Corporations Outline - Khanna, Spring of 1998

1. Introduction and Agency:

Imposes duties on both parties: Duty of Loyalty/ Duty of Care

Agency is by consent most often, but also may be imputed

1. Principals, agents, vicarious liability in torts:

Tort Liability: Two Tenets for holding the Principal Liable for actions of Agent:

1) Master/ Servant Relationship (versus, e.g., an independent contractor).

2) Agent must act within scope of employment

1. Existence of an Agency Relationship: Control
Restatement of Agency (2) § 220 s.1  [hereinafter RA]: 

A servant is a person employed to perform services in the affairs of another and who with respect to the physical conduct in the performance of the services is subject to the other’s control or right to control.

Rationale: 

1)  If you don’t attach liability to whom has control, or chance to control, than there is no ability for a ‘master’ to influence future behavior.

2) Servant has less incentive because has nothing to lose

3) Attach liability to M to get the injured compensated.

RA § 220 s.2 - Other factors include: control over the details of the work: in occupation, is work usually done with a supervisor: skill: does employer provide supplies, tools: method of payment

Humble Oil (gas company sued after local station blew-up a car injuring the V; V claims station was agent of mother company - Humble)

P/A relationship existed because: M controls hours of operation: K terminally at will: M retained residual control: Exclusivity K: M required weekly reports.  (Since Humble used a formalized K, they had more ability to control),
Hoover Oil (gas company sued after car rolls off lot injuring family downhill - Vs say that Parent company Sunoco is a principal, and station O & O is an agent)

P/A relationship did not exist because: no reports; no set hours; no residual control; no exclusive contracts. (Since Sunoco’s K was much less imposing, and more hands off only giving suggestions, less control but also less liability).  

Franchise agreements: Beneficial because there is a competitive advantage to standardization of product, and some control good because Parent Co. wants to keep $ in good name.  Also, you can’t supervise all the station owners, so you give the station owner part equity, so there is an incentive to work hard for profits.  Additionally, a franchise splits the risk.

Main Point = Why Impose Tort Liability on Corporations:

1) Reduce accidents b/c corp. can control the actor’s behavior.

2) Reduce accidents by screening actors before they are hired.

1. Agent’s scope of Employment:

RA §228: Defines scope of employment:

s.1: Conduct of a servant is within the scop of employment if, but only if:

a) It is the kind he is employed to perform:

b) it occurs substantially within the authorized time and space limits:

c) it is actuated, at least in part, by a purpose to serve the master, and

d) if force is intentionally used by the servant against another, the use of 
force is not unexpected by the master.

Justices most commonly will rely on §§ 228a - c.

1) Intent to Benefit Test: (see §228c)  -- Did the agent act, in at least part, with motivation to serve the master?  

(if your intent is not to benefit the principal, how can employer control you).

Nelson:(drunken sailor hitting subordinate) J. L. Hand: Since the words ‘turn to’ could have been motivated (at some level) for benefit of employer, whether the act was in scope of employment was a question for trier of fact.

· still must be ‘kind of work employed to do - §228a

· another possibility is under §228d - if M knew sailor was violent, could be liable.

Nelson is not the normal result

Alternative Tests

1) Strict Liability  - 

By holding the corporation strictly liable - the cost of producing the product will increase, reducing sales of the dangerous product.

Ex. Calibresi - ENTERPRISE LIABILITY

Justifications:

1) The higher $ would be spread to consumers

2) Allocation of resources - showing consumers the real price of the product will result in more efficient spending.  Insurance carried by the agent is inefficient, and corp in a better position to bargain widely and get the best price for insurance.  Making the employees or agent liable is counter to any risk/cost spreading arguments.

3) Ees will not insure themselves or demand higher wages based on risk -This supports SL or EL because a) M knows the risk better than anyone b) Corp is the best risk spreader and c) Corp is in a better financial position. 
2) Fairness: hold corporation liable when it seems fair (not well defined on purpose).
Bushey: (drunk sailor opens valves on a dry dock, and ship sinks) J Friendly: focuses on foreseeability of drunk sailor being mischievous, and thinks in fairness that the government should have liability for injuring a person that they’re supposed to protect.

1. Overall Rationale for Tort Liability for Corporations:

1. Resondeat Superior  - Reduce accidents b/c of control corporation can have on behavior

1. See §220, Humble, Hoover Oil,

1. Negligence - Reduce accidents by screening.  

1. Strict Liability - Enterprise Liability - Reduce # of accidents by reducing activity level and frequency of accidents.

1. See Calibresi

1. possibly Bushey
1. Fairness Bushey (fairness is not in §228).

1. Contract: Authority, fiduciary duty, and agency costs

1. Authority - 

Issue: When are corps bound by Ks made by agents? 

Policy: trying to balance incentives of P/A and create reliance by third parties.  

Prerequisite for K is that your dealing with a real agent.

Three types of Authority:

1) Actual: P expressly communicates to agent:

· Express

· Implied: assumed to be part of the total package.

2) Apparent Authority: P communicating to a third party (agent doesn’t have authority but 3rd party believes b/c of P’s actions.

· Expressed

· Implied 

3) Inherent Authority:

Apparent Authority:

· P must emanate the authority thru words or actions [cannot be apparent through A’s actions].

· Implied Apparent Authority can be shown through:

1) Prior dealings - 2 prereqs = a) measure of similarity and b) a degree of 
repetitiveness.

2) Corporate office held - usually, if in regular scope and an ordinary 
action.

3) Usual Actions in course of business.

In ordinary times, P is liable because cheapest monitoring available. . . can’t waste the 3rd party’s time checking each.

Extra-ordinary transactions - cannot be implicit authority, and the 3rd party carries the burden for establishing authority.

See Jennings
Inherent Authority:

The power of an agent to derived solely from the A relationship, no consent from P express of implied.

If agents acts in a manner consistent with position, and even in violation of orders, the P can be bound if A has proper motives.

RA - Liability when

1) acts usually accompany or are incidental to transactions, even if forbidden; and 

2) Other party reasonable believes the A is so authorized, and no notice that not authorized

§ 161 - usual acts of agents

If you put someone in position. your liable for their acts in that position. (different than apparent b/c P does not have to communicate it to a third party).
§ 194 - undisclosed P  - A talks to TP but never says who P I.

See Nogales Service Center v. Atlantic Richfield 

Ratification
If P discovers A acted outside authority, P can later ratify A’s behavior by giving later authority - ex post ratification.

Factually supported claim, and may be able to get implicit ratification.

1. Fiduciary Duties = rules that govern P/A internal relationships.

1. Duty of Loyalty - DoL.

1. Duty of Care - DoC.

Object of Fiduciary duties -   these are to create a standard form of contract between the P and A.   They are designed to weigh the costs / benefits for trustee/ benes-principals.  Too much monitoring and exact control by the principal is costly, so fiduciary duties were created to make sure the agent does what is best for the principal.    

P/A relationship exposes bene to misappropriation (malfeasance - dealt with by the duty of loyalty) and neglect (nonfeasance - duty of care).

RA §§ 387-390

1) No secret profits by agent

2) Agent can’t exploit confidential information of P

3) Must be Full Disclosure and Fair Dealing.

Tarnowski (P screwed by jukebox deal, sues TP and gets recovery, than sues agent who got a kickback and recover again - Issue: Can P recover from A for violation of duty after full recovery from TP?

Principle:  All profits made by A belong to the P, whether fruits of performance or from violation of an A’s duty, even if positive result (not about rationale of A, but the need for fidelity).
· A’s can’t put themselves in positions where their own interests conflict.

· Right to recover profits made by an agent is not destroyed though K rescinded and P has recovered.  This is akin to punitive damages - and has a policy basis.  This covers all the times when a P does not find out about the A’s frauds - A’s not always caught, so this will further deter by increased recovery.
P is indemnified from A for any loss to his interest. 

Gleeson (Nice Tee for Kids after mom’s death overpays for use of land held by him in trust.  Kids guardian sues the Trustee.  Court finds against the trustee. )

General Principle: a Tee cannot deal in his individual capacity with the trust property.  It doesn’t matter if Tee acts in good faith and fairly.

Gleeson could have gotten beneficiaries approval, but 2 of 3 kids were minors.

RA §203 - If trustee deals with the trust, any profits go to the trust.

· This is a per se rule.  It would be too easy for the T to take advantage of his position, so fear of opportunistic behavior justifies the increased liability. 

RA § 390 - dealing with P is OK if full disclosure and fair dealing

· in standard P/A relationship you could get away with asking for permission, but not in Gleeson, b/c Settlor is dead and other principals (benes) were minors. 

Meinhard v. Salmon [One partner ran, the other partner gave money in a joint venture, both got rich.  Third party approached Manager (with  duty to other p/t) with a deal at end of joint venture.  S did not tell M anything @ opportunity.  When M found out, he wanted deal as part of joint venture.

Fid. duty owed is the punctilio of the honor most sensitive.  S has a first shot by the fact of his position alone, and he excluded M from knowing @ the deal.  Impossible to know if TP would have dealt with M alone.

1) Legal Rules = Salmon must tell Meinhard of new lease offer as part of F. Duty S owes. 

          = If S does not inform M of deal, S must share it with M.

2) Policy behind Fiduciary Duties:

· Rule that parties would want if had thought about issue before entering relationship.

· Maximizes the size of the pie - e.g. reduce agency costs.

· What effect does rule have on parties contracting costs.

3.   Agency Costs  
Problem: How to induce the agent to act in accordance with the P’s wishes, given that the P could not observe or monitor the agents actions directly -- and could not tell, after the fact, whether the A performed loyally or not.

Pratt and Zeckhauser
· Problem - w/o information to all, how do you structure agreement that induces the A to serve the P’s interest when P won’t know of action and information.

· Agency relationship occurs when 1 ind.  depends on actions of another, and are structured to enable principals to exert the right amount of influence over agents.

· Agency Costs = what’s lost b/c information not shared without cost and Principle/ Agent may not be working as efficiently together.  Business relationships seek to minimize that cost.

Jensen and Meckling
It is generally impossible for P or A at zero cost to ensure the A will make the optimal decisions from the P’s viewpoint.    Agency Costs therefore include the P’s monitoring - A’s bonding - and divergence in optimal decisions for welfare of P (called residual loss).

2. Partnership

2. Formation, Creditor’s Rights, and Management Structure.

2. P/S formation - see generally §§ 6-7 UPA and P/S agreement

Themes of P/S =

1) Control - a majority of the partners rules unless agreement says otherwise.

2) Agency - every partner is an agent for P/S - anything one Ptr does binds the other ptrs.

3) Liability - each ptr can be held personally liable for all debts of ptrs. 

Why a P/S?
1) Need money - and you have two basic choices: either:\

Bank, who will ask for a fixed interest on a loan, or you can create a partnership, and the profits would go to the new partner.  Bank is concerned with moral hazard - because person who gets the loan gets the upside risk (profits), loaner gets downside risk (nothing back if insolvent) so the B asks for a fixed rate of payment.   Loaner may not prefer because it disables ability to make better use of money (CS5-1).

Partner - who in exchange for capital may want partial control, so not as much risk.

2) Motivation for Equity.

When is there a partnership?
UPA §§6-7 (General Definition and Factors which apply) (sharing gross profits (total sales) does not alone establish a p/s.   Receipt of net profit (sales - costs) share is prima facies evidence of a p/s.  unless if wages, debt, annuity, interest on loan).

There is a difference between gross profits and net profits - if out of gross you don’t 
care about the profits, so less desire for person to have control, and less likely they’re a 
ptr.  You only want to impose liabilities on the ones with control.
Fenwick (Question whether a helper in the hair salon was a Ptr. or Employee.  After listing several factors, the court concludes the arrangement was not a p/s.  Random thought - if F wanted to keep $ at dissolution, he could set up a corporation that leases the property to the P, so if P/s goes down corp. gets the property back).

Factors for finding a P/S
1)  Intent of Parties to form partnership.

2) Profit Sharing

3) Obligation to Share in losses

4) Ownership and Control shared (do they share in administration?)  The rationale is that the person 
who puts up the money will demand control.

5) Capital Contributions- What happens to money at dissolution.

6) Liability

Sam Spade Hypothetical:
When does one join a P/S?

When one takes on liabilities - because now at risk you should have some sort of control.   Unless P/S agreement says otherwise, the % split is per capita.  Once ptr joins, liable to creditors for things in the business, but not other ptrs personal losses.

2. P/S liability to Creditors - Existing Partners

How are ptrs liable?
One sues the individual partners because the p/s is not a separate entity.

§215 UPA = Partners are jointly and severally liable (can sue one ptr, who then gets $ from other ptrs. in tort, and jointly (must sue all) liable for contract.

An exiting partner is liable for debts occurred while he was a ptr.  Because exiting partner still at risk, §36 UPA limits this liability.

§36(2) - Withdrawing ptr is OK

§36(3) - If creditor knows of dissolution and agrees to material alterations in the obligation, than a departing partner’s liability is discharged. 

Munn v. Scalera: Material alterations to the agreement in §36(3) [One brother of the P/S took over the obligation with agreement by the home owners- but brother did not finish.   Home Owners want to sue the other brother, but cannot b/c they agreed to the material alteration in the underlying debt]

Assuming ptr has a surety for the w/drawing partner, and creditors are bound to assuming partner if they knew of agreement.  §36(3) releases the departing ptr from personal liability when a creditor renegotiates his debt with continuing partner after knowing of dissolution.  

Policy Issues - Moral Hazard scenarios.

Policy: Moral Hazard Scenarios - You may at times want a departing ptr liable for acts of the p/s after he leaves because a creditors collateral could leave with the departing ptr.   Without this rule, Banks would not lend as much money.   You let some partners off a time because there is an incentive to stick the rich per with the bill. 

2. Authority . . . Management and control.

1)   Authority in P/S - The act of every partner for carrying on, in the usual way, the business of the partnership bind the partnership - unless the partner so acting has no actual authority to act, and the person with whom he is dealing knows of no such authority. 

2) Management and Control:

Unless otherwise stated in the mgmt agreement

1) Every Ptr has the right to participate in ordinary business

2) Any difference in opinion may be settled by a majority of Ptrs - with one vote w/o re $.

3) Extraordinary matters require approval by all partners. 

§18(h) Majority Rules Provision.   A minority can’t get out of major decisions by going behind the majority’s back - also doesn’t work if minority gets a yes.  

National Biscuit Interplay between authority and control [S and F run a grocery store as a p/s.  F went and did a deal without S’s approval.  Is P/S liable for F’s actions.  Yes]

F had authority, and Mgmt and control.

Authority - In a two person p/s, each Ptr have equal authority rights for ordinary business unless another agreement, and each ptr can bind the other one. Control -  Ptrs cannot restrict other partners in ordinary business without a vote of majority, and one cannot be a majority. 

To solve this problem, S should dissolve or put the specifics in the agreement.  The default rule is that majority wins, even if a moral hazard is created by a lopsided investment.
2. Fiduciary Duties between Partners:

Meehan v. Shaughnessy: [MB make secret plans to steal away from the firm, so contacted clients lawyers, and associates.  They were also accused of manipulating cases to get them to come with new firm, and to avoid lock-out.]

While the court did not find manipulation of cases, the court did find that the leaving ptrs had a fiduciary duty   1)  not to lie to remaining ptrs about leaving, and 2) the way they contacted clients (need to inform clients that they could stay with the present firm).

This is another punctilio situation.  You have a F duty in to your ptrs to give them the ability to compete.  Lying to fiduciaries is a breach of duty, not honorable.

While leaving ptrs did not have to tell remaining ptrs they’re leaving way before, the remaining ptrs should be told if they ask directly.  This concern is one reason why a partnership agreement states exactly what will happen when an atty leaves.

2. Dissolution, Accounting, and Limited Partnership

Balance Sheet: picture of firm assets at that point.  Assets = Liabilities + Equity (what owners have left).

Income Statement: for a period of time, the income and sales, cash flows. - and showing Net Profit for that period (total sales over total costs).

Creditors prefer to look at the income statements b/c it more accurately describes how 
likely a company is to pay off debt when due.

Definitions:

Dissolution = any change in the P/S relationship or between existing ptrs.

Winding up = settlement of P/S affairs - only one consequence of dissolution

Termination - P/S desists

P/S for term (limited life span) §31(2) UPA.

P/S at will (no time limit) §§ 37-38 UPA

§38 - If dissolution in any way, unless other wise in p/s agreement, property sold and may be applied to discharge p/s liabilities and surplus to ptrs. (intended to protect creditors as well as ptrs.

Adams v. Jarvis [ one partner leaves, and he wants his money.  Agreement provided that P/S doesn’t wind up because one person leaves.]

Does w/d of a partner mean dissolution, w/o re to a p/s agreement otherwise?  Dissolution does not always mean total winding up, but UPA §38 envisions a total stop to day to day business.   §38 only splits up assets equally if there is no other agreement.

