I.  Corporate Law Objectives

A.  Corporate law is mostly comprised of default rules that apply if nothing concerning specific points are not specifically provided for in a corporate charter or bylaws.

B.  Evaluation of Corporate Law:  Fairness & Efficiency

1.  Fairness:  What is and what is not fair is a tricky concept because corporations are voluntary associations of which its participants have, at least in theory, full knowledge of the risks and returns involved ex ante when getting involved in corporate investitures.

i.  In corporate law, allocations of risks are measured by a fairness standard once an entity becomes a shareholder and whether any changes concerning their rights and interests may arise due to their relationships with the other corporate constituents, especially management.

2.  Efficiency:  What is and what is not efficient is also a tricky questions because in a world ruled by zero-sum conceptualization, the issue of to whom corporate law should be efficient is problematic to easily reconcile.

i.  Pareto efficiency:  A change in distribution is efficient when one person is better off without making anyone worse off – but it is rarely conceivable in the real world.

ii.  Kaldor-Hicks efficiency:  A change in distribution is efficient when there is a net benefit when subtracting the aggregate costs from the aggregate benefits – but it does not consider the consequences of loss to those who bear that loss.

3.  Corporate law is said to be fair and efficient when it maximizes shareholders’ wealth.

C.  Corporate form:  The corporate form is said to be a nexus of contracts between its various constituents.

1.  The reason why people decide to voluntarily get involved in this type of contractual relationship is basically economic.

i.  Economies of scale – ability to congregate and amass large amounts of capital and other resources, and undertake operations of massive scales (e.g., mass production and global distribution)

ii.  Reduction of transaction costs – no need to write up a contract every time, especially so in light of the massive scale of business that is characteristic of the modern world.

iii.  Reduction of agency costs – although different forms of agency costs arise, at large, when having in mind the massive scale of modern day corporations, net agency costs are reduced.
a.  Types of agency costs:

(1)  Monitoring costs:  amount spent by the principal to reduce agency costs.

(2)  Bonding costs:  amount spent by the agent to gain the principal’s trust.

(3)  Residual costs:  amount spent to maintain an agency.

b.  Ways of reducing corporate agency costs:

(1)  Limit the discretion of agents (e.g., explicitly listing an officer’s duties and responsibilities).

(2)  Converging the agent’s interests with the corporation’s interests (e.g., stock options). 

II.  Agency Law

A.  Purpose:  Enable a principal to deal with third parties through the efforts of an agent in order to not be restricted from the very fact that one person does not have sufficient time to do everything at once.

1.  Basis is to empower the agent to act for the principal when dealing with other parties, thus becoming a type of alter-ego or representative of the interests of the principal.
C.  Types of agents (R2A § 3):

1.  Special agents:  agents employed for a single transaction.

2.  General agents:  agents employed for a multiple or series of transactions to participate in the general operations of a business entity.


D.  Types of principals (R2A § 4):
1.  Disclosed principal:  third parties dealing with an agent are aware that she is an agent and moreover know the identity of the agent.

2.  Partially disclosed principal:  third parties dealing with an agent are aware that she is an agent but do not know the identity of the agent.
3.  Undisclosed principals:  third parties dealing with an agent are not aware that she is an agent, rather they are under the impression that the agent is the principal.


E.  Types of agencies (R2A § 2):

1.  Employee or servant – subject to principal’s control at a relatively detailed level, thus may make the principal liable for torts committed by the agent.

2.  Independent contractor – subject to principal’s control but generally to only pursue a specific necessity, thus making it more independent in the context of transferring liability to its principal.

F.  Formation:  Agency results from the manifestation of consent by the principal to the agent that the latter shall act on the former’s behalf and be subject to the same’s control, and consent by the agent so to act.  R2A §§ 1, 15.

