of ANY security, to employ: any manipulative device, any deceptive device, any contrivance, in contravention of an SEC rule

2. rule 10B5 (charts 19): in connection with purchase or sale of any security, unlawful for any person (directly or indirectly) to (a) employ any device, scheme, or artifice to DEFRAUD, (b) to make any untrue statement of material fact or omit material fact … or (c) to engage in any act, practice or course of business which would operate as FRAUD or DECEIT on any person

B. informational asymmetry

1. arbitrage profit: profit made without any risk because of inside information

2. when selling house, there’s rules that require disclosure because of informational asymmetry

3. this chapter is about required disclosure when selling/buying securities

C. initial developments

1. there is a private cause of action under 10B5  Kardon (814)

2. there was much growth and allowance of claims under 10B5.  

3. beginning in 1975, the court began to limit 10b5 actions with Ernst
D. 5 elements of a 10B5 action
1. fraud or deceit
a. scienter
1) a mental state embracing intent to deceive, manipulate or defraud.  Plain negligence is not actionable, although gross negligence might be Ernst & Ernst (auditors’ failure to notice that partner opened own mail was not actionable because it was negligent and not intentional, 824-26)

2) scienter is required even in SEC cases seeking injunctive relief

b. materiality  TSC v. Northway & Basic v. Levinson
1) omitted fact is material if substantial likelihood reasonable shareholder would consider it important in deciding how to vote  TSC (and other 2 defs - see 14a9 section)
2) materiality with respect to unknown contingencies:  Basic
a) probability/magnitude approach adopted: materiality depends at any given time upon a balancing of both the probability that a given event might occur and the anticipated magnitude of the event in light of the company activity

b) so, if asked about merger negotiations, should say no comment

c) rejected approach: agreement in principle test

c. reliance & causation  Basic v. Levinson  (“no, no merger discussions,” not insider trading but still liability)

1) reliance is presumed under the ecmh, and can be rebutted

2) ecmh: efficient capital market thoery  (back of syllabus 3): no one person will be able to systematically make an arbitrage profit.  

3) ecmh paradox: if all believe that market is efficient and doesn’t seek out secret info, 1 person will remain who can make arbitrage profit, so market will no longer be efficient

4) fraud on the market theory:  assumes that the price of stock on an efficient market reflects all available material information almost instantaneously

5) a fair price must reflect: 1) inside info 2) historical info and 3)  new info.

6) thus misleading statements defraud everyone, even if they don’t know about them, by affecting the price

7) rebutting the presumption (915)

a) rebut proof of elements giving rise to the presumption

b) show misrepresentation did not in fact lead to distortion of the price

c) show individual P traded or would have traded despite his knowing the statement was false

d. damages (usually assumed)

e. SEC need not show reliance, causation or damages when it brings action

2. by any person
3. in connection 

4. with the purchase or sale.  “Birnbaum Rule”: Ps must have bought or sold.  No Ps who decided not to buy based on misstatements, because this could lead to a rash of litigation and problems of proof.  Blue Chip  (818)

5. of ANY security
6. statute of limitations:  within one year after discovery of facts constituting the cause of action and within three years after such cause of action accrued  Lampf (831)

7. aiding and abetting: no claims against aiding and abetting under 10b5.  But a person relied on may be liable as a primary violator.  (832)

8. right of contribution: among Ds, does not exist under 10b5 (832)

9. jurisdiction: any publicly traded security: by the use of any means or instrumentality of interstate commerce or of the mails, or of any facility of any national securities exchange.  Not private, face to face transactions.