Ptrs are allowed to opt out of §38 UPA because there is a going concern.  Without an opt out provision, and exiting ptr could threaten other ptrs.   

In this case, Pl gets his 1/3 annual profit, but not 1/3 accts receivable b/c of agreement (He wants the credit as well).  Other Ptrs do have the fiduciary obligation to diligently as always collect the funds during the year, and departing ptr will get his pro rata share.

Dreifurst v. Dreifurst [One brother wanted out, and the assets sold, then distributed per §38 UPA.  Brothers wanted to K around the UPA after agreement.]

Each ptr has under UPA a right to receive cash payment, versus in-kind unless agreed to or in agreement.  To some extent this is only applicable when there are no creditors, because creditors may want the sale and pay off of the debts.

Additions: The court had Two options - either 1) divide assets (decreasing value) or 2) Sale of entire property at once (going concern value retained).  Courts prefer the second because it has higher value and gives a better idea of the FMV.  Some ptrs also prefer a division of assets because you have to bid on your assets to get them back.

Limited Liability Partnerships:

Ptrs are liable only for the amount they put into the p/s, taking the risk of insolvency away from the limited partners and putting it on the general partner.

Advantage: spreads the risk.  Disadvantage: there must be a general partner, who’ll get more $ and control.  Tax: one tier treatment (unlike a corp that gets two tier - once as an entity and once as income) (P/S only once as income).  May be a minimum capitalization provision in state statutes. 

If LP exercise control in an LLP, they lose their liability protections.  They can use control by making the general partner a corporation.  Because the liability all rests with a GP, the GP is usually a pauper.  Creditors don’ like this, but tort creditors usually don’t know.

Holzman: LLP where limited partner took control in part of the P/S business.   Statutes now make it so that if the limited partner takes part in control of the business, he becomes liable as a general partner.  (Later statutes say that control does not mean consulting, and that LP becomes liable only to persons believing LP is a GP because of the LPs conduct).

Limited Liability Corporation: 

1) Limited Liability

2) Control Participation - everyone can exercise control

3) Partnership tax at one-tier.

IRS has created a Four tier Test that cannot be met or taxed like a corporation:

1) Limited Liability - to lack must be generally liable.

2) Centralized Management - to lack, must have ability to bind LLC in their capacity as members.

3) Free Transferability of ownership interest (usually beaten by requiring a vote (assent) of other 
owners, unless related)

4) Continuity for life. - to lack must dissolve upon happening of specific events. 

· If the organization has all four factors, taxed on a two tier basis.  If 2-3 than one tier tax.   

· Most LLC drop the free transferability to get one tier tax status.

With Corporations, it may be helpful to have free transferability and continuity for life.

3. Corporations: The Corporate Form:

Attributes: 1) Limited Liability 2) Centralized Management 3) Freely Transferable Shares 4) Legal Personality/ Continuity (remember, the key attributes of a corporation flow indirectly at least from the corporation being treated as a separate entity.)  The attributes are collected to raise large amounts of capital from passive investors. 

Process of Incorporation: 

Incorporator

File Articles of Incorporation with the State or Officials

Existence when articles filed 

Organizational Meeting  - Election of the Board and the creation of by-laws.

Often done by a corporate service co. 

Internal Affairs Doctrine: rules @ corp dealing with itself is governed by the states law of corporation.   

Don’t have to be incorporated in state where you do business, so there is competition among states to have corporations come to them.  as a result, state corporate laws favor the corporation (questionable)

Hierarch of Corporate Governance

Federal Law - Securities Exchange Act of 1934 - rules and regulations.

State Law

Statute

Case law - (defines duties of care and loyalty)

Articles of Incorporation - Requires a SH/h vote to change

By-Laws of the Corporation - Requires a smaller number of people to change (mainly the board)

Three classes of People and their Powers
1) Shareholders -power to elect directors at the annual meeting.  If dissatisfied, can remove by vote or written consent then vote. 

2) Directors - manage the company from the Board.  Salary, dividends.

Inside (affiliated with the company) Outside/ Independent (not otherwise affiliated with the company)

3) Officers - manage the day-to-day business operations.

4) Shareholder Management Powers: extraordinary decisions require the approval of sh/hs.

a) Dissolution 

b) Sale by the Corporation of assets

c) Merger

d) Amendment to Certificate of incorporation

3. Elementary Evaluation Principles, Debt, Equity and the Rationale for Limited Liability:

Corporation Valuation Issues: 

1) Time Value of Money - $1 today worth more than $1 tomorrow.

2) Future Value = value of money (say 10) at a future time

     Present Value = Value of money in today’s $

3) Discount Rate = rate used to calculate present value of cash flows.

4) Net Present Value = Present Value of incoming cash flows less PV of outgoing cash flows - less initial investments.   

Valuing a Corporation 

b/c a corporation is a series of projects, the corporations value is the sum of the NPV of all the corporate projects (discounted for rate of course)

Discounted Cash Flow Analysis 

Close Corporation = Value is the sum of all the NPV. 

Efficient Market Hypothesis
Publicly Traded Corporation = value is the share price times the number of 
outstanding shares issued.   Using the market, the share price is the best estimate of corporation value and the DCF.

Problems with the Efficient Market Hypothesis: 2 Main ones:

1) The Market miscalculates figures.   Most investors invest not based on the underlying projects per say, but how the stock is doing on the market itself.   The hope is that somewhere, someone is doing this calculation.

2) Market has a Short Run Bias.   See Internet Stocks in the 1990s.

But EMH may just be the best ability, not perfect.  EMH is important in takeover contexts, but DEL doesn’t believe in.  We in this class accept the EMH as true because its 1) simple 2) the Market does respond to good news/ bad news appropriately and 3) if not, are we just gambling.

See Handout on all this stuff.

Capital Structure: Who gets paid out when there are profits for a corporation?

Order of Payments: Designed by State Law

	Per Year
	Insolvency

	Senior Debt

· fixed interest rate
	Senior Debt

	Junior Debt

· fixed interest rate

Court Victims are placed here.
	Junior Debt

	Preferred Stockholders (equity)

· Fixed dividend

· Voting rights when triggered by certain events like failure to pay out div.
	Preferred Stockholders

	Common Stockholders (equity)

· Variable dividend based on profits

· Voting rights all the time (b/c last to get $)
	Common Stockholders


Ownership includes both a claim on residual earnings and the right to participate in the control of the business. 

Debt includes: trade debt (accounts payable) Bank debt (secured or unsecured) Bonds (zero coupons, callable, redeemable)

Balancing the Entrepreneur against the Venture Capitalist:

Entr wants $, living wage, some control

VC wants 1) return on assets (fixed) 2) some control 3) Some returns if business succeeds 4) some 
protection if failure and 5) limited liability.

P/s won’t work

LLPs no because VC wants some control

LLC - if not freely transferable, than VC can’t get their returns if the business succeeds. 

Corp the way to go.

E-   1) CEO   2) Common Stock

VC - 1) Preferred Stock (crack at the assets in failure, with a voting trigger for conversion to 
common stock when poor performance so can get control 2) Common stock.

Leverage

The more a company borrows to finance business projects with equity, the more leveraged its capital structure is said to be.   Tax advantage - Interest is paid out of pre tax corporate income.  

Also, the return on invest is greater when you borrow.  Explain.

You expect a rate of return at 12%.   (from 2 million you will make 240K)

If you borrow 10% 1 million from the bank at 100K and then have 140K left over for the 
1 million you put up, your rate of return = 14%.  

Whenever you leverage you get a higher rate of return on investment, but there is also more risk (great upside :)).

Leveraged Buy Outs - group uses other’s money to buy out other stockholders

Limited Liability:

Rule of Limited Liability: A shareholder is not liable for corporate obligations beyond the shareholder’s investment. 

Limits the sh/hs downside, and permits risky debt, shifting some of the risk to debtholders though.

E & F Limited Liability and the Corporation 
Costs of Limited Liability:

Agency Costs - trust, incentives, etc.  But Limited Liability decreases agency costs by:

1) Decreasing the need to monitor b.c lower risk, and higher diversification allowed (less time 
costs.

2) If all liable, then Sh’hs would have to monitor other sh/hs.

3) Increases M incentive to be efficient - because performance solely will determine the vote and 
possible firings.

4) Reduces costs of purchasing shares - because cost of shares would not have to account for the 
wealth of the underlying shareholders. 

5) Increased the timeliness of the market price information on firms. 

6) Allows more efficient diversification - minimizing (vs. maximizing risk).

7) Increases the investment decisions by management b/c M can accept the increased risk w/o 
threatening sh/hs. 

Limited liability helps creditors know what there is for security, encouraging deals.  However, with the presence of limited liability comes some ability to manipulate- so the law created creditor protection devices. 

Aspen: 4 explanations for limited liability:

1) Facilitates capital formation

2) Facilitates desirable management risk taking

3) Facilitates broad-based investment diversification

4) Facilitates public stock trading markets

3. Safeguarding CONTRACTUAL Creditors:

3. Before Insolvency: Proactive Rules

3. Dividend Rules 

In Europe, they have minimum capitalization requirements.

(American) - restricting dividend payments to Sh/hs when it appears a company is approaching insolvency.   However, very little real protection.

In most states you can pay out dividends along as you are not paying out of your stated capital, which is the par value times the number of shares.

This is a joke, because shareholders can vote stated capital to nothing!

3. Fiduciary Duties 

In some DE cases, they’ve held that M has a duty to Creditors that overrides the interest of sh/hs or even to the corporation.  Its flexible.

Some cases say Managers should manage for the creditors when the corporation is insolvent, but not yet bankrupt. 

3. After Insolvency:

3. Fraudulent Conveyance Law: $ goes back to the corp.

Applies to all creditor/ debtor relationships, and voids transfers made to delay of hinder creditors without reasonably equivalent value.

Creditors can void on two grounds:

1) Actual intent to hinder creditors. (present and future creditors)

2) Transfers made w/o receiving equivalent value if: (present creditors only)

a) unreasonably small remaining assets.

1)  Fraudulent Conveyance Law is a common fixture in LBOs.  Unsecured, pre-LBO creditors upset when the LBO possibly failed, and claimed that sale was a transfer without receiving equivalent value, and that it left few assets.   Negligence analysis, should mgrs have sold at that price.   Courts hesitant to apply b/c you’d be discouraging LBOs.

2) Tobacco Companies hiding the “good assets” in subsidiaries, and distributing the stock to all the TC shareholders.

Creditors ought to be able to rely on the assets of a company.  Perhaps the law finds implicit representation that asset of corp. subject to normal wear and tear and reasonable distribution, stand behind your corp. contracts (Rationale) Without this law, every debt would have to be secured.

3. Equitable Subordination: $ goes back into the corp.

Doctrine of Equitable Subordination permits bankruptcy courts to subordinate claims by corporate insiders if the claim arose from a transaction that constituted a breach of fiduciary duty.   Issue: whether the insider’s claims should be disregarded or subordinated to those of other creditors.  Rests on the broad principles of creditor protection, and The Creditors want to subordinate the insiders claims in fairness (equity).
Costello [ Turns P/S into corp for limited liability, then drew down the capitalization of the P/S, then promissory noted back to the Ptrs.  Waited two years till p/s creditors paid off before paying off the new corporate creditors]

Controlling sh/h loans $ to corporation (to move up in pecking order).   The Ct. of Appeals looked at:

1) Undercapitalization - the Corporation was “grossly undercapitalized”

2) Inequitable conduct - defined as lack of good faith, unconscionability.

Rule: When corporation is grossly undercapitalized, the insider claims will be subordinated to the creditors claims if the transaction cannot be justified within the bounds of reason or fairness (less of a burden that fraud or mismanagement).

The trade creditors (like office supply companies) have no duty to monitor the financial position of a corporation when its outright fraud.   Policy = its better for those engaging in fraud to monitor b/c they know about the fraud.

3. Veil Piercing: $ comes from the underlying shareholders, and goes back into corp.  

CONTRACT CASES  

Aspen: Courts seem less willing to pierce the corporate veil for creditors who dealt with the corporation voluntarily - like suppliers, than they are to protect involuntary creditors (tort victims)

Requirements: (never against a public corporation, minority, or passive sh/hs if formalities observed)

1)  Shareholder must be dominating the corporation - not treating the corporation as a separate entity, and not adhering to corporate formalities.

2) Inequity would result from the inability to pierce the veil.

Sea Land (Ship ships peppers for PS, PS doesn’t pay so SL sues for default.  PS goes bankrupt.   PS has one sh/h and 4 other companies.  SL tries to pierce the veil between M and PS, and then reverse pierce from M to the other companies.  Remanded for SL to show a wrong promoting injustice).

Test for corporate veil-piercing:

1) Must be unity of interest so pervasive that it justifies disregarding the separate entities.

4 Factors for determining:

1) Failure to maintain records of disregarding corporate formalities.

2) Commingling of funds or assets

3) Undercapitalization

4) One corporation treating assets of another as its own.

2) Adherence to the fiction would sanction fraud or promote injustice).

Promote Injustice: less than fraud, more than just unsatisfied judgement; its a wrong beyond merely the creditor’s inability to collect - like to escape insolvency, unjust enrichment, skirting legal rules, etc. 

Kinney Shoe Corp v. Polan: [P owed money on a sublease through IRC to Kinney.  K agues corporate veil should be pierced.]

Adds a Third Prong: When it would be reasonable for that part. party to conduct an investigation, such a party will be charged with he knowledge that a reasonable credit investigation would disclose. 

If it would have disclosed, party assumed the risk.

Her, Kinney did not assume the risk, in part because IRC had no assets.

Difference between Kinney and Sea-Land - Kinney may have known about the basic structure of Polan, so justice served b/c they thought Polan was liable.

As a General Rule:   If you know what’s going on, you should protect yourself.  If you can’t because there is no reason to know, court will protect you.

TORT LIABILITY
Walkowsky v. Carlton:(Cab driver hit a pedestrian.  V sues the cab company, but it has limited assets, and minimum insurance.   Maj. SH owns around ten cab companies, and so V sues him).

Test: Must have 1) Unity of interest and 2) promotion of injustice.

V argues:

1) The whole taxi cab group was liable, for all a shell game, but ct said that only the parent corporation can be liable in these situations, not Carlton. 

2) Seon was merely the agent of Carlton - but court finds formalities followed, no unity, and ct says no fraud.   

V needed to allege with particularized statements that Carlton had unity with the corporation. 

Dissent: You should pierce veil whenever a tortfeasor is undercapitalized.

Policy:  A Contract Creditor can take self protective measures, unlike accident victims who cannot force the cab co. to internalize costs b/c there is no negotiation.  Apply K case law when there is a tort doesn’t make sense.  

Two Incentives Created

1)  Carlton here has no incentive to take protective measures to ensure the safety of his drivers. 

2) This would also create too many smaller companies without insurance because they would have lower cost of operation.  No larger corporations would form , and larger companies often have insurance.  E & F.
3. Note on Dissolution and Successor Liability:

Dissolution - those liable for torts might dissolve the corporation and take away the assets.  Courts  are aware of this potential and have created ways of recovering those assets.

1) Doctrine of Successor Corporation Liability: the buyer of the liquidating firm’s product line picks up the tort liability of the seller that related to the product line. 

To avoid getting punched, successor corp. reacts by buying only untainted products (but loss of going concern) and by discounting the amount paid for the first corporation. 

2) DEL § 278  Sh/hs have limited pro rata liability for 3 years after dissolution up to amount invested.

3) Some disclosures should be made, and tell the truth when asked. 
3.  Problems with Limited Liability for Corporate Torts

Problem: Limited Liability increases the likelihood and incentives of dangerous activity, and thus increased the number of injured.

Hansmann & Kraakman: 

· Suggest that for corporations, whenever harm caused exceeds corporate assets, that excess amount shareholders should pay their pro-rata share (subjecting all sh assets to liability).

· Consequences of Limited Liability:

1) Creates risky behavior in risk neutral investors. 

2) Incentives to Mis invest - spending too little on precautions

3) Encourages overinvestment in hazardous industries.

4) Overinvestment of under investment in Shs own firm. 

· Trouble with Unlimited Liability in Publicly created companies:

1) Administration

2) Burden it might impose on securities market.

3) Will imposing liability on Sh’hs truly change the behavior of management.

In an unlimited liability scheme- When would you hold the shareholders liable?

1) Occurrence Rule - hold Sh/hs as of the event liable.  Difficult to administer/

2) Claims made rule

3) Judgement Rule  - but most shareholders would book out before judgement. 

H & F propose an information based rule and pro rata:  - shareholders would be liable if they held shares when management became aware of the liability - claim filed, awareness, or dissolution.   They believe that pro rata is better that Joint and severable liability, because sh/hs would no longer need to know the assets of other sh/hs.   J & S would kill the market for freely traded assets.

