
Introduction & Agency

I.
Principals & Agents

A.
Agency – imposes duties and rules on agent and principal.

B.
Requirements to hold Principal liable:

1.
Master-servant relatinship – master liable for actions of servent
Independent contractor – can also work

2.
Agent must act within scope of employment.

C.
Rest. §1: Agency
Rest §220: Servent

D.
Rest.2d (Agency) § 228

1.
Within scope of employment if:

a.
work of kind employed to perform

b.
occurs substantially within authorized time and space limits

c.
intent to benefit – activated by a purpose to serve the master

E.
Humble Oil – liable because residual control, exclusive contract, weekly reports
Sun Oil – not liable because no residual control, not exclusive, advice not orders

II.
Why impose Tort Liability on Corporation?

A.
Reduce number of accidents because corporation can control actor’s behavior.

B.
Reduce accidents by screening actors before hiring them.

C.
Strict liability – activity level effect

III.
Authority of Agent to Act for Corporation

A.
Authority Doctrines:

1.
Actual Authority – principal gives express authority to do something

a.
express

b.
implied – principal gave agent some express authority, others are attached or necessary to that express authority

2.
Apparent Authority – principal communicates to third party that agent has authority (express or implied); agent must be an agent/employee, otherwise may bring negligence claim

3.
Inherent Authority – power of the position, commonly recognized powers that go with a given position (§§ 161, 194, 195)

IV.
Fiduciary Duties
A.
Apply to principal-agent interaction

B.
Duty of Loyalty – agent should not cheat principal

C.
Duty of Care – agent should take care (not be negligent) when conducting principal’s business

D.
Three types of fiduciary duty:

1.
Principal-agent

2.
Trustee-beneficiary

3.
Joint venturers

E.
Rest §§ 387-390

1.
No secret profits by agent

2.
Agent cannot exploit confidential information of principal

3.
Full disclosure & Fair dealing

F.
Joint Ventures – Meinhard v. Salmon
1.
Look to see what parties would have done with new opportunity if presented with it at the time of the original joint venture.

2.
The greater the control of one party, the greater their fiduciary duties.

3.
Joint venturer must tell other party of new business opportunity; if not, breaching party must share profits from new opportunity with other party

G.
Fiduciary Rules in Joint Venture:

1.
Rule that parties would want if they had thought about the issue before entering the relationship

2.
Maximize the size of the pie; e.g. reduce agency costs

3.
What effect does this rule have on parties’ contracting costs?

V.
Agency Costs
A.
Come in because principal cannot monitor everything

1.
Cost of principal in monitoring agent

2.
Agent’s cost-bonding their performance – company performance relates to bonus; but your effort is not only factor in determining company performance

3.
Still cases where agents do things principals don’t want – residual costs 

Partnership

I.
Partnership Generally

A.
Control – democracy; majority wins unless partnership agreement says otherwise

B.
Agency – every partner is an agent of the partnership

C.
Liability – everyone s personally and unlimited liable

D.
Factors to determine of partnership exists:

1.
intent of partners

2.
right to share profits

3.
risk sharing

4.
ownership & control of property & business

5.
community power in administration

6.
language of agreement

7.
conduct to third parties

8.
rights of parties in dissolution

E.
Look to Uniform Partnership Act §§ 6, 7 for partnership formation

II.
Partnership Liability to Creditors

A.
Exiting partner is liable for debts incurred when he was a partner.

1.
§ 36(2) – remaining prtnrs & creditors can agree to release exiting prtnr from liability (express agmt)

2.
§ 36(3) – creditor can agree to “mat’l alteration of debt agmnt” to remove exiting prtnr from liability