E. breach of fiduciary duty of majority to minority shareholders (in short form cash out merger), is not actionable under 10b5 if there was disclosure.  Unfairness doesn’t matter if there was disclosure.  Need to state cause of action under breach of fiduciary duty, a state law claim.  Santa Fe (827, n46)

F. insider trading

1. definition: buying or selling stock in a public company based on material nonpublic information about the company.  i.e buying on good news, selling on bad news.  the focus is omission to give the information when buying or selling.  (releasing a false statement is different - violates 10B5, but isn’t insider trading)

2. pros and cons

a. potential harms

1) can affect he price, inducing some to trade when they wouldn’t have

2) interferes with prompt disclosure, leading to an inefficiency since the market doesn’t reflect the true value of the stock

3) need equal access to all information

4) managers won’t run company as efficiently

5) investors will boycott market if believe insiders have advantage 

6) might be beneficial to not disclose immediately - oil co example

b. potential benefits

a. could indirectly cause market to better reflect inside information, as way of getting information out more efficiently, since the market will notice what they’re doing  Carlton & Fischel (834); but, this really isn’t right (n46)

b. additional compensation for entrepreneurs, giving them incentive to take risks ( but then they won’t care if co does well or not

3. disclose or abstain rule:  (now abrogated)

a. any person who learns information through the existence of a relationship giving access, directly or indirectly, to information intended to be available only for a corporate purpose, must await disclosure of the information before trading in the stock, even without affirmative misstatements.  Duty arises from that access and the inherent unfairness involved.  Cady, Roberts (SEC case, 833)

b. access rule: anyone with material inside information must either disclose it or abstain from trading until the information has been disclosed  SEC v. Texas Gulf Sulphur (metal in Canada, 837, n46)

a. the point of 10B5 is to prevent inequitable and unfair practices and to insure fairness in securities transactions generally.  this is predicated either on fiduciary duty or special facts doctrine. Need to uphold the assumption that all investors trading have equal information.  (840)

b. this was the law until Chiarelli
c. must wait until information is generally known; not immediately after release, or after release in obscure publication (843)

4. now, stock option programs are set up and well regulated within company, to take the buying away from the employees  (848-49)

5. classical insider trading rule

a. no violation of access rule without a duty

b. duty exists only for (temporary) insiders, tippees, and misappropriaters

c. need fiduciary duty or other relationship of trust and confidence

d. this exists for insiders and shareholders; else, must show it exists

e. No duty existed between printer working for acquirer and the targeted corporation’s shareholders.  Chiarelli (850-57)

f. would be problem if Chiarelli had traded acquirer’s shares, since he worked for them

6. tippees Dirks v. SEC (received tip company is defrauding and told his investors to trade, 873)

a. tippees assume fiduciary duty to shareholder of corporation not to trade on material nonpublic information only when the inside tipper has breached a fiduciary duty to shareholders by disclosing to tippee and the tippee knows / should have known

b. insider has only breached if he will personally benefit (in)directly from the disclosure

c. why? a purpose of securities law is to eliminate use of inside information for personal advantage

d. many courts will stretch to find whatever benefit they can

e. bartender who trades on information from drunk executive not liable as tippee if exec didn’t intend to provide himself a benefit

f. no problem if tippee acquires info by chance or his own diligence

g. those who should ask about the source are also liable Musella (police officers as 2d degree tippees, 881)

7. temporary insiders (Dirks n.14, 875)

a. outside professionals entrusted with confidential information are treated as insiders 

b. i.e. underwriters, lawyers, consultants, accountants

c. they become fiduciaries of the shareholders

d. liable if they trade on own; liable as tippees if rest of Dirks standard for tippee is met

8. misappropriation

a. initial case

1) misappropriation by noninsiders not discussed due to plurality Carpenter (heard on street column, 857)

2) mail and wire fraud violation found

a) 18 USC 1341

b) prison sentences quite common under this statute

b. O’Hagen (lawyer O’Hagen worked for Dorsey & Whitney, who represented Grand Met in their takeover of Pillsbury.  O’Hagen began purchasing call options of Pillsbury stock, 861)

1) misappropriation theory: a person commits fraud in connection with a securities transaction when he misappropriates confidential information in breach of a duty owed to the source of the information

2) this defrauds the principal of the use of that information

3) breaks up the 10b5 elements to different people

a) duty owed to source of information (acquirer)

b) purchasing / sale is with shareholders of target company

4) technically misappropriation is within 10b5, but it’s controversial because of the way the elements are split up

5) the fraud is against the source, not the target shareholders

6) if O’Hagen worked for Pillsbury and got info from Dorsey & Whitney, he’d be liable Dirks, so court doesn’t want him not liable here