3. Centralized Management and the Public Corporation

Corporation
Sh/hs select the board, and elect yearly people, and are required to delegate most of the discretion to the board.  

Board of Directors (Responsibility to manage the corporation - dividends, remove officers, put forward fundamental changes (like mergers and acquisitions), dissolve)  The ultimate authority for conduct from the board (at least in form).

Top Management (manage the corporation’s day to day affairs, 

CEO - Chief Executive Officer

CFO

Vps

Normally 1/3 of the Board are insiders (management people).

2/3 of the Board are outsiders (chosen by insiders).

SH usually don’t put in effort to investigate. 

Automatic Self-Cleansing Filter Syndicate Co. v. Cunningham: (Pl sh/hs are seeking a declaration that the directors comply with a majority vote of the shareholders to sell co assets.   usually fundamental changes are left to the sh, but in the Articles of Incorporation the change requires a supermajority vote).

Setting up the corporation, the articles are a contract between the corporation and its shareholders.   Court does not believe that the majority shareholders should be able to force a breach of the articles.   The directors are agents, and the shareholders are their principals, including the minority shareholders. 

If majority could simply by-pass director’s views by ½ , why do the articles require a special resolution?

Why would sh/hs give the board so much control?

1) Expertise of Mgmt.

2) Minority Protection - to avoid possible opportunism, you put in provision of Board to protect the minority sh/hs.

3) Voting Problems - large groups often do not vote rationally.  By reserving power to a small group with fiduciary duties, you may get more logical decisions.

DEL § 271 (Board can do a sale of assets which the Board deems expedient when the shareholders give their consent by a majority of holders.  However, the Board can abandon such plans without further vote by the shareholders).

So a Board cannot be forced into a dissolution.

If a Board opposes something which sh/hs demand, the shareholders have two remedies:

DEL § 141(k) - Removal by Director or Board by Majority of voting shares 

1) Removal for cause (b/c they did this - this is an inherent right)

2) §141(k) Removal w/o cause (just don’t like them). 

 
- Usually at the annual general meeting

- call a special meeting

- Remove them without a meeting under § 228 of Del law (written consent with 
the minimum number of votes that it would take at a meeting).

Types of Voting in Corporations:

1) Straight Voting- for each director, each share has one vote.

2) Cumulative Voting - you get votes equal to the number of directors multiplied by the number of shares.  Cumulative Voting enables a minority to get representation on the Board by stacking their votes, and the majority must spread their votes to maintain control. 

Hypothetical: Baker amends Charter and By Laws to make it hard for new majority shareholder to exercise control.

· §242  -  Directors must move to amend the charter (so new sh cannot assume control without waiting for classified Board (on a three year plan) to be re-elected.  Then the new controlling sh will have control.)

· §102(a) Sh cannot be deprived of their ability to amend the bylaws.  (So new sh can 1) declassify the board 2) increase the number of Board members till he can elect the majority) However, with an expanding Board, the old members pick the new members.

· So §223(a) - New sh must amend the by-laws to say that the sh/hs must elect all Board members. 

The Bd. has great power to avoid, and go into the night kicking and screaming.  

Mass. Law: In response to an emergency involving a local incorporation, Mass states that classification is a must and removal of directors must be for cause.   This was a management entrenchment device.   2/3 of sh/hs or Bd. can elect to opt out.

3. Management and Structure in a Closely Held Corporation:  

3. Close Corporations - Most state laws are suited to big corporations, not close corporations.   Some parts of the corporate form conflict with closely held corporations. So the questions are:

3. How much customization is allowed?  Lots of flexibility - most states create a unified statute, but allow planners to contract around the statutes by using opt out provisions.

3. What is the Laws response to opportunism/ Exploitation in close corporations?  Majority/ Minority Problems?

3. Customization ( the answer to Question A above).

3. Limited Liability - (can contract around)

3. Transferability of shares - Reasonable Restrictions are allowed.

Allen v. Biltmore Tissue Corp. [s of a closed corp dies: Estate wants to sell shares, but the cc has a provision which limits sale - cc has 1st dibs.]

DEL §202 (usually) there is no restriction on the transfer of shares by law unless the restriction is stated on the articles of incorporation]

The right of first option at a set price does not create an unreasonable restraint, b/c the articles are like a contract and the provision does not restrict selling, only to whom they can sell. 

Unfairness of the price is insufficient in and of itself.  The law only prevents the prohibition of transfer of shares. 

3. Customizing the Allocation of Control: Central Management

Customized provisions to protect some groups (minority of venture capitalists)

1) Types of stock preferred

2) Voting Triggers - for ex.  if a minority has a preferred stock position, upon a triggering event like poor performance, the preferred stock increases in vote value.

3) Cumulative Voting ans Supermajority requirements

4) Voting Agreements and trusts (trustee votes on sh/hs behalf (ex. must vote in 3 V/C Directors. of first dibs for minority of shares up for sale)  

3. Laws Response to Opportunistic Behavior by the Controlling Shareholder in a close corporation.

3. Examples of Opportunistic Behavior includes lock-ins and freeze/squeeze outs arising from the controlling management and no clear outside markets for minority shareholders. 

3. Response Number 1: Dissolution of the corporation in response to minority “oppression” to facilitate Exit.

White v. Perkins [W= 55% shareholder.  P = 45% shareholder; W refuses to pay out dividends; W kills the corp for his other interests; W does not buy out P; P has concerns, and P seeks dissolution because of W’s oppressive conduct]

Refusing to buy out P and siphoning off the corporate assets are clear problems. 

Statute allows court in equity to dissolve or appoint a custodian when those in control are oppressive of fraudulent.

Oppressive - doesn’t require mismanagement or fraud.  Inquiry focused 
on behavior after K formed (what people would’ve contracted for).

T.Ct wrongly avoided appointing a custodian or dissolving, b/c dissolution losses going concern value, and the corp. is bid upon by both parties.  Custodian is expensive.   T. Ct reluctant to run the corporation b/c we 1) assume the court lacks experience 2) the court faces different pressures and 3) its not efficient use of the courts time to be involved. 

3. Fiduciary Duties and Remedies - Del does not have a fiduciary duty between majority and minority shareholder - MA is almost unique in this respect. 

UGFAL
Donahue v. Reed [Involving the repurchase of a maj. sh/hs stock by the close corporation.  The Min. sh/h wanted the same price for her shares (which she did not get earlier)

Shareholders in a close-corporation owe each other a fiduciary duty of Upmost Good Faith And Loyalty (UGFAL).  This translates into an equal opportunity to repurchase shares at that price.

MA court 1) Defines a close corporation - w/o reference to statute 2) creates a fiduciary duty, and 3) interprets the duty as it applies to repurchases.

Donahue means sharing in a repurchase, but there remains an unevenness b/c the majority has agenda setting power.  B/c decisions to repurchase, and what price is decided by the Majority, the maj. can still squeeze.  Buying out the CEO is common, b/c retiring CEOs may not have %s of the corporation in mind.  Del says let them go. 

Equal Opportunity Problem: With only a set amount of money to spend, if you have to offer to minority, you need to increase the money to buyout CEOs, which discourages companies from buying them out (presumptively desirable).

Objections to the Donahue Rule  (E & F) The fiduciary duties should approximate the bargain parties would have negotiated is able.  More than likely, in Donahue, the parties would not have negotiated an “equal opportunity rule”  

E & F are concerned with the lack of specificity in “any repurchase.”  They don’t want a disincentive to buying out a retiree, b.c buyouts area good idea, and the new CEO needs the right incentives.  There is no logical reason to share money when minority doesn’t have the control to release.   In other situation, repurchases are a good thing b/c without equal opportunity, maj. may be just siphoning assets.  Just not when buyout of CEO.

QUGFAL
How far does UGFAL go?  can’t opt out of greed, self interest, or efficiency.

Wilkes v. Springfield Nursing Home = recognized a legitimate self interest in majority that balances against UGFAL.

· UGFAL is Qualifies if: 1) Legitimate business purpose and 2) Least harmful way.

Smith v. Atlantic [Minority has control because each of four shareholders has veto power of the corporations decisions.  One sh/h refuses to pay out dividends and reinvests the $ (resulting in negative tax consequences to the corporation).  His lone actions cause the corporation to lose money.]

To what extent can a minority use his veto power, without violation of its fiduciary duty?  

With QUGFAL there is a balancing done of the harm to the corporation vs. the harm to the shareholder.

The remedy here required the court to supervise the corporation for a long period of time, thus UGFAL forces the court in part to run the business, which is a waste of time.   

In DEL - there is no QUGFAL or UGFAL - but directors have a duty of loyalty, and you could get the good doctor there.    DEL acknowledges that the minority shareholder in a close corp.  gets what he bargains for - minority should bargain for protection.    In DEL, the entire fairness test is proper.  (Nixon, pg. 602).

	Close Corp
	Public Corp.

	Major Internal Problem: Majority/ Minority relationship, b/c the corporate form allows centralized management, and oppression.  Minority sh/hs often get stuck in the corp.
	Major Internal Problem: Manager/ Shareholder relationship.   Most managers are not big shareholders or controllers so there is an agency problem.

	Legal Response:

· Facilitate Exit - Judicial dissolution

· Facilitate Voice - Fiducial duty
	Legal Response:

· Fiducial duty - if managers disloyal or “negligent” and Sh/h can sue (self or derivative action).

· Voting - vote out managers or vote in own proposal.

· Easy Exit - sell shares on exchange, if someone else buys up control Block can oust managers.

	Other Potential Problems: Manager Shareholder.  Usually not big b.c most managers are the Big shareholders.
	B/C easy exit, in part, the majority minority relationship is not a big issue often. 


4. Fiduciary Duties and Shareholder Litigation

In corporations, unlike in agency, the managers owe a duty to the corporation, not the shareholders that are beneficiaries.  This is important because shareholder derivative suits are Shareholders suing on behalf of the corporation, and are designed to defeat the collective action problem.

Two Basic Issues:

1) The Law - the Fiduciary duties of  Loyalty and Care, and the Business Judgement Rule. 

2) Enforcement of the Law (Procedural)

· When can Shareholders sue me?

· Director and Officer Insurance: Corp usually buys insurance for directors - does this undermine the law because it lowers the deterrence on bad behavior?  usually, principal doesn’t buy insurance for the agent.

· Business Judgment Rule: if it applies, courts will refrain from second guessing directors.  Ct will apply liability only when BJR doesn’t apply.   IF BJR applies, shareholders will even if it is worth suing, be dissuaded from suing unless they can somehow get past. . . b/c they will lose.

4. The Business Judgement Rule:

BJR = rebuttable presumption that directors are better equipped than the courts to make business decisions, and they acted without self-dealing, in good faith after exercising reasonable diligence.

To claim BJR Protection, Director must be:

1) Disinterested and Independent
2) Make an informed Decision.

ALI §401(c) To claim BJR protection, must be:

1) disinterested

2) informed

3) rationally believe that its the best decision

Kamin v. American Express Company [Amex invested poorly, and had shares in a company that were worthless.  Amex had two options 1) Sell the shares and take a loss, dropping net income and making a bonus less likely (Shs preferred b/c less tax) or 2) Distribute shares o shareholders, which does not affect net income. 

Directors weighed both options, and ended up giving a dividend (Directors ignoring fact that sh $ already reflects the loss EMH)- Ds argued that selling shares would lower the price of shares, injuring the shareholders.  The court buys this poor argument, b/c it doesn’t buy EMH (Del) and the court doesn’t expect the directors to know about financial arrangements. 

So, for a decision to be informed, you can ignore the financial realities, just you can’t use a ouiji board.

Lessons from Kamin:

Step 1: Record everything - coach directors on what needs to be said, so that is looks like an informed decision. 

Thing 2: have outsider on the Board - even though the insiders often control the outsiders, courts ignore this reality.  

A shareholder tries to argue to get around the BJR that:

1) Director interested: directors in Kamin want to be compensated, and bonuses are tied to net income.  (Ct. rejects b.c only 4 out of 20 are insiders.)

2) Argue not informed. 

Reasons for BJR:

1) Institutional Competence - the business rather than the courts is better at understanding the business.   Also, courts could be consumed by business transactions without the rule.

2) Directorial Incentive - If good decision, the directors get a share of the goods.   If director makes a bad mistake, the director gets the downside.   Thus Directors would not take a risk..  So BJR protected them from the downside. 

3) Centralized Management: if you allow SH to sue too often, increased suits and shareholders are running the business.   Directors would be always defending.

4. The Duty of Care:

4. Duty of Care: the BJR protects decisions (misfeasance), but when the corporation does not act (nonfeasance) the BJR does not apply

4. Corporate Inaction:  Graham v. Allis Chalmers (Law concerning employee representation) [Sh sues in a derivative action the directors, b/c some ees were price fixing (for which there is a large sanction).  Shs argue that directors breached their duty of care in prevention, b/c they were on notice of danger from a prior charge of price fixing.  Failure to act, by putting in a monitoring system was negligent].

Duty of Care: Directors must act with the ordinary standard of care a reasonable person would use in a similar situation.

Narrow Rule: Absent cause to know, directors are reasonable if they rely on subordinates honesty and integrity.  Directors are not spies on employees unless there is a reasonable suspicion that the employees are doing something wrong. 

The court is limiting the duty b/c w/o the limit, they’d be monitoring all aspects of the business.  Plus, a snitch mentality will injure a company.  

Policy:  Just b/c the company emphasis profits within each department, there is no reason to say they were on notice unless they subjectively know.   The shareholders appear to be trying to shift their losses to the directors.  Neither party themselves were the actors, so here the court gives shareholders the liability in part because the shareholders can decrease their liability through diversification, but the directors cannot. 

4. Corporate Inaction:  In re Caremark International Inc. Derivative Litigation: (Law when there is a Regulation that gives directors incentive to act, and they show nonfeasance) [Caremark nailed for their interpretation of a law, that forbid kickbacks to referring Doctors.   Co. created procedures to deal with compliance.  Shs bring derivative suit alleging that the plea agreement lost money, so directors violated their duty of car (Sh argues not a wrong decision, therefore no BJR because no action).  

Because Caremark did not get complete respinses from the govt. to get into compliance, the directors were not negligent.

Caremark interprets Allis - Chalmers narrowly.  -- that employers can rely on their employees unless notified.  (not the Broad interpretation - no duty without notice for appropriate reporting systems).

Here, federal sentencing guidelines and regulations gave the directors more incentive (if not affirmative duty) to act - a broad reading of Allis-Chalmers would take away the incentive for the corporation to act. 

Duty to monitor for compliance with the law.  Only a systematic failure to exercise oversight (almost a total lack) will establish the lack of good faith that is a necessary condition to liability. 

4. Corporate Inaction:  Francis v. United Jersey Bank (failure to even somewhat respond to companies needs) [P & B, was a reinsurance brokerage firm.  CEOs sons took over and took personal loans on company assets (theft).  Spouse of deceased CEO P sued for her shares (the estate) in part to make sure her sons don’t get the shares.  Ins. Company argues that the spouse had a duty and breached that duty, so should be liable.]

The spouse as a director, even if totally obtuse, had a minimum duty to do basic monitoring (obligation of basic knowledge and supervision)  --  like to read the financial statements, whereupon having notice of something drastically wrong with the company.  Upon that discovery there was a response duty.

There is also a response duty - director upon having knowledge of trouble should voice concerns, resign, blow the whistle, or bring suit.  Court goes through each response, but doesn’t tell director when b/c -danger of retaliation- reluctance b.c of loss of trust - slows operations of company - discourages search for bad news.

Rare to mandate whistle blowing.

Dir’s have obligations to 1) keep informed 2) look and find out 3) maintain familiarity with financial position.

4. Misfeasance:  Smith v. Van Gorham: [Van Gorkom = President of TransUnion Corp., approaches Pritzer to buyout Trans Union.  Directors approve the deal, but someone says Board Negligently approved the deal with Pritzer.  Bd. sued individually by the shareholders, but 90% of the Board approved the deal.   

4. Facts = TU has tax credits that it can’t use, so want to sell themselves to someone who can or do a Leveraged Buy- Out.    VG tells P this is a perfect company at $55.  Senior Management pissed off.  VG doesn’t care because he’s about to retire.  To avoid a management buy-out, he gives the Board 20 minutes.  Bd at least wants an option - but VG gives P a no-shop provision - no information to others provision - contingent on financing (way out for P) and lock-up for around 20 million dollars.  Reorganized later to knock out the no info and no shop provision - but P screws them by inserting a provision requiring every other company to be fully financed to be considered. (impossible).  P wants to make it looked informed, but not allow other offers.   Offer from GE and KKR dropped - did VG talk to them?  Shareholders voted on just the one offer.  Ct doesn’t buy the sham auction. 