III.
Dissolution

A.
Dissolution – any change of partnership relationship – existing partner

B.
Winding Up – settlement of partnership affairs – one possible consequence of dissolution

C.
Termination – partnership business ceases

D.
Partnership for Term – UPA § 31(2)

E.
Partnership at Will – UPA §§ 37, 38

F.
Refer to partnership agreement in all cases

G.
Upon dissolution, partners have a fiduciary duty not to exploit their partners

IV.
Limited Liability Partnership

A.
Normally partnership for a term.

B.
Partners only liable for personal assets; general partner bears full cost of harm (gets more control&profit)

Corporate Form

I.
Attributes of Corporations

A.
Limited Liability

B.
Centralized management

C.
Freely transferable shares – varying ease of transferability

D.
legal personality / continuity

II.
Corporate Valuation Issues – (see handout)
A.
Time value of money - $1 today worth more than $1 tomorrow

B.
Future value = value of money at a future time

C.
Present value = value of money in today’s $

D.
Discount rate – rate used to calculate present values and cash flows

E.
Net Present Value = present value of incoming cash flows less present value of outgoing cash flows less initial investment
– positive NPV => take project
– negative NPV => do NOT take project

F.
Risk Premium – something to make people accept risk of loss when they are risk adverse.

III.
Creditor Protection After Insolvency

A.
Fraudulent Conveyance – move assets outside corp so not applied to liabilities

1.
Reasonable equivalent value – when asset moved outside corp for far less than market value

2.
Unreasonably small capital

B.
Leveraged Buyout – designed to permit group of corporate insiders to borrow, using corporation’s assets as collateral, a sum large enough to repurchase all of corporations publicly held stock at a large premium.

C.
Equitable Subordination – permits bankruptcy courts to set aside claims of shareholders or other insiders against the bankrupt corporation until the claims of outside creditors are satisfied.

D.
Veil Piercing – way of turning corporation back into a partnership so it has full liability

1.
Shareholders must dominate corporation – not treating corporation as separate entity – no respect for corporate formalities.

2.
Integrity – if you don’t pierce the veil, something inequitable will occur

3.
Not likely against publicly traded corporation; against passive shareholders; against minority shareholders; where formalities are observed.

4.
In Tort Case:

a.
Unity of interest (comingling of funds)

b.
Promotion of injustice (meeting minimum insurance requirements?)

c.
Incentives created by rule (under invest in safety)

E.
Successor Liability – 

IV.
Corporate Liability

A.
Unity of Interest & injustice / fraud

B.
Having minimum liability is not fraud

V.
Structure of Corporate Power

A.
Shareholders elect board; board hires top management who hire employees.

B.
Board often 1/3 top management & 2/3 suggested by top management.

C.
Board of Directors: declare dividends; remove officers; fundamental changes; dissolve, etc…

D.
Straight vs. Cumulative Voting
VI.
Opportunism in Close Corporations

A.
Examples of Opportunism:

1.
Lock-in & freeze/squeeze-out arising from centralized management (majority rules)

2.
No outside markets for minority shares (no easy exit)

B.
Responses

1.
Impose fiduciary duty on majority; facilitate voice in corporation for minority

2.
Dissolve corporation; facilitates exit

C.
Facilitate Exit
1.
Judicial dissolution for oppressive conduct.

2.
Opportunism – refuse dividends; run up huge bills and not pay; fire/demote minority shareholders

3.
Remedy – dissolution of custodianship (can’t create new ones due to statute)

D.
Facilitate Voice – Fiduciary Duty

1.
Judicial definition of close corporation, then use UGFAL (each shareholder owes the other a duty of utmost good faith and loyalty).

2.
Donahue allows majority to say when and at what price repurchase or dividends occur, it just has to give equal opportunity to minority; Delaware does not adopt this rule.
3.
QUGFAL – allow use of power for “legitimate business interest” if use of power position least harmful way to do it.

E.
Corporate Law Responses to Majority Problems
	Close Corporation
Majority/minority
– facilitate exit

– facilitate voice

Manager/Shareholder is a lesser problem
	Public Corporation
Manager/Shareholder
- fiduciary duty

- voting

- mergers/takeovers

Majority/Minority
	Agency Equivalents
<=

<=

<=


Fiduciary Duties and Shareholder Litigation

I.
Business Judgment Rule
A.
If there is a decision the board takes that the shareholder is challenging then shareholder must prove BJR does not apply.