7) full disclosure to the source, not the target shareholders, eliminates misappropriation liability.   This eliminates the deception - no longer stealing the information from the source.  Disclosing to target shareholders would not eliminate the stealing.  (bottom 865, footnote 48)

8) SEC could still bring action if disclosure to target shareholders, since SEC need show no damages

9) presumably tippees of misappropriators will be liable

c. misappropriation theory won’t apply to theft of cash, or embezzlement, followed by purchase/sale of securities ( because the fraud has already happened before the purchase and the money could be used to do other things beside purchase(866)

d. must have the fiduciary duty for misappropriation  Chestman  (family members all tell each other about takeover, 881, n50)

a. fiduciary duty can’t be created by unilaterally entrusting person with confidential information

b. marriage alone does not create a fiduciary relationship

c. one disclosure cannot establish fiduciary duty

d. for tippee: duty is not directly inherited from the insider.  Insider must have done something wrong and tippee knew/should (n50)

e. no duty to source of information so no misappropriation

f. repeated disclosure of business secrets between family members could lead to functional equivalence of fiduciary relationship Reed discussed in Chestman (883)

g. need duty at every link of the chain

9. rule 14e3 (under section 14) (868 & 860)

a. duty of disclosure on any person who trades in securities which will be sought or are being sought in a tender offer while that person is in possession of material information which he knows or has reason to know is nonpublic

b. SEC did not overstep its authority in adopting rule 14e3.  It was adopted after Chiarella to capture that not captured by 10b5, so it must be broader.  O’hagen (868)

c. would apply to Chiarella today.

IX. The Takeover movement

A. explanations for why people would want to launch takeovers, paying large sums for shares (1000)
1. disciplinary hypothesis: idea that better management will result in a higher return

2. synergy hypothesis: idea that two companies will be better combined, realizing savings from the integration.  (parts plants)

3. empire building hypothesis:  firms like to maximize their size, not profits.  This is waning since people can’t find financing anymore.

4. exploitation hypothesis:  wealth transfers are at expense of either the shareholders or labor

5. free cash flow: directors would rather invest money in capital projects than dividends.  An agency cost arises from this conflict between shareholders and managers.  This cost is eliminated if company is taken over.

B. defensive tactics

1. entrenchment issue: managers don’t want takeover because they’ll lose jobs.  Breaches duty of loyalty

2. other reasons to defeat offer (1028)

(1) offered price too low, doesn’t reflect true value of corp’s business

(2) offeror’s reputation for sound fiscal management not good

(3) aggressor is assuming debt obligations which it probably cannot meet without using target’s assets, thereby injuring remaining common shareholders or senior security or debt holders

(4) it is simply in best long run interests of shareholders for corporation to remain independent  (“just say no defense”)

(5) management has already embarked on long range plans to improve profits and stock price

(6) proposed transaction would result in violation of antitrust laws

(7) offer is partial one and is structured in way that makes it unfair to shareholders by coercing them to tender

3. Utset: some of these reasons only valid if some shareholders will remain

4. initial, wrongly decided case: using BJR, defensive acquisitions of other stores to establish antitrust issue not upheld  Panter v. Marshall Field (1028)

5. no auction  Unocal (front end loaded, 2 tier takeover)

a. defensive tactic: if acquirer gets 1st 50%, target would let remaining shareholder trade their shares for debt securities senior to the junk bond financing.  Then acquirer wouldn’t be able to buy the rest out without a bridge loan, which no one would give them.

b. BJR: whether defensive tactic is reasonably related to the threats posed

c. can look at other constituencies

d. this defense discriminated against the acquirer, after they had become shareholders

e. ( All Holder Rule eliminated this defensive tactic  (1032), but the implementation of BJR in Unocal is still used

6. auction

a. arises when company is “in play”

b. role of management changes, now can only try to maximize the value to the shareholders

7. poison pills

a. BJR rule applies before takeover attempts

b. changes after that (stricter)

c. flip out / flip in, etc - don’t worry about this.
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