4. Analysis:

Whether BJ is an informed one (to get BJR). 

Test, whether the directors prior to decision have informed themselves with all material available.  (here, directors were grossly negligent for failing to know intrinsic value of the company and VG role in the process).

Premium alone is not sufficient to assess fairness of offering.

Market Test - to confirm 55$ a good price stupid b/c P had a lock up messing with it already.  (tough also to get full financing that P required during the short time period).

Board should have talked to an investment banker about the correct price, not an attorney.

Did later Bd. Conduct, if informed, cure prior mistakes?

Later actions, and negligence in signing an unread document- decreased the time for an auction to occur.  So really again uninformed.

Not curative.

Did Stockholder vote save the transaction?

Without BJR, the transaction is voidable and can stand if ratified by a majority vote of the shareholders if fully informed.

What is fully informed?  Turns on the fairness and completeness of proxy materials submitted by management to the shareholders..

Not full informed here b/c - 1) Lack of knowledge by Board itself about intrinsic value 2) Never told that amount was to justify a leveraged buy-out.  3) not a “substantial” premium.

Final Result: Directors breached their fiduciary duty of care by 1) failing to inform themselves (thus no BJR ) and 2) failing to disclose all material information a reasonable stockholder would find important in making a decision to approve the transaction.  Once the directors lost BJR protection, than shareholders can argue that there was a breach of duty of loyalty or a duty of care.

4. Result:   Settlement for 23.5 million - Pritzer paid 13.5 million and insurance company paid the other ten.   Major Impacts of VG: 

4. Investment Bankers are making a lot more fairness opinions.

4. Director and Officer liability insurance went up by around 600 to 800%.

4. Duty of Care: Once you’ve lost the business judgement rule.   Loss of BJR means that the Directors must prove entire fairness (in price and process of the transaction).  The mere fact that the board is uninformed doesn’t mean transfer unfair.   Cede Co. v. Technicolor and Cede II.

4. Cede I. 

Chancellor Allen says that while the plaintiffs got past the BJR, there were two problems.  Couldn’t prove cause- but for the misinformation, a different result.  Also couldn’t prove injury - Damages.

S. Court - If uninformed, you lose the business judgement rule.  There is no requirement that a person prove injury in order to shift the presumption, or the BJR changes from a procedural standard of review to a substantive rule.  

If there is a breach of the duty of care (failure to inform themselves) than directors lose the business judgement rule and must prove transaction was entirely fair in both process and price.  If the directors can’t prove entirely fair, then Pl can get recessionary damages - equitable and monetary relief.

4. Cede II
Allen complains that now in DE a corporation is in a weaker position than that of a regular tortfeasor b/c the plaintiff doesn’t have to prove damages or causation.

He acquiesces that the standard of review is fairness, but simply being uninformed doesn’t mean that its fair.  Thus, directors here carried their burden of showing entire fairness. 

4. Benefactors of VG and Cede:

4. Investment Bankers - fairness opinions (based on future earnings) (discounted changes account for a range).

4. Shareholders: better off because they do not got a low-ball offer and fairness opinions give them some time.  

4. Directors - arguably, the time gives time to think.

4. Director Liability Statutes

4. Article: While these legislative actions appear to be rolling back on the duty of care, in the right perspective they’re less far reaching b/c

4. Shs already had little protection for their concerns b/c of the BJR

4. These statutes protect directors from a new type of corporate decision b/c of the wave of takeovers.

4. They are consistent with the nature or the corporation itself. 

4. Most statutes only apply to directors, but not officers leaving VG intact.

4. Most statutes just limit personal liability - not insulating from underlying decision -- leaving equitable relief intact.

4. Many statutes do not permit the limitation of liability for a breach of the duty of loyalty.  

4. Shareholders have to vote for charter provisions limiting liability in Del (opt in).  If there is an opt-out statutes, the Bds failure to put it to a vote can be questioned as self-interested.  

4. Statutes:

4. Exemption:  Del. §102(b)(7) - A provision eliminating personal liability of a director to the corporation shall not limit or eliminate liability of a director (not officer) for a breach of duty of loyalty or acts that involve intentional misconduct.

4. Stops damages, but not injunctions.

4. Can get past by framing the issue as an exception.  

4. Must Opt-in - Why would shareholders do such a thing?

4. Sh/hs may fear the cost of endless lawsuits

4. Insurance premiums will increase.

4. Opt in  - Shareholder will prefer no to all liability, but they would also prefer other options - but Directors with agenda seeing authority control.

4. Insurance:  Del. § 145 (g) - Corp can get insurance for anything.  However, there is virtually no insurance for breaching duty of loyalty because this would encourage bad people only to buy the insurance.

4. Insurance not entire because director still must pay the deductible.

4. Keep in mind that the shareholder will sue if the corp. is insured more often, but if under §102(b)(7) than shareholder can recover nothing. 

4. Duty of Loyalty: The self dealing paradigm

4. Duty to Whom?

Traditional Answer: A loyalty to the corporation and its sh/hs.  Lately, there have been Constituency Statutes - but not in Del.  However, even if corporation considers their community, must usually be some benefit to the sh/hs.

4. The Self Dealing Paradigm:

Self Dealing transaction no voidable solely b/c interested, providing it is adequately disclosed and approves by a majority of disinterested directors or shareholders. 

Del- approval of the interested transaction by disinterested directors after full disclosure extends protection of the business judgement rule to the transaction.

Del § 144 - No self dealing transaction voidable solely for self interest if: 

1) Materials facts and interest disclosed, and disinterested dir. on Bd. approve.

2) Disclosure to “disinterested” shareholders and ratified.

3) Its fair at time or approval or ratification. 

ALI §5.01 - interested parties are under a duty of fair dealing - appropriate disclosure. 

4. The Importance of Disclosure:

Hayes Oyster v. Keypoint Oyster Co.: (VH, an officer, does not disclose to Coast that he is involved in the purchase.  The new Board sues, not wanting to void the contract, but just to get VH’s secret profits.  

Two things necessary for BJR:

1) Must disclose to directors if interested

2) Authorization/ Ratification of interested deal.

A transaction involving corporate property and a interested director is not voidable if the director or officer can show the transaction was fair to the corporation.

· Nondisclosure is prima facie evidence of unfairness. Intent to defraud or actual injury resulting from the violation of the fiduciary obligation if not necessary.  

· In Del. a different approach - Voidable Doctrine - Coast has the option of undoing K for failure to disclose, but director has option of proving it was a fair price and process. 

Whenever a Director acquires value by virtue of his fiduciary relationship, corporation can void the contract or get the value.   Shareholders and other directors are entitled to know when one director is interested.

Regulation S-8: A director must disclose deals where they have an interest over 10%, or its securities fraud for failure to disclose  - possible jail time.

Policy:

1) Can’t watch the directors all the time. 

2) difficult to discover - low chance of detection so lets deter them.

3) Proving fair price is quite easy, so Coast’s remedy of giving up secret profits is a better deal.

4. The consequences of shareholder and board approval.

SHAREHOLDER APPROVAL

A majority of disinterested shareholders can authorize or ratify self dealing transactions, limited by waste. 

In re Wheelabrator Technologies
Shareholder ratification of “voidable” conduct extinguishes claims when:

1) Good Faith Act but exceeds the Board of Directors authority/

2) Director failed to reach an informed business judgement

Otherwise, the burden shifts the standard or review.

Two kinds of DoL ratification decisions:

1) Interested between corporation and director.

· Approval by informed, disinterest SH invokes the BJR.

2) Interested between corp. and controlling shareholder. 

· If parent subsidiary merger, D must prove entire fairness.,

· IF usual controlling sh/h, Pl must prove its unfair (burden shifts - flip of entire fairness_

DEL has never said that SH ratification automatically extinguishes claim for breach or DoL --- there must be some review.

Increase standard for directors, and lower burden for shareholders is because the potential for process manipulation by controls shareholders justifies judicial review and process protection. 

DEL § 144.   Once Disclosure, 2 option exist:

1) Disclosure, and the Board of Directors does nothing - the Defendant must prove the transaction was fair

2) Shareholder approval after vote. . . 

A.   Director    ----   rates BJR

B.   Controlling Shareholder --- Pl must prove transaction not fair because of the potential for manipulation.   Its difficult to prove unfair because usually there’s a range.  

Khannas summary of Four Standards:

1) No disclosure by Board, Bd. must prove entire fairness, but presumed unfair 
b/c of lack of non-disclosure.

2) If disclosure with no approval, still must prove entire fairness.

3) Disclosure, approval and its an interested director - the action gets BJR

4) Disclosure, approval ad interested controlling shareholder, Pl must prove 
unfair. 

DIRECTOR APPROVAL

	
	RMBCA
	ALI

	Disinterested BOD Authorization
	BJR protection
	BoD must have reasonable belief in fairness of transaction (subjective)(softer version of entire fairness).

PL must show that disinterested director could not have reasonably believed trans fair to corp.

	Disinterested BOD Ratification
	BJR (approval before or after doesn’t matter)
	Dir. must prove Entire Fairness


4. Policy Considerations: 

The ALI above has different standards to give directors an incentive to disclose beforehand - to shape behavior.   The Drafters of the ALI believed that if no approval, a rule of fairness w/o disclosure decreases decisions by corp, and increases the courts role, and court could simply say price range of $ if arms length deal.  So the person must disclose, or the test is lower, and entire fairness. 

ALI also believed that should be some fairness review when there is approval because:

1) the collegial atmosphere

2) the comraderie

3) if self interest transactions substantively unfair, we know the directors 

are not disinterested. 

2 effects of approval to the ALI:

1) Burden shifts to the PL:

2) Standard Changes.  

4. Corporate Opportunities Doctrine and executive compensation:

4. Corporate Opportunity Doctrine: Issue: whether a opportunity should be considered a corporate rather than a personal opportunity, and thus off limits.

Common Law: tests like Line of Business - Fairness - Interest or Expectancy.

4. Officers and Directors
Broz v. Cellular Info Systems Inc.: [Broz learned of opportunity outside the corporation.  CIS bankrupt, PriC not stable, and Broz didn’t have to think about PriCell.  CIS had no clear interest or expectancy (they were selling); no obligation to PriCell.]

Broz was required to consider the opportunity as exited when presented Broz had no duty to consider Prechill b/c:

1) Timing - the negotiations began before PriC was in the picture

2) Potential Conflict of Interest - a contrary holding would limit directors ability 
to operate independently.

3) He would have to speculate about their interest.

Director of a target company has no fiduciary duty to buyer company.

Director can be shielded from liability by offering the opportunity formally, but a failure to present the opportunity doesn’t necessarily result in impropriety.

Corporate Opportunity Doctrine: O or D may not take business opportunity if:  (no one factor dispositive)

1) Corp. financially able to exploit the opportunity.

2) Opportunity is within the corporation’s line of business

3) The Corporation has % or expectancy in the oppt.

4) Conflict of interests arise.

Sinclair Oil [ Sinc. owns 100% of SincInt and 97% of SinVen (Venzuela)(minority shareholders have 3%).  Sinc orders SinVen ro pay high dividends and forces Sinven to do business with SincInt.  Minority Sh/hs concerned b/c 1) high dividends - money being sucked out of business, and Sinc taking corporate opportunities]

Because of Sinc. as a controlling shareholder (fid. duty), the relationship must met a standard of intrinsic fairness when there is self dealing.  Sinclair must prove that all transactions with SinVen were objectively fair.  

SinVen minority:

1) Argues high dividend self dealing (but not when minority also gets the high 
dividend).

2) Corporate Oppt Doctrine - Pl was unable to show a business opportunity that 
went to SinVen individually, so Sinclair or BJR.

3) This was self-dealing b/c Sinclair forced SinVen to do business with SinInt.- and when SinInt breached contract, SinVen not allowed to sue.  Because Sinc. got more when money with SinInt (100) than when $ with SinVen, Sinc. had to prove that the decision not to enforce the contract was intrinsically fair to minority shareholders.

From Sinclair we learn two things:

1) Corporate Opportunity Doctrine does apply to Controlling shareholders.

2) Self - Dealing also applies to Controlling shareholders.  

4. Executive Compensation:  

This appears to be a straight self dealing transaction; but if disinterested directors of the shareholders approve, the taint is gone and the board’s decision is protected by the BJR.

· To accomplish the appearance of disinterested directors, the Board creates a Compensation Committee, and stacks it with all outside directors. 

· Public Disclosures are required about the compensation of the corporations to 5 officers, to the shareholders have some numbers to compensate.

An example is given of an executive employment agreement, which gives a golden parachute: when the company changes control, he gets two years severance pay- and this is valid if through compensation committee.   This agreement allows the employee to leave for “good reason” - which is not really an enforceable standard.  

Golden Parachutes: 

Purposes:  1)  A disincentive to future takeovers (increases the price) and deters shareholders from voting the executive out.  2)  This clearly entrenches the managers.  3)  Companies agree to these Golden Parachutes in order to gave executive an incentive to make a long term commitment.

The only way you can attack is to say that the GP is waste - hard though

.  

Stock Options: and Other Examples of Executive Compensation:
Stock Options:  Incentive Scheme tied to making managers work harder.  The Option gives the mgr the ability to purchase the stock at a low price, which they can exercise when they desire.  This if the stock goes up, they make a tidy profit.  However, if the market price of the stock goes down, than they mgrs will not exercise their options.  

There are other alternatives:

1) % of net profits.

2) Bonuses - corporation must determine performance - options might be better because no valuative problems. 
Michelson v. Duncan: [In 1966, the Bd. created a stock option plan.  Staggered options so Bd. will look long term and corp doesn’t want all the money going out, because it would dilute assets.  Later, the Bd. made changes as the stock price dipped far below the option price, and then the Bd. created an all new Amended Plan.  In response to this law suit, the Bd. got delayed shareholder ratification, although not unanimous.   However, waste claim not kicked out on summary judgement because no consideration.]

A Valid shareholder ratification (not lacking in fairness or procedure) can cure unauthorized acts of officers ans directors, except when there is a claim of gift, waste of assets, or fraud.

To be valid ratification, shareholders must be informed.

When waste claim, and there are genuine issued of facts about the existence of consideration (for the options), a hearing is needed w/o re to shareholder ratification.   There is a strong resistance to summary judgement when waste is alleged. 

Pl argues 1) Lack of authority - later sh ratification fixes.

2) Void for lack of Consideration - waste - 100% shareholders approval necessary before court will say waste ok. 

Del § 157 - in absence of fraud, Board decided sufficient consideration.  However, no consideration is insufficient, - must be some for Del § 157 to apply.   

Michelson Highlights two problems with options:

1) Share price doesn’t really reflect the performance, because of market effects

2) Very few managers have effect on creativity.

How to avoid Michelson Result:

1) put in initial plan about Bd. adjustments for a falling market.

2) tie option price to an outside indicator, like derivative securities do. 

4. Federal Regulation of Executive Compensation

IRC § 162 (m) - if you pay executives over 1 million dollars, the excess must be performance related in order to deduct as a business expense.

SEC proxy rules about revealing disclosure about compensation. 

“Compensation Committee Faces New Rules” New rules require a table with the value of options, and number of shares acquired by each named exec in the last fiscal year, and the possible payment from golden parachutes in contracts.  Compensation Committee Report: discussion of bases for compensation, and description of policies.  Also Requires a performance graph for the company vs. an index of peer groups.  Table must happen if repriced options.  Must also disclose compensation Committee interlocks (or if the CC has insiders or former officers, and interlocks between companies and directors, etc.    For CC. must consult financial, and outside directors, 

4. Shareholder suits: the costs and benefits of private enforcement.

4. Introduction:

Two classes:

1) Shareholder Class actions = direct suits against directors and officers b/c of harm to the 
Shareholder individually.

2) Shareholder derivative suits = actions against officers and directors, brought on behalf of the corporation.    Most breached of fiduciary duty injure the corporation, so can only give rise to derivative actions.  

4. Sh Derivative suits: brought on behalf of the corporation against directors, officers and 3rd parties. . . The sh/h tries to force the corp to take action itself, because the corporation has not taken action (If corp. sues, than no der. sh. suit)  Only needed for minority shareholders that may have different interests, to legislature created controls.

4. Three Types of Controls on Shareholder Derivative suits.

4. Standing requirements.   

4. Fees and Rewards  

4. Legal fees are granted for a win, because small shareholders could otherwise not sue (small increase in stock gain, but huge attorney fees).  Bounty hunters.

4. Legal Screens 

4. Demand Requirement -- Special Litigation Committee = procedural requirements designed to allow dirs. to review suits. 

Why do we need controls?

Three Problems:

1) Agency Problem - the board is the shareholders agent.

2) One shareholder represents all.

3) These suits are often driven by the attorney.

When are Derivative Suits in the Shareholders’ Interests?

Presumably sh/hs prefer them when they increase corporate value -- when the benefits outweigh their costs to the company.