B.
If there is no decision, there is no BJR, and just go to Duty of Care / Duty of Loyalty.

C.
Courts do not want to second guess actions of officers; courts will step in where BJR does not apply; at this point, still have to prove some breach of fiduciary duty.

D.
BJR applies if BOTH:
1.
Disinterested – cannot have self-dealing of director or officer

2.
Informed – decision must be based on some amount of information (gross negligence)

(3)
Rational decision – director or officer must have rationally believed that his business judgment was in the corporation’s best interest.

II.
The Duty of Care

A.
If ratified and there was full disclosure, claim appears dead.

B.
If not, directors must prove Entire Fairness = fair price & fair process

1.
Fair Price – within the fair price range

2.
Fair Process – must ask the right questions of the right people, and not rig auctions

C.
Some courts suggest that if the board is uninformed, there can be no entire fairness; others do not.

III.
The Duty of Loyalty
A.
Self-Dealing
	Self-Dealing Acts Done
1.
No disclosure (Hayes)

2.
Disclosure (Wheelabrator)

3.
Disclosure + approval by disinterested board or shareholders of controlling shareholders transaction (Wheelabrator)

4.
Disclosure + approval . . . of director transaction (Wheelabrator)
	Standard of Review
1.
D prove transaction entirely fair, but often no disclosure per se unfair

2.
D prove entirely fair

3.
P prove transaction not entirely fair

4.
P must overcome BJR


B.
Corporate Opportunities
1.
Factors to Consider:

a.
Does corporation have $ for transaction

b.
Opportunity within corporation’s line of business

c.
Corporation has interest/expectancy in the opportunity

d.
Conflict of interest for corporate fiduciary

2.
Majority shareholder owes duty to minority shareholder (phrased as duty to corporation).

3.
Ratification – can get around disloyal competition through approval by disinterested directors, or by being ratified by the shareholders.  Key Player must first make a full disclosure about the conflict of interest.

C.
Executive Compensation
1.
Compensation Committed

a.
Does not include person whose salary is determined.

b.
Trying to create a disinterested decision => gets BJR

c.
“golden parachute” valid if done through compensation committee

V.
Shareholder Litigation (see handout)

A.
Class Actions – group of shareholders, harm to shareholders (no demand requirement)

B.
Derivative Suits – on behalf of corporation; harm done to corporation not shareholders; trying to force course of action (must make demand)

C.
Standing Requirements (derivative suits):

1.
Must be shareholder at the time the acts complained of occurred.

2.
Must still be a shareholder at the time of the suit.

3.
Must make a demand on the board, requesting that the board attempt to obtain redress for the corporation.  Demand must be written asking the board to bring suit or take corrective action.

D.
Excusing Demand – In Delaware, demand will not be excused unless plaintiff makes showing of reasonable doubt whether the board either (1) was disinterested and independent or (2) was entitled to BJR (not reasonable).

E.
If demand is excused and corporation sets up Special Litigation Committee which then rejects the suit, two step test:

1.
SLC act independently, in good faith, and with reasonable investigation (corporation must show this); AND

2.
In court’s judgment suit should be dismissed.

The Voting System

Voting System

SH/H vote on 3 kinds of things:

1.  Election of directors @ annual mtg or special mtg.

2.  Fundamental changes. i.e. mergers, sale of substantially all assets etc. . . .

3.  SH/H resolutions

In publicly traded corps:

1.  Extremes - controlling SH/H or widely dispersed SH/Hs

2.  Moderately concentrated SH/H which allows for limited opportunity to vote.

3.  Ballot voting v. Proxy

4.  Voting regulations. Fed. v. State

Notices must be sent to all SH/H eligible to vote of any upcoming mtg.

Sometimes a quorum is required for the passage of a measure.  This depends on laws of state of incorporation and the bylaws of the company.