1.  Implied agency:  The consent necessary to form an agency must be manifested, but need not be express – it need not be verbal, let alone in writing.  Consent may be reasonably inferred, so as to create an IMPLIED AGENCY, from the behavior of the parties as well as the circumstances, such as the parties' prior course of dealing.  In essence, the parties' understanding as to whether an agency relationship exists DOES NOT control.  Jenson Farms.

i.  A creditor who assumes control of his debtor's business for the mutual benefit of himself and his debtor may become a principal with liability for the acts and transactions of the debtor in connection with the business.  R2A § 14O; Jenson Farms.

ii.  Many factors (most of them common to most creditors) may be relied upon in determining whether a creditor has become a de facto principal of his debtor, including:

a.  Frequent recommendations to the debtor regarding how he should run his business.

b.  Creditor's right of first refusal

c.  Debtor’s inability to enter into mortgages, purchase stock, pay dividends, without creditor's permission

d.  Creditor’s right of entry for audits

e.  Creditor’s correspondence regarding debtor’s activities

f.  Creditor’s manifest decision that debtor needs “paternal guidance”

g.  Creditor's giving forms to debtor with creditor's name on them

h.  Financing all of debtor's purchases of expenses

i.  Creditor's power to discontinue financing of the debtor 

G.  Termination:  Agency relationships may be terminated at any time, by either party.  R2A § 118.

1.  Agency contracts may specify an explicit duration and expiration and may give a rise for breach of contract claims.  However, recourse is given in the form of damages, rarely specific performance.
2.  If no duration is specified, then the agency ends after a reasonable time.  

3.  A special agency ends when the transaction for which the agency was formed has been concluded, or after a reasonable time has elapsed, whichever comes first.
H.  Authority:  The power a principal delegates to her agent to, under many circumstances, bind the former to both contractual, and sometimes tort, obligations incurred through the course of acting on behalf of the principal.
1.  The issue as to whether a principal will be bound by those obligations incurred by her agent revolves around as to whether the agent was duly authorized to act as she did, or as to whether any injustice will prevail to a third party if a principal is not held bound.

2.  By giving the agent the power to bind her principal to certain unauthorized contracts entered into with third parties protects third parties by creating salutary incentives for principals to monitor their agents.  Otherwise, third parties would be required to constantly question an agent's authority thereby wasting resources and creating inefficient results.
3.  Types of authority:

i.  Actual authority:  Authority that a reasonable person in the agent's position would infer from the principal's conduct.  R2A § 33.

ii.  Incidental authority:  Authority to do those incidental things that are ordinarily done in connection with facilitating the authorized act, as well as those things which are reasonably necessary to accomplish the authorized act.  R2A § 35.

iii.  Apparent authority:  Authority of which existence depends on whether a reasonable third party dealing with the agent would infer based on the actions and statements of the principal.  R2A §§ 8, 27, 49, 159.
a.  May exist even if the principal, unbeknownst to the third party, has explicitly limited the agent's actual authority, or terminated the agency.  It is meant to prevent fraud or unfairness to third parties who reasonably rely on the principal's actions or statements when dealing with the agent.  

b.  Apparent authority may not be invoked when the principal is undisclosed because the premise that the third party relied on the principal’s manifestations as to the agent’s authority cannot be established.  Gallant Ins.
iv.  Agency by estoppel:  Where a person negligently or intentionally leads others to believe, or lets others persist in believing, that she is a principal, and then another person alleging to be an agent creates reliance by third parties, the alleged principal may be held liable.  R2A § 8B.
Where the principal has intentionally or recklessly caused the third party to believe the deal is authorized, or where he has acquiesced in receiving the benefit of the unauthorized deal.  In the latter instance, the principal is considered to have ratified the deal by affirmance of its obligations as well as its benefits.  R2A §§ 82-100.
v.  Inherent authority:  Authority of a general agent to bind her principal (whether disclosed or not) to an unauthorized contract with a third party, if the agent would ordinarily have the power to enter into such a contract and the third party does not know that matters actually stand differently.  R2A §§ 161, 194; Gallant Ins.
a.  The  rationale is that it is fairer to place the risk of loss caused by disobedience of agents on the principal, rather than the third party.
b.  The success of an inherent authority claim largely depends on the customs and practices of the particular industry the case involves.

c.  In general, the third party's reliance is probably unreasonable if the promises of the agent are so sweeping, or so sweet, as to lead a reasonable third party to express skepticism and investigate the scope of the agent's authority.
d.  A key question is whether a deal seems too good to be true.  If so, then the third party becomes the biggest cost-avoider, whereas the principal's ability to monitor makes her the biggest-cost avoider only if the third party wouldn't normally know any better.
I.  Fiduciary duties:  Legal obligations imposed on agents, owed to principals, to protect the principal from having her assets wrongfully usurped by the agent and degradation of the trust necessarily inherent in an agency relationship.