Benefits:

1) Recovery - its in the corps interest to recover money when its lost.

2) Deter wrongdoing (logic = threat of suit will deter breaches of Duty of 
Loyalty - this benefits all corporations).

Costs

1) Litigation costs - shareholders attorney realizes tat I can get legal fees 
recovered from settlement, making a profit.

2) Insurance Costs - premiums for liability insurance of D & Os.

3) Raise the costs of hiring managers.

But no party actually weighs the above costs and Benefits before considering whether to sue.

THE CONTROLS (THREE)

4. Standing Requirements:

1)  Pl must be sh/h at time of wrong:   the “contemporaneous ownership rule.”  

· to discourage shareholders from jumping into corp to get standing to sue

· when wrong occurred - S price decreased, but if you buy in now, the wrong is already reflected in the price you bought 

2) Sh/h pl must still be a sh at time of suit

· B/c when you sell you no longer bear any of possible costs of the suit (don’t want opportunistic behavior).

3) Demand on Board - meeting the demand requirement.

· Assuming that board makes bad decisions, shareholders should try for a different decision with the Board first, and if Board continues, then the sh can sue.  

4) Sh/h must have no obvious conflicts of interest.

· Can’t sue your own company  

Should there be alternative standing rules?

How bought allowing only the largest shareholder willing to bring suit lead the charge (makes him bear more of the cost, and if he has enough shares it may discourage the attorney from driving the suit. 

4. Fees and Rewards: reducing the incentives for attorneys to rake over.

Most states follow the American Rule, where each party bears their own litigation costs, versus the European Rule where the loser pays both.   The American Rule says nothing about settlement.

The way the attorney is driven for fees creates a difficult agency problem between the shareholder and the atty.

1) Strike Suit - little merit, simply to extract a settlement and a fee by exploiting the 
nuisance value of litigation.

2) When meritorious claim,  both parties have an incentive to settle on terms that are 
mutually advantageous.

3) Structure of fee arrangements creates agency problems alone. Under the American 
Rule, if you settle, there are two methods:

1) Lodestar - what’s reasonable based on your effort.  What happens is that the 

work 
expands, increasing the hours and increasing your fees.

2) Contingent Fee - often between 20 and 30%.

Fletcher v. A.J. Industries, Inc. [sh derivative action alleging that VH and M dominated the Board, causing corporate damage (CoAs= breach of employment contract).  The companies settle, forcing persons to vote in a particular way, new directors and CEOs, and arbitration for claims, the attorneys to get fees if the corporation received any money.)

General Rule is the American Rule - party prevailing in an action may only recover fees if a statute permits it

Exception to the General Rule: Common Fund Doctrine - where a common fund exists to which people can recovers, an allowance of counsel fees may be properly paid from such fund, so that all benes pay their share. 

· however, in this case there was no money.  

Substantial Benefit Rule - plaintiff atty in a der. action may be awards against the corp. if the corporation received substantial benefits from the litigation, even though not pecuniary which created a common fund. 

· The encouragement of Strike suits is avoided by requiring “substantial” benefits before atty can take fees.   

· To be substantial benefits - ct. doesn’t have to find corporate abuse and correction, simply that the action maintained the corporations health, helped fiduciary relationships, or prevented an abuse which could prej. the corp.  

· Benefits can be by final judgement or settlement.  

Policy: SBR makes sense- because atty helps the client gain, but it encourages quick settlement of the claim.

Insurance for Derivative Suits
The Funds are developed by insurance companies, and officers and directors never, in reality face out of pocket costs b/c the policies have two parts 1) coverage for defense and indemnity- 2) than coverage for what the corp can’t indemnify them for. 

4. Legal Screens on Derivative Suits:
4. Stages:

After the Sh sues:

	Stage 1: two paths 
	Demand Excused
	Demand Required

	Stage 2
	Board Creates a Special Litigation Committee of independent directors
	

	
	Zapatta Two Step
	

	Stage 3
	If there is any settlement - a court or judge must normally say OK - final legal screen
	


Demand Requirement = procedural rule that a complaint in a derivative action must allege with particularity the efforts the plaintiff has made to obtain action desired from the directors.

Special Litigation Committee a judicial construct, that is unlike the demand requirement not triggered in every case.

4. Special Litigation Committee:

Zapata v. Maldonado: [M sues Z for breach of fiduciary duty, and did not demand b/c all the Bd. was named as Ds in the action.  This is in response to a motion to dismiss] 

Sh can do a derivative suit without prior demand when it is apparent that a demand would be futile or directors interested.  A demand, when required and refused (if not wrongful) terminates a sh legal ability to initiate a derivative suit.  Where demand is proper excused, share holder possess the ability to initiate suit on corporations behalf.
But even when demand excused, there are times when an SLC can terminate a suit.  Thus the

Zapatta Two Step: If one, than two.  If one fails, corp. fails on their motion to dismiss.  Court inquires into whether:

1) Independent Good Faith Decision (burden on Special Litigation Committee to 
prove)- If no, than company’s motion to dismiss denied.

2) Courts Business Judgement  - court makes a separate decision, considering the corporations interest along with matters of law and public policy. (intended to thwart where corp. prematurely ends stockholder grievances.).

The court applies its own business judgement because when demand is excused, the Board is interested, and thus their decisions should be subject to a higher screen.   Demand is required only when the Board is independent.  

Corporation has the ability to create an independent committee with all its authority.  Del § 141(c) - so SLC can have a lot of power.

The Special Litigation Committee is less interested when demand required than when demand excused b/c 1) if demand required, the SLC acts earlier in the suit, and their decision is fresher and 2) the Co waits four years to create a SLC b/c their case is getting weaker.  The Court is Most skeptical because the SLC is not really independent- and even if independent, the court wants some ability. 

Policy: The Court here in its second step is balancing the need for corporations to get rid of strike suits that harass that don’t require demand, versus the ability for a corporation to dismiss al suits, destroying any efficiency the derivative action has.  The first step is deference to the BJR.

Joy v. North:   (Zappata follow up)

New Extension of Zapata - now ct. must continue to second step:

Burden is on the corp. to show that the actions is more likely than not against the interests of the corp.  

When ct. finds the benefits (recoverable damage times the probability of an adverse finding) are less than the costs, the case should be dismissed.

Costs to be considered: Attorney’s fees and executives time.  Indemnification the corporation should have to pay is also a cost.  Insurance existence of non-existence should not be considered a cost (b.c premiums already paid).  Potential lost profits from publicity.

Benefits to be considered: Insurance Benefits, possibility of recovery.  Don’t consider 1) Structural Advantage and 2) Deterrence.

Policy:  The Joy test is weird, b/c in the corporations shoes, they would consider insurance costs.   The court also appears to ignore the ex-ante effects, like insurance and deterrence.

Z and J show different standards depending on the courts concern. 

4. Demand Requirement:

Judicial Review of Decisions:   Demand required/ excused scenarios.

Levine v. Smith: Demand Futility [GM bought EDS from Ross Perot, and had to put Perot on the Bd.   Perot criticized GM’s behmeoth attitude and bureacracy.  GM then agreed to buy out Perot to silence him.   Perot got 742 million from GM.  This was a shareholder derivative action suit by a GM sh/h, b/c of the sweetheart buyback Perot got.]

Shareholders must show demand excused b/c futile or wrongful refusal before the BJR doesn’t apply to the a decision of the SLC or board not to sue.

Demand Futile: Aronson test modified

Levine two prong test for demand futility: (either or test)

1) Sh show directors are interested - and could not impartially consider a demand for action (maj. of directors) - particularized facts (financial self-interest or not independent)    OR 

2) Sh cast reasonable doubt on original transaction as a valid exercise of business judgement.

Show Prong 1: by particularized facts: can’t be conclusory.  Improper conduct doesn’t directly equate to interested.  Have to shoe the SLC is interested. 

Show Prong 2: just enough doubt on soundness of action.

Policy: This in part takes away some screening power of the board, and court is doing a merit screen (reasonable doubt).  If court just sees reasonable doubt, then might lead to settlement.

Rales v. Blasband (Del).[Double Derivative Suit - Donahue was parent company or Easco, and Rales Brothers controlled Donahue.  Easco sold notes, then used the money to buy junk bonds from Drexel (Milken).    Easco lost 14 million on the junk bonds.   SH suing was a shareholder of Easco, but E and D merger left SH as a shareholder of D. Using the one step test below, because 3 directors are intertwined, the ]

Double Derivative suit: Sh is in parent co, but wants suit against the subsidiary.  Sh wants RB to pay back loss to Easco, b/c violation of a fiduciary duty.  

Looks like this. . . B wants D to initiate suit against SE, to have SE enforce their rights against the RB.

In this case, shareholder must show that the majority of Donahue Board of Directors (the parent company) are interested.   

Policy: this is a one step test b/c D bd. didn’t make the decision in the first place.  The Two step test not useful here because you’re trying to have the parent sue its subsidiary, and you can’t transfer reasonable doubt from one company to another. 

Tie-up - once you show demand futile, then Bd. can create a SLC, and if you use Zappata to get past, then one to court. 

Del § 220 - must plead articulated facts in pleadings, then have discovery.  Also. its necessary to have a full factual investigation by the board.

Reform Proposals: ALI & RMBCA

Empirical Studies: Conclusions of Romano that 1) Lawsuits don’t have a great pay-off - most settle for minimum compensation - principle benefit the attorneys.

2) The suits don’t have a deterrence effect- managers turnover - managers never really incur the financial penalties themselves, 3) Not really an efficient monitoring system because Bds. with lawsuits less stable. 

4. Summary of Demand Required:

4. Rales - Demand is excused if Pl can show current board is not likely to independent of impartial.

4. Aronson and Levine - when the board being demanded is the same one that approves transaction, can show demand futile in 2 ways.

4. Majority of Directors interested OR
4. Cast reasonable doubt on transaction

4. When Board being demanded is not board which approved original transaction - Rales
4. Just must show the majority of directors interested. 

4. When Demand is excuses, the SLC’s Decision to dismiss the case has BJR, unless Zapata Two Step Met:

4. Independent and Good Faith Decision

4. Cts Business judgement:

4. Broad factors (Zapata)

4. Specific Factors (Joy)

5. The Voting System:

5. Federal Proxy Rule and the Public Shareholder’s Collective Action problem:

5. Corporate Law Foundations:

Shareholders vote on three kinds of things:

1) Election of Directors at annual Bd. meetings

2) Fundamental Changes - e.g. mergers, sale of substantially all assets, etc. to reduce agency costs.   Also Charter Amendments.  

3) Shareholder Resolutions - often proposed by management although sh.hs also propose at times

· Often, management submits things to vote, when no vote is required because the legal rules encourage them to do so.   For example, there is a better chance under the entire fairness test is approved by the majority of the minority.

Voting in Publicly Traded Corporations.

1) Extremes - controlling shareholder of totally disinterested shareholders - there are collective action problems and shareholder passivity.

2) In between extremes you have some incentives to vote.

3) Ballot v. Proxy - proxy gives only a yes or a no, other proxies by other people have 
costs.

4) Voting Regulations - St. and Fed. Proxy Rules (b/c proxies are fairly easy to 
manipulate.)

How does a challenger get on the proxy?

1) Challenger must figure out who the shareholders are

2) There must be a meeting where the sh/hs vote 1) general meeting 2) special meeting - 
called by Bd. 3) Written Consent 

3) Notify everyone of the vote (used to be that a mgr could call a meeting two days away)

4) Quorum Requirement  - number of shareholders who must be present for vote to count.  

5. Note on Voting rules and Quorum Requirements:

5. The Annual Meeting Requirement: Del § 211

5. This guarantees at least some oversight by the shareholders. 

5. Voting by Proxy. Del. § 212 - sh/hs can be present by signing over their proxies to an agent to vote for them.  

5. Quorum Requirements - Del § 216 - 

5. Directors election - no quorum requirement; But for everything else there is a necessary quorum.  This distinction is because of the fear of apathetic shareholders. 

5. Once quorum, still must have a majority of the vote.  

5. Quorum is important because it prevents the directors from calling a meeting for their own purposes and manipulating it. 

5. Why not a Ballot?  - under ballots only done once and its easier to challenge incumbents.  Proxies help incumbents.  

5. Pillsbury v. Honeywell, Inc: [Pillsubry tried to get Honeywell to stop making fragmented bombs.  Sh now wants to put up a resolution to stop manuf. the bombs through proxy.  HW argues no proper purpose.

Del § 220 - a shareholder must have a proper purpose to inspect corporate records.

Proper Purpose - an economic purpose is necessary, b/c a majority are investing to make money.   Policy: A minority arguing a social purpose unfairly decreases the majority share price. This would distract goal of profits, and defeat centralized management.   The court is worried about defeating centralized management.  If social consideration should be considered, put it in the charter.  

Burden for Proper Purpose Test (for shareholder lists and corp. records):

· To withhold shareholder lists, the burden is on the company to show that you don’t have a proper purpose. (burden on crop. b/c cost trivial)

· To get corporate records, the shareholder must prove proper purpose.  (burden on Sh b.c cost/ harm to the corporation could be greater).

Demonstrate: long term interest in profits, or instead of stop making bombs because, bad, perhaps because of potential future liability.  Desire to acquire not proper purpose, but it is to stop waste.  Allege that its to help profits.  

5. Reimbursement of Costs for a Proxy: Rosenfeld v. Fairchild: [Atty has 25 shares in the company, but doesn’t like the fact that both sided in the proxy battle are reimbursed.  Mgmt spent 134 K, and the Challenger spent 127K.   After M lost, the Challenger got the corporation to pay their expenses.]

Society’s goal is to get a challenger to bing a proxy contest when the expected gain is greater than the expected cost of the proxy contest - Reimbursement can effect this. 

Frossel Rule: When Management wins

· Management expenses in a proxy battle are paid if reasonable and incurred in good faith in defense of a corporate policy, not to maintain their positions.

· Challenger expenses - the corporation can pay the challenger expenses if the shareholders ratify - this usually happens if the challengers win.  

Management should phrase the expenditures spent on a proxy battle in terms of policy, not as a personal matter, so that objectively id doesn’t appear a self-interested transaction. 

Dissent preferred Rule: (person/ policy is rubbish) no reimbursement to either except for the amount spent to reasonably notify the shareholders of the facts about the corporate affairs. 

Frossel Rule Incentives: The Frossel rule dampens more than necessary the gain in order to bring the suit.  W/O the Frossel rule, it would give the challenger money whether the win or lose.  

Hypothetical: Assume

1) Ch have a 20% stake in the company

2) If ch spends two million, has a 50% chance of winning.  If less than 2 Mill, no chance.

3) Corp responds by spending two million.

Anticipated gain:

w 50% - cost to sh of expenses (20%)(-4 mill) + anticipated gain x)(20%)

l 50% - (-2 Mil *challenger expense) + 20% of 2 mil.

Gain - 400k + 10%(x)

Loss = -1 mil. + -200k = -1.2 mil.

x = 16 million.   A challenger would have to expect an anticipated gain of 16 million to try a proxy challenge.

But with an alternative, neutral rule, challengers would sue no matter what the expected return.

5. Just before the Vote manipulation:

5. Schnell v. Chris Craft: [Co. changed the bylaws, and as technically allowed by Del. statutes, moved the annual meeting up in time to prevent the consolidation of dissident shareholders.  The shs are seeking an injunction to prevent this from happening.   This is really a surprise attack.]

A prerequisite to changing annual meeting is that its purpose must be equitable. Corporation cannot behave inequitably, and the manipulation of the date to perpetuate their positions is manipulation for inequitable purposes.  

Must no manipulate the voting procedure, b/c all shhs have a right to show displeasure. 

5. Blasius Industries, Inc. v. Atlas Corp.: [Atlas wanted to increase the size of the board, than staff the board with its own people.  The increases in size effectively forecloses the possibility that Blasius can take control with only 6 people.

The Ct creates a new standard to be used when no takeover is in effect (not Unocal) that of entire fairness.  Good faith response to a reasonable threat.

Director action that interferes with the voting process is presumed inequitable.

5. Circular Voting Structures:

5. Speiser v. Baker: [S and B owned part of Chen, that owned 100% of Medallion, which owed 10% of the voting power, 95% of $ of Med.  S and B each owned 45% of Med.  Med in turn owned 42% of Chem.  The system was set up so that S and B had operational and voting control so they cannot be removed.   S & B have only 25% funds , but they are gaining control w/o having 50% stock.  Here B and S are suing each other.   S wants to get rid of B, so S wants Med. to get B out o Chem.  B just won’t show up b/c there wouldn’t be a quorum for Health Med. .  S calls meeting of Med, because he’s CEO of Medallion and thus has 55% of Med, so with Med and S’s shares, he has 52% of Chem - and they could boot out Baker.]