In Del. no quorum is required for the election of directors, BUT all other decisions have a quorum requirement.

SH/H access to lists of SH/H and corporate records are subject to proper purpose test bcz SH/H generally should not be involved in 2d guessing every decision of the corporation.

Voting System

1.
Collective Action Problem and Proxies vs. Ballots

· Law is both State & Federal

2.
Process of Proxy Battle

- Shareholder lists




- Quorum requirements

- Meetings setup




- State law requirements

- Notice requirements



- Federal requirements – a la proxy rules

3.
State law rules on Shareholder list

- § 220


- Pillsbury – proper (i.e. economic) purpose

4.
Reimbursement of Proxy Expenses – Rosenfeld
a.
Frossel (majority)


· management expenses (reimbursed through corp) = yes if read and good faith defense of corporate policy, not people

· challenge expense = yes if shareholders ratify; usually happens if challenge wins

b.
Van Voorphries (minority)

- no to both – except reasonable notice expenses

1.  Proxy Expenses - Reimbursement Rosenfeld
Society’s goal is to get challenger to bring proxy contest when expected gain is greater than expected cost of the proxy contest.  Reimbursement rules can and do affect this.

A.  Frossel Rule - Management Always receives reimbursement, challenger only if wins the contest.  Some challengers may not start a proxy contest because they may loose and have to bear their own costs.  Some of these may be challengers that society wants to start a proxy contest.

B.  Alt. Rule - Management and challenger always are reimbursed - induces all challengers to start proxy contests - even ones society does not want.

Picking between the rules depends on which “error” is more important to control.

Vote Buying

1.
One Share – One Vote [State voting law] – similar to Speiser
A.
Ban on vote buying – Schreiber – voidable

· need to inquire into fraud and whether sh/h discussion of proposed vote buying; (also is it in corporations interest)

B.
Traditional vote buying concerns – Easterbrook & Fischel article

C.
Dual Class Recapitalization Saga – highlights collective action problems

D.
Market vs. Political Model of Corporate Governance

· market model – takeover

· political model – less drastic; targeted

2.
Proxy Rules – Feds – SEC
A.
Disclosure (Reg 14A, 14A-8); substitute regulation of communication and solicitation; antifraud rules; shareholder proposals

B.
Old proxy rules perceived to make sh/h communication  & organization difficult by requiring disclosure and filing with SEC

C.
1992 Amendments made sh/h communication easier – see Tarpers example

D.
Antifraud – Virginia Bankshares – R14a-9 – private action

(1)
Did board knowingly misstate underlying facts?

(2)
Causation – P.R.? - others

Proxy Rules – Federal Rules

1.
14a-9 (antifraud provisions) – Causation in Virginia Bankshares and important difference between federal private action and state derivative suit; (state derivative suit harder to bring – bars)

2.
14a-8 (when can company exclude shareholder proposals from proxy statements) 

· exclusions – most targeted to (1) maintain centralized management (2) avoid illegality and (3) avoid waste (duplication, etc…)

· see Carpenter Pension Funds and Waste Management

· recall, to exclude corp must seek no-action letter from SEC

· Teamsters case – by laws

1.
14a-8 – Corporate Social Responsibility – Cracker Barrel – SEC is back to case by case determination of whether to exclude corporate responsibility proposals

2.
Political vs. Market models of corporate governance

The Acquisitions Market

Mergers & Acquisitions

1.
Friendly vs. hostile – has to do with boards of both companies approval

2.
Merger – A acquires T by buying T’s shares with cash, stock of A, or stock or other corp.

- requires boards to approve, sh/h vote of both except if less than 20% of A’s shares used to purchase T’s shares

3.
Sale of Assets – A acquires T’s assets with cash or stock

- requires boards approval, sh/h of T vote, transfer of title to all assets

4.
Compulsory Share Exchange – A acquires T’s shares but wants T to be 100% owned subsidiary at the end


- requires boards approval and sh/h of T vote, maybe A’s sh/h too [like if T has some future liability to shield A from]