1.  Types of fiduciary duties:

i.  Duty of obedience – duty to undertake acts as consented with the principal or quit.  R2A § 377.

ii.  Duty of care – duty to perform with the care and skill which is standard in the locality for that kind of work and to exercise any special skills he has for the benefit of the principal as a reasonable person in the position of the agent would do so.  R2A § 379.
iii.  Duty of loyalty – the duty to act solely for the benefit of his principal in all matters connected with the agency relationship rather than pursuing his own personal benefit with respect to the agency relationship.  R2A § 387.
a.  A disloyal agent who makes a profit by violating his duty of loyalty is accountable to his principal for any profit resulting from his breach because for the agent to keep for himself any profits arising from the virtue of his agency is unjust enrichment.  R2A § 388; Tarnowski.

b.  The agent is obligated to refrain from dealing with his principal as an adverse party in a transaction connected with the agency without his principal's knowledge.  R2A § 389.

c.  Even where the principal consents the to agent act as an adverse party with respect to a transaction connected with the agency, the agent has a duty to deal fairly with the principal and to disclose all facts which the agent knows or should know would reasonably affect the principal's judgment, unless the principal indicates that he already knows those facts or that he doesn't care.  R2A § 390.

(1)  In practice, most agents are advised to simply not deal adversely with their principals, if they can avoid it.  Another option might be for the agent to step back from the transaction and hire their own agent to deal with the principal at arm's length.  

(2)  Although the agent must disclose all the material facts which would reasonably affect the principal's judgment, the courts have almost uniformly held that an agent need not disclose their bottom line, i.e., the highest price they are willing to pay or the lowest price which they will take.
III.  Partnership Law

A.  Definition:  A partnership is a form of joint ownership, an association of 2 or more persons to carry on as co-owners a business for profit.  UPA § 6.  In a partnership, the partners jointly own the business and its assets in a tenancy in partnership, and are entitled to share in both the partnership’s rewards and risks.  UPA §§ 8, 18(a), 25.
B.  Tenancy in partnership (UPA § 25):

1.  All property originally brought into the partnership stock or subsequently acquired by purchase or otherwise on account of the partnership.
2.  Property acquired with partnership funds (unless a contrary intention appears).
3.  Any estate in real property acquired in the name of the partnership – such property may be conveyed ONLY in the name of the partnership.

C.  Types of partnerships:
1.  Joint venture:  A partnership formed to exploit a specific business opportunity.

2.  General partnership:  A partnership formed to conduct general business operations.

D.  Partners’ duties to other partners – Because each partner is a general agent of the other partners, each partner owes his co-partners fiduciary duties of care and loyalty.  UPA §§ 9, 21.
1.  Duty of loyalty:  Each partner owes to the other a duty of loyalty that is characterized as a “punctilio of honor” rarely found in other relationships.  Meinhard.
i.  Complying with one's duty of loyalty is a troublesome issue since in many cases there can be ambiguity as to whether the business opportunity or information comes to a partner in his individual, rather than partnership, capacity.  

ii.  The key question in such cases is whether the partner in question has misappropriated the partnership's, rather than personal, property or assets, and whether she has made misrepresentations or withheld material facts so as to mislead the other partners.
2.  Limitations on authority (UPA § 9(3)):  absent authorization or consent from the other partners, a partner may not:

i.  Assign partnership property in trust for creditors or on the assignee's promise to pay the partnership's debts

ii.  Dispose of any good-will of the business

iii.  Do any act which would make it impossible to carry on the ordinary business of the partnership

iv.  Confess a judgment
v.  Submit a partnership claim or liability to arbitration or reference
E.  Partner’s liability to third parties:  All partners have equal rights (i.e., authority) in the management of and conduct of the partnership business.  UPA § 18(e).  Furthermore, each partner’s act carried on in the usual course of the partnership’s business is binding on the other partners, unless the acting partner has no authority so to act and the third party has notice of such.  UPA § 9; NABISCO.
1.  Differences of judgment which arise as to ordinary matters connected with the partnership business may be resolved by a majority of the partners.  Acts which are in contravention of any agreement between the partners require the unanimous consent of all the partners in order to be rightfully done.  UPA § 18(h); NABISCO (exactly half of the partners is not a majority).
i.  In effect, § 18(h) may be waived by agreement, which would require unanimous consent of all the partners, but under § 9, such agreement would be ineffective unless the third party knows about it.

ii.  The rationale is to protect third parties who deal with any of the partners, by obviating the need for them to question or investigate that partner's authority.