Del. § 160(c) - doesn’t allow subsidiaries voting stock in parent to vote. b/c parent has control of those shares)

Speiser gets past Del § 160 by saying that Med’s vote in Chem by S & B, not Medallion b/c Medallion only has 1)% voting stock.  We’ll get rid of voting control by making it preferred stock.

Baker brings suit.  While Speiser has power to convene meeting, ct concerned with the circular voting because you’re bamboozling Public.  

Ct.  says that this structure still fails § 160 (c) b/c ill/harm the same.  We say Med. Owned by Chem, b/c of funding ownership.  § 160(c) covers capital stock “belonging to the corporation,” directly or indirectly.

Statutes making circular voting structures illegal recognize that the structures deprive the true owners of their voice in choosing management.

Problem: Three corporations intertwined with 25% voting rights in each other, public never has more that 50%.   This structure does not fall foul of § 160 (c).  A does not have majority stake of B - only 25% directly, and 7.5% indirectly.  

A system like this is more preferable than in Spieser, b/c this approach had the advantages of removing the incentive for short term gain only and more mutual monitoring - less collective action problem.

5. One Share One Vote: Prohibitions against vote buying:  

Presumption of one share one vote.   Most states don’t allow cumulative voting because cumulative voting gives a disproportionate weight to certain “minority: shares, and lack of proportion increases agency costs of management.   This impeded changes of control.

Voting Trusts - also impede changes to control.

Prohibition of Vote Buying: you can’t separate the vote from the equity interest - can give an irrevocable proxy, b/c the costs associated and the valuation problems without the benefit of the vote. 

Shreiber v. Carney: [FL wants his holding co. to merge with TI, so he set up a special committee to get BJR.  The committee approves loan for JC to get option (if merger options to stock, taxable rate- so JC wants stock for stock with no tax switch.  J.C. says we have no money to exercise our options, so they ask for a loan from T.I. - at 3.3 million at 5%, this is really cheap with interest rates at 14%.  Shareholders ratified the loan by a majority of the minority (non -interested shareholders) to avoid allegations of self dealing and get BJR.  Pl sues alleging vote-buying - the transaction would be void if you didn’t give them loan.

Vote Buying: voting agreement by consideration to a shareholder where shareholder divorces voting power ad votes as directed. 

Two Historic Principles:

1) VB illegal per se if object to defraud the shareholder.

2) VB illegal as a matter of public policy because each shareholder should be able to rely on judgement of other shareholders Discussion  (security in others voting collective conscience)

· In this situation, there was lots of discussion (individual communications; negotiations; ratification) and the principles should not apply in this case.  

Today’s Approach: an agreement involving the transfer of stock voting rights w/o a transfer of ownership is not per se illegal, but must be examined in light of its objective.  Its only illegal per se if its to defrauded shareholders.

Test: Vote Buying is a voidable transaction subject to test of intrinsic fairness (can be ratified buy shareholder).

5. Dispersed Vote- Buying

Primary Concern: unity of shares and voting rights.

The reason is that if management goes to shareholders - and only needs the first 51%, and the managers offer a low ball 1 cent, Shareholders will take it b/c they believe 51% will take, and it will be a race to the pot.    Managers then will vote to jack up salary, and to benefit their interest.

The prohibitions against dispersed vote buying demonstrates the same concern as in Speiser - you should pay for your own control.

5. Dual Class Recapitalization:

Structure- each common stock with one vote now given one preferred stock with 10 votes.  Shareholders will buy the common with its possibility for increase in price over the preferred with its more control.  Managers then buy up the preferred stock.   

Different when everyone makes deal that reflects the exchange for vote and dividends BEFORE they bought.  

The Dual Class Structure is a great defense against shareholders b/c could have common stock 1 to 1, preferred stock of 10 to 1 per share, and you don’t want to be taken over.

This is another example of managers again using own corporate funds to gain control.

DCR were banned by the NYSE - then allowed briefly until the Sec regulated them with § 19(c).  But § 19(c)-(4) held invalid, so the exchanges just agreed not to allow those with DCRS in some form.

Each individual does not see the problem with DCR, but as a group the care.  This highlights the collective action problems.

5. The Shareholders Collective Action Problem: How Big is it?

5. Introduction: Small shareholders have little or no incentive to replace managers -- the gains from better management are likely to be small compared to the cost of activism.

5. The Market Model: Easterbrook & Fischel:

The collective action problem is exactly what you want, the rationally apathetic.  Proxy disclosure unnecessary.  You want collective action problems because the assumption that those with control and in management have more incentive to perform well than individual shareholders. 

5. The Political Model: Black
Now with Institutional Investors like 10 to 12 mutual funds that do pay attention to the information, shareholder activism is more likely.  More information helps these people monitor, but information through the proxy rules is inefficient because must disclose giving discussion of shareholders about company. 

Legal rules now prevent the institutional investors from taking too large a share of a company, and if legal rules that give an incentive for diversification relax, than large investors will do more monitoring. 

5. Federal Regulation: the Proxy Rules:  

5. Introduction: 

The 1933 act - covers disclosure procedures when in markets for the first time - IPOs.   The 1934 Act- gives us post IPO disclosure requirements. 

The Proxy Rules Consist of Four Major Elements:

1) Disclosure requirements

2) Substantive Regulation for soliciting proxies

3) Rule 14(a-9) - general anti-fraud provision

4) Rule 14(a-8)  - “town meeting” provision

5. The Proxy Rules: Disclosure and Shareholder Communication

5. Roadmap to the Rules:

Proxy - expansively defined as any solicitation or consent whatever.  Exempts 1) solicitation to fewer than ten shareholders and 2) ordinary shareholders who wish to communicate but don’t intent to seek proxies. 

5. The 1992 Amendments:

Reduced the impediments to shareholder collective action.   

Remove interference and cost of discussions imposed by proxies, to more effectively get cases in front of shareholders.  

Exclude certain things from the definition of solicitation; now you can tell someone how you will vote.   Proposed new exemption for a solicitations by or for persons who don’t seek proxies, and are disinterested in the subject matter of the vote (corporation concerned that this would permit secret solicitation campaigns - absent the notice requirement there is a loop-hole.  

Three new modifications:

1) person who owns less than 5 million does not have to file material. 

2) if notice is required, you have three days

3) Officers and Directors soliciting on there own can also be exempted (consistent with goal to allow more discussion.  

Simple announcements of how shareholders intend to vote are not subject to proxy rules. (safe harbor) but doesn’t exclude communications to the media.    Not including speeches. 

Access to shareholder lists:

Registrants are obliged to provide a requesting  shareholder with a list of holders from which proxies have been solicited.  

Requires a separate vote on each matter presented.  

5. Regulation 14(a) question [Tarpers holds 1% of the outstanding shares of HLS, Inc.  Proxy campaign being considered to elect three business professors to board.   TP wants to test the waters, by sending out a circulating memo outlining the campaign.  

5. Step 1: must file proxy statements- SEC then vets the thing- if this happens you merely talk to someone else - it kills element of surprise.

5. Step 2: Talk to Independent Shareholder Services - a public interest organization, and hope they endorse because if they do, the shareholder support increases. 

5. Obstacles - any communication to shareholders calculated to incur a proxy is a solicitation - (if you think you my want to ask for a proxy - so you must file the proxy with the SEC before even talking to the other 15 potential helpers. 

5. 14a-3,4,5 mandate how to talk to people.

5. 14a-11 

5. Overall, try to avoid proxy rules if you can, and this is an extremely costly thing.

5. Shareholder Suits and Rule 14a-9

General proscription against false or misleading proxy solicitations, and has become a federal statutory tort with a private right of action

Three Elements:

1) Materiality - misrepresentation or omission can trigger liability only if it is material

· Material if there is a substantial likelihood than a reasonable shareholder would consider it important in deciding how to vote.

2) Culpability - negligence in some circuits, intentional or extreme recklessness in others.  

3) Causation and Reliance  - plaintiff need not prove actual reliance, but causation is presumed if a misrepresentation is material and the proxy solicitation was an essential link in accomplishing the transaction.

Virginia Bankshares: [ FABI (big bank) owned 100% of BBI, which in turns owns 85% of another bank.  15% owned by the public.  BBI wants to freeze-out the 15% minority, which they can do without a vote- but BBI wants a majority of the minority for public relations.   In proxy, it said 42$ price “high” for the shares.   Sh of smallest bank said this was misleading, in violation of 14a-9, and that smallest board was motivated to keep their jobs, so gave low-ball price. ]

Are statements of Belief and/ opinion actionable per se?

· It must be material misstatement - material if substantial likelihood that a reasonable shareholder would consider it important in deciding how to vote.

· Statements of Reasons, Opinions, and Beliefs can lead to liability

· Pl must show specific statement of reason was knowingly false or misleadingly incomplete.   Proof of disbelief not liability, except when can show that implied falseness. 

Causation: for there to be damages here, the majority of the minority must be the essential link to the accomplishment of the transactions.   (Public Relations and because of a potential conflict of interest - so insulation for a challenge under VA law- ratification shifts burden onto Pl., but neither are essential.

Insulation from state law actions:

· If lie, there’s no disclosure which voids ratification so state law actions exists - there’s no 14a-9 causation.  If no lie- no 14a-9 violation - so nor causation for 14a-9.

Pl’s atty would argue that if lie not discovered, you’re not caught, just obtain ratification and walk away.  Once its discovered, there as state law action, which is probably as shareholder derivative suit, much harder than a state law action. 

5. Rule 14a-8 and Shareholder proposals:  

Town Meeting Proposals - entitling shareholders to include certain proposals in the company’s proxy materials.

Two Categories:

1) Corporate governance reforms 

2) Corporate social responsibility proposals

There are Limitations: like the identity, number of proposals, and length of supporting statement.  

Companies that would not like to include a shareholder proposal in materials ask for SEC to approve omission.  SEC than would send them a no-action letter - won’t recommend discipline and shareholder can respond.  

5. Corporate Governance Proposals:

Carpenters Pension Fund wanted a majority of the board to be independent directors.  W Mgmt trying to omit proposals from their own materials.

Waste Management argues:

1) 14a-8 (1)   Inconsistent with State Law:  This would be disenfranchising shareholders who voted for directors, that would have to be booted for independent directors with less votes.  However, SEC recognizes that the directors can fix this themselves by nominating slates. 

2) 14a-8 (2) - Violation of Law - what if no enough directors. 

3) 14a-8 (8) - Relates to an election - rule says you can omit rules that apply to elections

4) 14a-8 11 - Mootness - just because there is another way does not mean the point is moot

5) False and Misleading - but not really.

SEC decisions:

1) Wants proposal to recommend to shareholders that by-laws be created - concern about 14a-8(1) addressed. 

2) Make sure the proposals apply prospectively.

These exceptions exists - 

4- personal grievance exception - then sue!

5- relevance - de minimis protections

6 & 7 - centralized management functions.

Other exceptions amount to decisions that this could be a waste of time and resources. 

Ability to Amend by-laws through shareholder proposals.  Teamsters 
Shareholder proposal recommending that Bd. after creating a poison pill pass it though a vote.  Sh wins 65%, but Bd. ignores is.

Teamsters say that the State Statute gives the Bd. the power to institute any protective measure.  But another statutes gives power to shareholders to adopt by-laws.

Ct looks at:

1) The first statute doesn’t give exclusive authority for a poison pill, so SH can reject.

2) Shs are generally interested, and limiting the availability of making a takeover impossible, the Ct would be allowing management to entrench themselves.   Shareholders limit the ability of the Bd. to do what they want. 

5. Corporate Social Responsibility:
Cracker Barbell: [Sh recommend to board not to discriminate on basis of sexual orientation (14a-8).   Bd. tries to exclude under 14a-8 (7), arguing that this involves ordinary business operations - this is employment.]

SEC agrees with the Board.  Hiring is part of the company’s ordinary business and thus excludible even though it concerns significant policy implications.

The SEC changed its approach of ad hoc balancing to determine of policy or ordinary business, but SEC no longer does individual balancing..   The SEC at that time would judge exclude if an ordinary business operation was involved.

Later, a company sued the SEC arguing that the change in its policy was arbitrary and capricious.  D.Ct agrees, but it is non reviewable, b/c the no action letter was part of the SEC’s prosecutorial discretion.

SEC went back to a case by case analysis.  This shift back allows the corporation to be a forum for discussion - from a market model to a political model.

The policy of 14a-8(c)-7 is to confine ordinary business problems to management and the board of directors since shareholders can not practically solve such problems.  The SEC also wanted to avoid micro management. 

5. Pound Article:  

In the 80s, if you didn’t like the corporations policies or operations, sell the shares of do a takeover.

Today, there is more of a political market = you can try to turn corp. into a min-Congress, and get management to change that one policy thru a shareholder proposal.    Here, active investors seek to change corporate policy by developing voting support from dispersed shareholders. 

This adds flexibility = if just one thing you don’t like about the corp., you can change that one thing without overturning everything with a takeover. 

Pound then compares the political model to Congress.  Khanna doesn’t agree b/c political interest groups may destroy centralized management.

While the Market model of the 80s was good for investment bankers, the political model is better for lawyers, who are better than bankers at politics.

6. MERGERS AND ACQUISITIONS:

6. Friendly Mergers: the Boards agree and the Target (T) Bd. Approves of the merger.

6. Merger:    A company swallows T company to form one big company.

6. § 253 - Short Form Merger - Parent owns 90% of the subsidiary.   No shareholder vote is necessary

6. § 251 - Long Form Merger - lengthy process because it must go through proxy to get the shareholder vote.  The quicker the better because a third party may try to take the A of the merger.

Steps:  

1) The Board of the T must agree.

2) Shareholders of both the A and the T company need to approve.  Dissenting shareholders get appraisal rights.

3) Formal Legal stuff.

Compensation to shareholders:

1) Cash to T sh/hs

2) A shares to T sh/hs, making T sh/hs now part owners of A.

3) Stock of another company.

6. Sale of Assets:

Del § 271: For a Sale of Assets:

1) Both Boards must agree

2) Sh/hs of the target shareholders vote only.

· A Sale of Assets cost more in legal fees because each assets must be individually transferred.

T company usually dies.

Advantages of a Sale of Assets:

1) You ignore the liability of the T company (unless you’re in the same line of business), but in merger you assume the liability.   So if the T is sued, a 3rd party can’t get to the A.

Disadvantages:

Shareholders may be reluctant to sell assets and keep liabilities.

Appraisal rights are not given.

6. Compulsory Share Exchange:  - can’t do in Delaware.

Structure:

1) Bds. Must approve:

2) Shareholder vote of the target company only unless 20% of the A company’s stock is created to use for the exchange, and then the A shareholders vote. (concern about control dilution).

What happens is that T shareholders lose all of their T shares,. and acquire A shares.  The A becomes a parent company of T.

Triangle Mergers: Del.’s version of the Compulsory Share exchange.

Step 1: A creates a subsidiary - 100% owned by A.

Step 2: gives S shares of A as assets of the subsidiary.

Step 3: S then exchanges shares of A for the T shareholders.  

This merges S and T- and A now owns thru S 100% of T shares.

It really mimics the effect of the compulsory stock exchange.  However, it creates an extra layer of protection from liability.

Reverse Triangle Merger - Timberjack 

Subsidiary makes a tender offer for shares in Timberjack.  Then S would own a percentage of T and do a merger.

Two steps in a Tender Offer:

1) Tender Offer - S offered 25$ for 70%.  Once they had control, S them

2) Merger - 25$ for the remaining 30%.  

Because this is a reverse triangle merger, once merger complete the shares of T disappear since S opens 100% of T’s shares.  

Advantages to a Tender offer - Two step:

1) You obtain control of the board to begin with, so the T’s mind can’t change and you veto any other propositions.  Also, no shareholder vote necessary to accept.

2) T.O.s are less likely to become bidding wars because there is a rush and time pressure.   This is because the offer is Front-Loaded - the A pays a high premium for those who tender, and because often the first % only get the higher price.  The back-end, which often has a lower $ value is for the rest of the shareholders, and at the vote, the A company already has the requisite share % to push the merger through. 

6. Shareholder Protections in a Friendly Deal:

6. Shareholder vote: Most deals (mergers) are contingent upon a majority of the minority vote to get ratification. . . so that the Pl would have to prove that the deal was unfair.

6. Most jurisdictions require a majority or supermajority vote for fundamental business changes. 

6. The 20% threshold for A shareholder vote in a stock exchange exists because the 20% is enough to create a controlling shareholder in a large corporation.  A’s sh/hs should then have a vote.

6. Appraisal rights - usually a dissenter from the merger (often because of price) gets appraisal rights --- but not in Del for a sale of assets.

Procedural Prerequisites to Appraisal Rights:

1) Notification

2) At the proxy, must vote no.

3) 120 days later, Pl can start the proceedings (a disincentive to small shareholders to 
bring suit because a waste of time).