- Not in DE – there have triangular merger statute

1.
2-Step Mergers – like Timberjack
a.
Make tender offer for a controlling block; once have control then merger and either “freezeout” or “cashout” minority sh/h

freezeout – no choice for minority

cashout – give cash for shares with no minority input

b.
This raises issues of minority protection from majority sh/h and board

2.
Shareholder Protection
a.
Voting – spotty & often of little value (especially if minority)

b.
Appraisal Rights – right to have court determine “fair” price – may problems

(1)
Must dissent – bring suit, takes lots of time; so controlling sh/h has incentive to lowball

(2)
Not Always Available – sale of assets – Hariton; share market exception

(3)
Valuation – value of shares without gains from transaction you dissent from – In re Vision; value at time of merger, not at time of tender offer – Cede
(4)
Exclusivity of Appraisal – 

Appraisal Rights / Fiduciary Class Action – Exclusivity

	Weinberger
(1) Appraisal rights is normal remedy, but FCA available if plaintiff allege particularized facts of defendant’s fraud, misrepresentation, overreaching
– if P does this, D must prove Entire Fairness for FCA

(2) Merger approval by majority of minority or independent committee then P prove entire fairness – P can show minority/minority or independent committee not disclosure or not independent/informed, if P shows this D proves Entire Fairness
	Reuben
Add “bad faith/sharp dealing”
	Kahn
(1) App. Rights or FCA available; if FCA D prove Entire Fairness
– P not need to allege fraud, etc… to get class action
– can go for either/both



(2) If merger has majority of minority or ind. Committee, P prove Entire Fairness
– unless P show not disclosure/ independent (power to say ‘no’)/ informed


Weinberger on Disclosure:

D need to disclose how got $24 per share because D got info by using info of directors of Target

Weinberger on Valuation:

DE block method (earnings & assets) – outdated – use Discounted Cash Flow and everything; also includes non-speculative future value

· trying to make appraisal rights same value as FCA

· take at time of judgment

No appraisal rights when minority paid in stock (statutory); still have FCA (common law)

This all leads to a reduction of 2-step mergers because worried about FCA for sh/h who do not take tender offer.

1. Weinberger on Appraisal Rights – Valuation

- include future (non-speculative) value

- so $ remedy for appraisal & FCA similar, but availability and enforcement of appraisal rights more limited than FCA

2. Sales of Control

a. Why control premia

b. Normal Rule – controller keeps premium – not shares (Zeitlin)

c. Exceptions

(1) Corporate Opportunities – Perlman
(2) Sale of Office – separate from control (10-20%)

(3) Looting – Harris v. Carter
d. Effects of equal sharing – deter looters and some good new controllers

e. Effects of market rule – all ‘good’ go ahead, plus some looters

f. Deleware – market rule with exceptions when looting looks likely

1.
Looting 
- the reasonable suspicion leading to reasonable investigation – Harris v. Carter




- CFO questions the deal

2.
Tender Offer – Williams Act
(a) Concerned with Saturday Night Specials

(b) Responses 
- early warning - § 13(d)

- disclosure of terms - § 14

- antifraud - § 14e

- terms mandated partly - §§ 14(d)(4)-(7)

=> must actually be a tender offer

(c)
What is a tender offer – not defined in Act

Brascan – using Wellman 8 factor test though not happy with it (don’t like test)

(1) active solicitation of public shares

(2) solicitation for large % of stock

(3) premium over market price

(4) terms firm

(5) contingent on tender offer of fixed # of shares

(6) limited time

(7) pressure on shareholders

(8) public announcement of purchase program

(d)
Why worry about minority? – if too easy to low ball, people less likely to become minority; less money invested in companies leads to lesser economic growth in theory.

1. Variations on Tender Offers

Open Market Purchase (OMP), privilege negotiated deals, market sweeps (Hanson), self-tender (CCH)

2.
Auction Debate - Theory

- Auction may reduce 1st bidder’s incentive to search as 1st bidder may not get corporation and would have wasted resources in searching for target.