When do the Rights Exist:
RMBCA - with appraisal rights, the corp. should pay the dissenting shareholders now, and if the shareholders don’t like they can sue later. 

Anti A.R. Policy: Because fighting appraisal rights are costly to the A company, arguably the discount the back - end price even more. 

Del Short Form: no voting, but appraisal rights exist.

Del Long Form § 251 - §262 - Appraisal Rights - if you use cash, appraisal rights may be claimed, but if you use stock, can’t claim appraisal rights.

· Policy: the best measure of the value of stock is the market value.  Del doesn’t worry so much about stock as they do about cash.  Downside to this policy: in Del you can offer stock in a merger and not worry about the cash so much.

Harriton v. Arco Ent.: [Sh/hs argue that the A and T arranged a sale of assets to avoid appraisal rights of Del. § 271 - then dissolved the T.]

Ct. follows structure- and there are no appraisal rights in a sale of 
assets.

Justification for Appraisal Rights:

· Tender Offer - majority will approve whatever in step 2, so this is to make sure the minority gets something.

· Merger: concern the board willing to law-ball the minority shareholders for jobs,  board entrenching.   This rights stops low-ball offers.

Valuation of Appraisal Rights: 

Del § 262:  
1) Value of shares at time of vote.

2) Taking out any effect of the merger.  

· The statute doesn’t want the appraisal rights to include the increase in price because of arbitrars simply because of the mergers announcement.

In re Vision Hardware Group, Inc. [Corporation was bankrupt - heavily in debt, and was purchased by another company.  The Pl investment banker said the company was worth 86 million]

Ct. gives the minority seeking appraisal rights 0$ - 

The only reason the company was worth anything was because of the merger - if you dissented from the merger, why should you get any gain.

Calculation of Market Value at this time was by the Del. Block Method - which looked at everything.

Cede & Co. v. Technicolor: [Two step front loaded tender offer.   Vote occurs at time of merger.  When should the share price be valued for appraisal rights?]

VALUE AT TIME OF MERGER< NOT TENDER OFFER.

L. Ct. thought value should be a tie of tender offer, before new management reveals their plan for the company.

D. Ct - the value of appraisal rights is at time of the dissent, only disregarding speculative value.  This thins Del § 262 - transaction is only the merger.  Rationale: you only know who dissents at time of the merger - and the minority may have wanted to participate in the tender offer but did not meet the rush.

Policy: Establishing the value at time of the tender offer discourages tender offers and slows the ability to make management changes.   Any slow down discourages.   Keep in mind that tender offer may be a good idea for the company - the new leader may have a better plan - allowing for more efficient allocation of resources. 

6. Fiduciary Class Actions:

6. Intro: at one time, appraisal rights were about all the remedy that a minority had.  Cash out mergers thus were cheap.

This is a class action so attorneys will take for fees.  With a fiduciary burden on the A company if two step tender offer, can go after A. . . not just T.

Also, recovery is more than with the appraisal remedy - money at time of merger.   With FCA, recovery at time of judgement.

6. Singer: Established a fiduciary duty.   The case also allowed rescissory damages, and placed the value at the time of judgement and interest.  This was a big club.  This was against the controlling shareholder. 

6. Weinberger: the reigning in of Singer: [Signal owned 50.5% of UOP.  Two UOB Bd. members talk to Signal about what price - 24$.   UOB offers at 21$.  Not independent Bd. works on each other at the price of 21$.  Since Sh/hs not told of 24$ estimate, the transaction not fair.]

Majority of the Minority would be ratification, so controlling party no longer had to show entire fairness, but Pl must now.

A) For FCA to Arise:   Pl must allege with particularized facts fraud, misrepresentation, overreaching, bad faith/ sharp dealing. 

When Pl does allege particularized facts, the burden shifts to the D to prove Entire Fairness.

B) When the merger is approved by Maj/ Min or an independent committee, than the Pl must prove entire fairness.  

C) D must prove show Maj/Min or IC was independent and full disclose was made to keep the burden with the plaintiff, of burden shifts back to D. 

Fairness has two aspects: Failure of either in entire whole could lead to liability.

1) Fair Dealing - lack of disclosure presumed not entirely fair in Weinberger.

2) Fair Price  - Ct. rejects the “out-moded” Delaware block method - where each facet given weight then added, and applies the Discounted Cash Flow analysis.   (can argue any valuation method that is generally accepted).  The plaintiffs can consider any non-speculative future value , and the value because of expectation of the merger.  

6. Rabkin: [Agreement with controlling shareholder said that if A bought minority shares in one year, than must pay same price (protects controlling shareholder from lawsuit from selling control premium).  A waited just over 1 year.   Shareholders brought a FCA.  Committee of Ind. Directors (BJR) offer price below what paid, after one year.

6. Ct considered this “sharp dealing” by the majority, and a breach of fiduciary duty.   So during trial the D must prove entire fairness. 

6. Kahn [Acatel has 43% of Lynch.  Lynch wants merger with T.  A wants L to merge with C (also a company held by A).  In A’s proposed merger, A gets more shares.  L establishes an independent committee to get BJR.  IC rejects merger because not a good price.  A negotiated to 15.50 - and when L says not A threatens a small tender offer (since they only need 6.7%)

Ct. held that shareholders in a FCA no longer need to allege fraud or particularized facts.   D must prove entire fairness. 

If merger has majority of the minority or Independent Committee, PL must prove entire unfairness, unless Pl shows no disclosure/ informed/ and independent.

Ct. defines the independence of the committee as the “power to say no.”  IN other words, Ct will look into the facts to see if the Company was truly independent. 

6. Weinberger Valuation

6. Problem - at the time of the tender offer, it is hard to judge what shareholder $ will be at time of judgment of the fiduciary class action.  This discourages tender offers, and encourages the low balling of the minority.

6. Control: 

6. Control Premium 

Why is a control premium paid?  The new controller either envisions themselves a better manager of a better thief.

Control Premium different than tender offers b/c in a tender offer, the offer goes to everyone in the company.  In these situations, you negotiate with only one shareholder, and there is no corporate machinery in the way.

Common Law Doctrine  The Controller keeps the premium, and does not have to share with the minority.  Market Rules.

· Zetlin: “absent looting, conversion of a corporate opportunity, fraud . . . a controlling shareholder is free to sell that controlling interest at a premium price.

· Facilitates transfer of control - incentive to sell

Relaxations / Exceptions to the Market Rule:

6. Corporate Opportunities:   Perlman (unusual) [Newport Steel during the Korean war was subject to price controls, but their CEO concocted a plan that would allow steel buyers to purchase future steel with guaranteed output for loans, which the company used for improvements.   Buyers aggregated and formed a company, that bought the CEO’s controlling shares of Newport for FMV + control premium.  Min. sh/hs argue that once Buyers get Newport, they will no longer follow the plan, and it will be for naught.  Thus, the CEO sold his own plan, and this was a corp. opportunity or asset that belonged to all the shareholders.   We should share in the premium.]

Ct: The controlling shareholder owes a punctilio to the minority.   The A company was a better looter that the Controlling shareholder.

D liable for the amount of the control premium that was accountable to the corporate opportunity. 

Easterbrook and Fischel

Perlman suspect - wasn’t under the EMH the corporate opportunity already reflected in the price of the stock.  
Not in Use - Equal Opportunity Rule: B would offer the same price to all other minority shareholders - it would defer looting of corporate assets, but is also may discourage managers from purchasing a new company.  

6. Sale of Corporate Office: 

Carter: [management of a company sells 10% of the stock at a price above fair market]   Approved by courts b/c 10% could be control.  

Brecher v. Gregg [Gregg had 4% of company, stepped down and promised to have the buyer elected to the Bd. for a premium price]

In this case, 4% not a controlling shareholder so that the Officer is really selling his office, which is contrary to public policy and illegal.   This is similar to vote buying.  If you get control without paying market price for it, your incentives may be skewed.

6. Looting:  

Harris v. Carter: [Carter knows his company is worth something.  He sells shares to M (notorious looter).  Carter resigns from board, and Mascolo replaces him (M has immediate control) and loots the company be selling good assets, than self-dealing transactions.  M purchases shares by shares of a shell company with no assets. In one year M promises to merge Carter and shell company  back into the company, but the assets are 0$.   Shareholders got screwed.]

Ct: The controlling shareholder, Carter had a duty to protect the minority shareholders that arose when he should have had a reasonable suspicion.  Carter thus breached his duty of care by not performing a reasonable investigation to protect the minority shareholders. 

Policy: maybe the only way to control M is to put a duty on the controlling shareholder to make sure that buyer is not a looter.  Del is trying to find a way to control these deals.

6. Summary 

6. Effects of EQ sharing - deters looters (entire company must be bought)and some “good” new controllers.

6. Effects of the Market Rule - All good ne controllers go ahead, plus some looters (so no new rule perfect).

6. Delaware: Market Rule w/ Exceptions when looting looks likely

6. Corporate rule - sale of office - possibility of looting

HOSTILE TAKEOVERS - 

6. Tender Offers and the Williams Act:

6. Tender offer:

Defined: offer of cash or securities to the shareholder of a public corporation in exchange for their shares at a premium over market price (analogous to a control premium).

Concern: Tender Offers create pressure to be the first shareholder to tender, because this is the prisoner’s dilemma - you can’t trust the other sh/hs to hold back.

Saturday Night Specials were banned by Congress, so the Williams Act - intended to provide shareholders with time and information - and to give market early warning.

6. Williams Act:

No definition of tender offer - Congress did not wan to be under inclusive.

Four Principle parts:

1) 13(d) - Early Warning -   if you are a 5% of more shareholder and want further shares, you must inform the SEC.  (hence, early warning to the company).

2) 14(d-1)  - Disclosure of financial plans (who, what, when, where, how) before the offer to let the Target know exactly what you expect (and some money).

3) 14(e) - Antifraud - don’t lie about what you are doing.

4) 14(d)(4-7)   Terms of the tender offer.

· Open for 20 business days minimum.   b/c “hasty t.os more likely to be ill considered decision making.  

· Give the corporation the opportunity to get competing bids.

· If an individual tenders, than can pull out if a better deal within 15 days.

· No mad rush - if oversubscribed, than all tendered purchased pro rata in order tendered.

Since the SEC is trying to create an auction, they want a tender offer to move quickly.  

6. What is a Tender Offer?  

Not defined in the Williams Act.

Brascan v. Edper [E purchased 24% of the B through the open market.   E was Canadian, so most of the Williams Act didn’t apply, but 14(e) antifraud applied if the purchasing of the shares on the open market was a tender offer.   Edper told the Officials that they were not planning to purchase anymore of B’s stock, but did so the next day.  B claims that this was a fraudulent, and deceptive act.   E argues successfully that the purchase of shares on the open market, and directly to institutional investors in negotiations are not tender offers.]

The SEC promulgated 8 factors for determining whether an action was a tender offer and thus subject to the Williams Act.

1) Active Solicitation of public shareholders but here only institutional investors.
2) Solicitation for a large % of stock

3) Premium over market price - yes - but only slightly
4) Terms are firm but terms here were negotiated in bulk
5) Contingent on a fixed number of shares yes, but number wanted was fluid and 
negotiable.
6) Offer Open for a limited period of time not
7) Pressure on Shareholders not here because they were dealing with large institutional 
investors.

8) Public announcement of a purchase program no public announcement here
Policy: Why even worry about the minority?  Because its too easy to low ball people.  People are  less likely to become minority.  People are  less likely to invest money in companies/   Investment in companies leads to economic growth.  Shareholders only partly know the risk.

6. Choper - distinguishing Brascan from Wellman’s 8 Factors

6. Open Market Purchases: Choper thinks open market purchases should be treated like tender offers.  

In Wellman, they went to shareholders and did private negotiations, which lacked all pressure.  This should factor only slightly in defining a tender offer. 

In Brascan, actually greater market confusion and smaller premiums.

Justification for a broader interpretation of tender offer may be desire to control share premium among shareholder by discouraging institutional solicitations in private.  

6. Market Sweeps:

Hanson: [ H makes a tender offer for SCM, SCM management offers a  LBO - Hanson calls of its tender offer, but when the market price falls, H buys 33% of the shares.   This killed the arbitragers.  When H pulled out, so did SCM.  H then pulled private negotiations to buy off arbitragers. ]

This did not meet the 8 factor test, because no contingency, public, or fixed time. 

SEC reconsidered with § 14d-11, that prohibits a bidder from purchasing in the open market for 30 business days after the bidder makes a public announcement that it is discontinuing or withdrawing its offer.  This gives time for an auction of the arbitragers shares (who won’t wait).

6. Self Tenders:

CCH: company itself buys its own stock, as a defensive measure depleting assets and lowering the number of outstanding shares.    Once stock purchased, less for A to get, and company will pray for a white knight.  

SEC - same regulations as a normal tender offer.

6. Bebecuck v. Easterbrook and Fischel: Is the auction that the Williams act creates a good thing?

B response to E and F’s claim that a first bidder searches less under an auction system.

E & F argue that if you can’t keep what a first bidder finds, why would you work as hard to find companies when you may lose.  The First bidder doesn’t get the difference the company does.   You want people to search for potential targets because it benefits shareholders.  It also gives managers an incentive to work harder or lose their jobs. 

B responses that these losses are offset b/c

1) The toehold of 5% allowed by 13(d) without disclosure means that the first bidder can tender to others, compensating for the search.

2) Investment Bankers usually bear the cost and take a commission no matter who wins. 

3) Managers won’t lose too many opportunity costs. 

To B, less bidder search not always a negative.   A first bidder looks for two kinds of benefits . . . 1) Private Benefits and then 2) Social Benefits --- a private person switching wealth is not a social benefit.   B believes PB will be what’s lowered, , , the tax private benefits, monopoly private benefits. . . these are private benefits which are not good from society’s standpoint.

6. Kraakman

People are willing to pay premium when:

1) Acquirers think they could better manage assets

2) Share Price is off (discounted)

3) Or Just paying too much (stupid)

Shares may be trading at a discount because: 1) current managers are not investing sensibly 2) Efficient Market Hypothesis - maybe its not working all the time.   

3) Noise trading, like in Internet stock.   If not working, sell at a discount. 

Kraakman doesn’t believe that its possible that management changes will increase profits by 50%.

6. State Takeover Statutes:

6. Control Shareholder Acquisition Statutes:

6. Reduce Voting Rights when over a certain shareholder % or control.   There is a Penalty for more control.

6. Fair Price: cash out point - concerned with a cashout merger.  

6. If you want a cashout merger, you need a supermajority vote or a fair price (same as the tender offer).

6. An A would then need enough cash to buy out a T 100%- making the two step merger uneconomical.

6. Moratorium: Once you purchase more than 15% of a company, you’re not allowed to merge that company for 5 years (NY) so as a result you must pay the interest on those bonds for five years.   Del - no merger with the controlling shareholder for 3 years.

6. The Moratorium prevents the junk bonds and bust ups.

6. Junk Bond - 2nd class company issuing debt, and because of their questionable credit risks, they sell for less than face amount.   Often used to pay out the back-end of a merger - same face value.

6. Bust-up: When management now thinks company better when sold as parts.  Company goes under, and layoffs follow.

6. Redemption Rights: once you acquire 30% all other shareholders entitled to demand an amount of cash equal to fair value.  

6. Constituency Statutes: In case of takeover, director doesn’t only have to think of their duty to shareholders. and no in these states a Director can base their decisions on the interests of whomever they want. 

6. Tremendous benefit to managers - more protection. 

6. Defensive Measures Taken by the Company:

6. Unocal v. Mesa [TBP owns Mesa - Mesa Owns 13% of UNOCAL.  Mesa offers a Two Tier-front loaded tender offer for other 37% - at a premium.  Back end is junk bonds.   U gets fairness opinion, which tells them not to take the offer.  U does a discriminatory self tender offer, at 17$ more a share, with its debt financing that says 1) we’ll pay this if Mesa gets 50% of shares, and Mesa cant participate in our tender offer.  Mesa doesn’t like the exclusion.]

Way structured, the Bd. pays nothing unless Mesa gets close to fully getting their tender .. but shareholders also don’t get 72$ because shares must tender first to Mesa.  (Sh/hs caught on and this provision was waived).  Mesa also unhappy because if they do succeed in tender offer, the other shares will cost more, and Unocal will be worthless (heavily in debt) with fewer assets.  TBP won’t go ahead.

Self tenders are allowed by the Williams Act, so TBP must sue for breach of fiduciary duty.

Defensive Measures will be subject to Enhanced Scrutiny: the Proportionality Test:

1) Must be a threat (objective).

2) Response of the company must be proportionate to the threat.

If Bd. able to show both, than they rate the BJR.  Otherwise, the action is reviewed by entire fairness.

Under Unocal:

1) Threat:  - reasonable - this was a coercive front-loaded tender offer (coercive because 
junk bonds).

2) Response is proportionate to the threat:

· The objective is to stop Mesa’s tender offer - if you let Mesa participate it defeats the purpose.   Thus, the only way to stop them through a s.t.o. is to exclude. 

SEC’s Response - banned discriminatory self tenders.

6. Summary from Last Class

6. Unocal Defense Measures

6. Overview: M tries two-step “coercive” tender offer for U.  U’s directors think price is too low and defend w/ discriminatory counter self tender offer.  (M can’t sell).  If M succeeds, M’s choices are

6. Get 37% - control U but U worth a lot less; M pays too much for U.

6. not get 37% - not getting control but the tender offer is wasted.

6. Law - Defensive Measures subject to Enhanced Scrutiny somewhere between the BJR and Entire Fairness.  Dir. must show:

6. Reasonable Threat - “yes” - a low-ball tender offer is coercive.

6. Response Proportional to Threat - yes, if let in then M has an incentive to try their tender offer. 

6. SEC now bans discriminatory self tender offers.

6. Gilson and Kraakman - where is coercion in Unocal, and how could the court know better than the market, if manager’s claim of the low price is right.

6. Greenmailers: The A buys 15% then announces that they’re thinking of doing a tender offer.  Bd. then pays the greenmailer a higher cost than GM’s cost for him to go away.  Courts realized that Unocal allowing Mesa to “buy-in” is akin to greenmail.

6. Gilson and Kraakman insert:

They’re skeptical of the facts in Unocal, but they agree with the standard of review.   A court couldn’t immediately apply the BJR b/c presumptively the Bd. is interested.   Once the prove proportionality, give them the BJR.

Concern that in Unocal though, that this is not that coercive.  If the market were left alone, TP would win.  If the court becomes involved, the court must believe they’re better,  

Other Defensive Measures:

1) Dual Cap Recapitalization

2) Leveraged Buy - Out

6. Poison Pills:

DEL - these are OK, and they survive the proportionality tests.

Two Versions of the Poison Pill:

1) Flip-Over: Once Trigger occurs (i.e. A gets 20% of T shares) then T shareholders get a rights plan, along with A to extent they own T shares.  This rights plan gives them the ability to purchase A’s stock at a discount when A tries to merge.  This means that A creates more shares.   A may lose some control.  Since Poison Pill is a liability of the company, A must take it with the company.

2) Flip-In - once vent occurs, rights attach with the T only immediately exercisable, and rights are to buy T shares at a discount.  Once these rights attach, A must buy more shares and an increased price.

In theory- can get around a flip in by getting 14.9% and then tender offer for 
86%.

Redemption- if takeover proof, than Bd. totally entrenched.  For this reason, often there will be a provision that the rights can be redeemed for the company by 1cent.  There may be a duty on the Board to redeem at some point 

Dead Hand Pill - only redeemable by the director who initially put the pill in.

6. Revlon v. MacAndrews and Forbes Holding: [Perleman’s Pantry Pride initiated a hostile takeover of Revlon.  R initiated a poison pill, and converted 20% of its shareholders to note holders that barred Revlon’s selling corporate assets without their approval.  After P raised the offer price to induce action by R shareholders, R tried to do a MBO, but couldn’t (the Noteholders would’ve hooked them with a breach of loyalty).  R found a white knight who would also bust up the company, but in a friendly way.    R pulled the pill, But noteholders got involved, and F promised to protect the notes, and R gave F a lock up provison, termination fee, and a no-shop agreement in order to guarantee his success. 

Lock-up provision = like a cancellation fee. . . if another bidder acquires the company, this contract may allow the rejected bidder to buy certain corporate assets at a discount.  

Ct: Poison Pill OK.  Lock-up and Termination Fee Not OK

Unocal is about defensive measure, but here the Bd. is not trying to defend the company but is selling the company - and the Revlon Bd. can’t argue that we’re the best managers like Unocal did to jusfity their actions.    This is a Sale of Control - which triggers Revlon Duties
Revlon Duties: once a company decides the company is worth more with new management, the Bd. must auction to the person willing to pay the highest value.

Lock-up stops the auction here, and therefore is invalid.  However, lock-ups are not per se barred - they are okay if the board receives consideration that benefits the shareholders and is substantial.

Summary:   If dir. decides to sell the company, he must go to Revlon (not Unocal)

Can use lock-up if gets substantial benefit for the shareholders from it.

6. Clarifications:
A company argues that poison pill was necessary to protect its defensive measure, but a court ordered the pills redemption because the threat was not sufficient enough.

Mills:

There is not judicially prescribed method for an auction - whatever method would maximize cash value.

Trigger under Revlon is any transaction that shifted control over the corporation.  

What you give for the lock-up must be worth something, and courts will look closely at the adequacy of the consideration.

6. Paramount v. Time [ Time and Warner arranging a stock deal for a long time.  Time gives Warner a premium - so Time really losing control to Warner.  Time announces deal, and Paramount makes an all cash tender offer for Time.  T rejects P t.o. and no-shop clause (no info in or out). T gets banks not to finance.  T then makes a tender offer for Warner w/ cash.  P can no longer get T’s assets because in debt.  P increased bid to encourage sh/hs to go after T Bd.   Sh/hs do sue, arguing that 1) Unocal breach because of no-shop and 2) Revlon applies becasue of T & W merger.

Which standard?

Ct: Revlon applies ony when threatened break up of the company - Time is not breaking up th compan, but this is in line with Time’s strategic plan.

Summary

1)  Revlon doesn’t apply unless company initiated an active bid process, and 

2)  Revlon applies if company responding to a takeover drops its long term business plan.

So, it all for now rests on whether the company has a long-term business plan - 

If 1) you have plan that 2) existed before the threat, than Unocal applies.   Policy: it doesn’t look like board entrenching.

6. Paramount v. QVC:   When is Revlon Triggered?   If dispersed corporation sells to controlled corporation.   Even if sale part of LT strategy still triggers Revlon. 

Facts: Paramount- dispersed company.   Viacom - controlled by Redstone.  QVC - more large shareholders.   In merger agreement btwn. P and V, P agreed to vacate poison pill, a no-shop provision (can’t talk unless financed - unless violation of fid. duties), a termination fee of 100 million, and a stock option agreement - purchase 19.9% of stock with a questionable not, and a put feature - not capped.   After announcing merger, QVC got interested, and made a merger bid.  Bd. discussed b/c QVC proved financing, and P Bd. discussed.   QVC then filed this suit and announces a front-loaded tender offer, and V’s stock option now worth 200 Million.   P went back to V, and instead of upping the deals $, did not remove the defensive measures.  P decided QVC not in the best interests of stockholders.

Held: The sale of control implicates the enhanced judicial scrutiny of conduct by the board. 

Rationale: A sale of control means that the public shareholders will now be a majority, so they should get a control premium.    When sale of control, corp. has the obligation to seek the best deal, which is more than just cash, but the entire situation’s value.  

Test:   Under enhanced scrutiny  - 1) the adequacy of identifying the threat, and the reasonableness of the actions \ response.  

When corporation undertakes a transaction which will cause a) a change in corporate control or b) a break-up of the corporate entity, the director’s obligation is to seek the best value reasonable available to the stockholders. 

The defensive measures under Revlon must be looked at to see if reasonable and in the best interest of the shareholders. 

Draconian provisions include the note feature, the put feature, and the Term Fee. 

6. Unitrin:

Facts: AG makes a merger bid for Unitrin - whose directors own 23% - Unitirn has a suer majority voting req.  - if someone gets 15%, and tries a merger, it triggers 75% provision for a merger.   Board rejects the all out cash merger.   AG goes public with its offer hoping to spur a shareholder suit, or urge a proxy contest.   Unitrin rejects saying the price is too low, and possible violation of antitrust.   Unitrin then adopts a poison pill, an advance for change in by-laws of 60 to 90 days, a repurchase program to increase share price, and the directors did not take part in the repurchase.  (or it looks like self dealing).

Steps for Unocal Analysis: Analysis of Defensive Measures: (when Revlon not triggered)

1) Reasonableness - Whether reasonable grounds to believe danger to corporate policy.

Reasonable grounds exist when:

1) Opportunity loss - where the offer too fast and T shareholders won’t get a chance to consider increased offers.

2) Structural Coercion - front loaded two step tender offer. 

3) Substantive Coercion - when shareholders accept low $ because they don’t believe what management is telling us.  (be skeptical of this argument)

2) Response proportional to Threat (here substantial coercion)

Draconian - whatever measure you take can’t be coercive or preclusive.

Preclusive - a defensive measure can’t totally stop the takeover.

Coercive - 

Response must be in the range of reasonableness.    Don’t want to second guess.

While AG argues that because of the repurchase, the directors will have 28% of the vote.   Ct doesn’t believe its preclusive because AG can buy 14.9% of the stock, then do a proxy contest and still hypothetically win.     However, buying the company after the repurchase burns the company assets - so AG doesn’t wan to pay as much now. 

7. The Securities Market and Insider Trading:

7. Securities Exchange Act of 1934 - 10(b) and 10(b)5.

7. Apply to overt misrepresentations and insider trading.   There is a private right of action. 

7. Elements of a 10(b)(5) Action:

7. Misrepresentation/ Omission when duty to disclose - Santa Fe
7. Materiality - Reasonable person thinks the information might be important

7. Scienter - knowledge or reckless - Ernst v. Ernst
7. Intent to Defraud 

7. Reliance on the information/ misrepresentation when trade occurred - Basic.

7. Causation

7. Standing - only a purchaser or seller can bring a private action.

7. Santa Fe [ Del § 253.] [Santa Fe owned 95% of Kirby, and IB said that the stock was worth 125, but physical assets at 640$ apiece.  Santa Fe offered 150$ per share to minority, when market price was 80.  

Minority shareholders bring private actions against Santa Fe -   Santa Fe tells the minority that the IB said 640, and you’re screwed.  Shareholders try to expand fraudulent under 10(b)(5) to breaches of fiduciary duties, and the court doesn’t want to pre-empt all Del St. Actions, so the Ct dismisses the action.  

Rule:   10(b) requires a misrepresentation or an omission, and a claim of fraud.   A claim of fraud necessary for cause of action only if conduct can be viewed as manipulative or deceptive. 

· Manipulative = activities intended to mislead investors by fixing the market activities.   Nondisclosure is usually essential to success.   Not merely mismanagement. 

Rationale:   Congress did not create the cause of action; preemption of state law; and slippery slope.        

10(b)(5) does not lie for mere negligence.

7. Basis:   Loosens the reliance requirement. [Friendly merger, that Basic Bd. members denied - to try to quell the rumors.   This fits the misrepresentation requirement of Santa Fe.  Basic’s defense is that Plaintiffs did not rely on the statement when they sold, and plaintiffs contend otherwise.]

Materiality :  10(b)(5) requires that the misrepresentation. or omission must be material.  - of is substantial likelihood that shareholder would consider it important.   Even if mergers just in discussion.   - no bright line agreement in principle test.    Materiality depends on the probability tat the transaction will be consummated - and its magnitude. 

10(b)(5) also requires actual reliance, which is the issue here - does the Pl have to prove each member actually relied. 

Rule: Fraud on the Market Theory:  There is a rebuttable presumption that with publicly trader companies, a misstatement is factored into the price of the shares exchanged, so that even without proving direct reliance by the shareholders, it is indirectly relied upon. 

· Rationale: This is a time savor, and relieves the PL of too much of a burden.  This is also common sense.  

· To rebut, corporation can disprove elements leading to the presumption - sever the link between the misrepresentation and the decision to sell, and its sufficient to rebut the presumption. 

· However, the D will never be able to rebut.  

EMH

1) Speculative Efficiency = a misstatement reflected in the $ because of speculation - SE is based on expected financial returns of the stock price - if over valued or under valued.

2) Allocative Efficiency = share price best estimate of share value.  AE is based on real returns of the company - that the price should be the best estimate of the underlying returns.

In the EMH - prices efficient b/c current price hopefully reflect the future price (SE) and assimilates information about real returns (AE).

7. Insider Trading: 

7. Background: Insider trading is defrauding your fiduciary, so an omission is a violation,

7. SEA 1934 § 16(a) - Disclosure - if person holds over 10% of the stock, they must disclose a trade within 10 days. 

7. § 16 (b) - Short Swing Trading Prohibited  - an Insider Purchase and Sell - ^ month moratorium.  This is a bright line rule, and the insider must return the money if it happens. 

7. Disclose or Abstain rules:   Three theories on when courts should treat insider trading as fraudulent:

7. Equal Access

7. Fiduciary Duty 

7. Misappropriation

7. General Problem - 10(b)(5) requires a fraud or deception - and insider training manipulation meets this when failure to disclose inform amounts to a fraud or deception. 

7. Equal Access Theory:

7. Traders owe a duty to the market to disclose or refrain from trading on non-public corporate information, because of the inherent unfairness. 

7. Rationale: Cady Roberts and Co. for invoking 10(b)(5) here

7. the existence of a relationship giving access for corporate and not personal benefit; and

7. the inherent unfairness involved 

7. Advantages of Equal Access theory:

7. reaches everyone - and victims are all uninformed traders.

7. But why does the unfairness defraud the other traders in absence of misrepresentation or a pre-existing duty   - especially when an edge of this type is why analysts search for information and keep the market informed. 

7. Texas Gulf Sulfer [Drilling company wildcatted a large copper deposit and wanted to buy the land before disclosing their findings - so told to keep quiet.  But officers and directors started to buy]

7. Rule:   I you have access to information (that’s material) that other market players can’t get by their own diligence, you then owe a duty to disclose.   Equal access norm.

7. Problem: is everyone an insider - 

7. Issue: Why is insider trading so bad - the person who is selling their stock would sell even if the directors weren’t buying.

7. Chirrella v. United States [Printer figured out the tarket of a merger, and bought and sold - making 30K.  SEC brings a civil suit, and now is trying to put him in jail.

7. Supreme Court: Chirrella not guilty because he was not committing insider trading. 

7. Rejects Equal Access: You now have a duty to disclose or abstain if you have a relationship of trust and confidence (RETAC) with the company you traded with.   C, as an employee of the printer, had no such duty to the Target shareholders (i.e. the people he traded with).

7. Reactions: under Chirella’s RETAC - it appears that “market insiders”, like Chiraella, can trade without mus fear of sanction.   Also, Chiarella appears quiet on tippee liability (e.g. Dirks Case)

7. Dirks v. SEC - Tippee Liability

7. Tippees, like Dirks, may be liable it he knew or should’ve known that the informant was violating RETAC by disclosing to tippee. 

7. Secrist was not violating his RETAC he owed Equity Funding because he disclosed the information for a proper purpose.   Dirks could not be liable either.

7. This case appears to allow corporate employees to disclose some types of information to market analysts, without being sued by the SEC. 

7. Rule 14e-3 - reapplies the equal access norm in the tender offer context by regulatory fiat if its conditions are met.

7. Rule imposes a duty to disclose or abstain from trading on any person who obtains insider information about a tender offer that originates with either the offeror or the target. 

7. The Misappropriation Theory:  Market Insiders and Misappropriation (complements RETAC)   O’Hagan case:

7. Under Rule 10(b)-(5) you need deception or fraud.  Under misappropriation this requires that:

7. The trader has a fiduciary relationship to the source of the information. AND

7. The traders does not disclose planned to trade to the source (deception element).

So - the person suing does not need to have a fiduciary relationship with the trader.

This seems to create a property right in the source of the information.

7.  Under 14e-3 the Supreme Court defers to the agencies discretion because given power by Congress.

7. Congressional Response to Insider Trading:

7. 1984 Act - treble damages against the insider trader

7. 1988 

7. Bounty to informants

7. Broader private right of action - for 

7. Liability on the controlling person of the insider trader

7. Why ban insider Trading?  Kraakman - 

7. Inefficiency of Insider Trading in increasing the buy-spread (bid - ask spread) charged to all traders.  This results in increased transactions costs of trading and implicitly a higher cost of raising capital.

7. The bigger the spread, the less likely that outsiders will accept (insiders will win so often that the middleman needs to increase the spread)

7. Information Effiency:

7. For markets to be efficient, it need to get as much information as possible, but corps tend to sit on the information.   The market can get information from insider trading by:

7. Trade decoding - watch § 16 a trades 

7. Price Decoding - looking for blips - unexplained price movements means undisclosed evidence. 

7. K response that insides will try to hide movements, and incentives to avoid price decoding.

7. Compensation for The Directors:

7. Allowing Managers to inside trade may align the managers and shareholders interest by giving the managers part of the profits.   Problem, managers can also inside trade and win when the market treats the stock badly.   Also, a corporation doesn’t know how much they paid a person.   Additionally, a manager could reap the benefits of one managers actions by simply trading. 

8. Japanese versus American