- 1st bidder can get ‘toe-hold’ to get finder’s fees, costs of search not uniquely borne by first bidder, there may already be too much bidder search (e.g. merge for monopoly gains)

3.
State Anti-takeover Legislation

(a) Control Share Acquisition – harder to amass control

(b) Fair Price – supermajority vote or Fair Price – deters second step of 2-step merger if price is ‘low’ or ‘not fair’

(c) Moratorium – try to discourage junk bond financed ‘Bust-Ups’
Bidder doesn’t have enough $$ so borrow $$ by using Junk Bonds; Junk Bonds often high interest rate or quick repay – therefore, buy with bonds, sell off corp parts to pay off bonds

(d) Fair Value – similar to fair price

(e) Constituency – Board considers non-shareholder interests as well

1.
Unocal – Defensive Measures

(a)
Overview – M tries 2-step ‘coercive’ tender offer for U; U’s Dir. think price is low and defend with discriminatory counter tender offer (M can’t participate)

If M’s TO succeeds, M’s choices are:

(i) Get 37% - control U, but U worth a lot less (i.e. M pays too much for U)

(ii) Not get 37% - not get control and TO wasted

(b)
Law – defensive measures subject to enhanced scrutiny – between BJR & Entire Fairness

Directors show: (1) reasonably perceived threat (yes, lowball is ‘coercive’); (2) response is proportional to threat (yes, if let M in, then M incentive to try TO)

(c) SEC – now bans discriminatory self tender

(d) Gilson & Kraakman – where is ‘coercion’ and how could court know, better than market, if managers claim of low price is right

2. Other Defenses

(a) Greenmail

(b) LBOs

(c) Recapitalization

(d) Poison Pills – Moran ok’s it

- Flip over

- Flip in


=> both rights can be redeemed by board, sometimes shareholders

1.
Revlon Duties

(a) Once decide to sell corp. need to get highest price – via auction

(b) You can give one party an advantage, but must get something substantial in return

(c) The ‘thing’ you receive in return must go to benefit shareholders

2.
Glosses on Revlon & Unocal
(a) Revlon – see Mills – advantage must be reasonable and proportional in relation to benefit conferred; shift of control triggers Revlon; from current to new corporation

(b) Unocal – if choose not to redeem poison pill because corp better off in current management control, current management must show credible evidence of this

3.
Paramount v. Time – is Revlon implicated?

(a)
Revlon applies if:
(1)
Corp starts active bidding process –OR-

(2)
Corp in response to hostile offer, drops long-term strategy and sells to someone who will break up the corporation
– if keep long-term strategy, no Revlon
=> long-term strategy seems to include maintaining corporate culture

1.  
Reliance on M&A

2.  
Paramount v. QVC:  When is revlon triggered?


i)  If dispersed Corp sells to controller?  Even if sale part of LT strategy=triggered

3.
Unitrin:  Analysis of Def. Measures


i) Reasonable Grounds to believe threat to Corp policy?



a)  oppt loss; structural coercion; substantive coercion (corp better w/ current mgmt)


ii)  Response MUST be proportional



a)  Not Draconian (Not preclusive OR coercive)



b)  Must be in range of reasonable & (if Sub. Coersion?) Credible evidence 

4.
Hostile Takeover= a check on BAD Mgmt

The Securities Market and Insider Trading

1.
Elements of 10b & 10b-5 – Ebb & Flow

3. Insider Trading under 10b-5

(a)
General Problem - 

(b)
So when is failure to disclose deception or fraud?

(1) TGS – if you have access to information (that is material) that other market players can’t get by their own diligence you owe a duty to disclose – Equal Access Norm

(2) Chiarella – Equal Access Theory turned down
You have a duty to disclose of you have a ‘relationship of trust and confidence’ with the person you traded with.  Chiarella, employee of printer, had no such duty to target shareholders (i.e. people he traded with)
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