2.  Partners are jointly and severally liable for the torts of any partner who commits a wrongful act in the ordinary course of the partnership's business or with the authority of the other partners, whereas partners are jointly liable for contract claims against the partnership (e.g., debts).  UPA §§ 13-15.
i.  All the partners are liable in the way that a principal would be, and each partner's liability is potentially unlimited (i.e., liability claims may reach into a partner’s personal assets).

3.  Partners do not “own” partnerships assets, but rather, they own a transferable interest in the PROFITS arising from the use of partnership property.  Partners cannot possess or assign rights in partnership property, a partner’s heirs cannot inherit it, and a partner’s creditors cannot attach or execute upon it.  UPA § 25(2).

i.  In general, the personal creditors of the partners can't reach the assets of the partnership in order to satisfy their debts, but the creditors of the partnership can reach the assets of the individual partners.  Generally speaking, partnership assets may only be used to satisfy a claim against the partnership.  UPA § 25(2).
a.  The individual creditors can reach the partner's share of the profits but not an asset of the partnership.  UPA §§ 26, 28.  

b.  Individual partners' creditors can collect their debt from partnership assets only in limited circumstances.  In order to be able to do this, the creditors must first order the partnership dissolved and the assets liquidated and distributed, through the judicial process.
ii.  RUPA (adopted in NY and CA) takes a different approach: all partners are jointly and severally liable for all the torts AND debts of the partnership, BUT the creditors must exhaust the partnership assets to satisfy their claims before they can reach the partners' personal assets.  RUPA §§ 306-307.  



4.  Insolvency proceeding and claims over assets:
i.  “jingle rule”:  Partnership creditors get first priority against partnership assets, and individual creditors get priority against personal assets.  Partnership creditors have a residual claim over a partner’s personal assets.  UPA §§ 40(h) & (i).
ii.  RUPA & Bank.Code:  The partnership creditor has first priority over partnership assets, and a parity claim over individual assets.  Since the priority over individual assets is at parity, the individual assets are divided pro rata amongst the creditors.  Individual creditors still have only second priority over the partnership assets, no real change here.  RUPA § 807(a), Bank.Code §723(c).
5.  Discharge of withdrawing partners:  When a partner withdraws from the partnership, he is no longer liable for the debts and claims the partnership incurs after his departure, but he may still be liable for claims or debts which were incurred before he left the partnership.  UPA § 36(1).

i.  The rationale is to prevent those partners with the most assets from withdrawing from the partnership whenever the partnership takes on a loss or obligation.  It is also a means of preventing the degradation of credit risk of the partnership from the level at which creditors had looked at when extending a loan.

ii.  Discharge from partnership obligations may be effected to a withdrawing partner by an agreement between the partnership creditor and the continuing partners (and this agreement may be implied from their course of dealing, if the creditor has notice of the withdrawing partner's departure).  UPA § 36(2).

iii.  A discharge may also occur where the continuing partners agree to assume the withdrawing partner's obligations, the partnership creditor has notice of the agreement, and the creditor consents to a material alteration in the nature or time of the payment of those obligations.  UPA § 36(3); Munn.
F.  Formation:  Although a partnership is often formed according to an express partnership agreement or contract, it may nevertheless be found to have formed implicitly (such as implied agency).
1.  The finding of a partnership depends, similar to agency law, upon the intent to form a partnership and to do the things which partners generally do, as manifested by the objectively observable acts of the partners so as to create a de facto partnership.  UPA § 6-7; Vohland.

i.  Joint ownership under common property law, or the sharing of net profits does not necessarily establish a partnership, but the sharing of profits is generally prima facie evidence of a partnership.  UPA § 7; Vohland.
ii.  The contribution of labor or other resources (e.g., expertise, contacts, etc.), the fact that a business may be named by the parties in question, and the sharing of profits from the business may create a de facto partnership, rather than presume an agency, even in the absence of any express agreement.  Vohland.

G.  Dissolution:  when one partner withdraws from an at will partnership, for any reason, the remaining partners may not stop the withdrawing partner, thus entitling the withdrawing partner to dissolve the partnership and receive his pro rata shares of the dissolved assets.  UPA § 29.

1.  Dissolution or disassociation may be wrongful, if done prematurely from a partnership for a term of years.  This significantly affects the kind of rights and obligations the withdrawing partner has going forward: he is entitled to his share of the partnership property if he demands a windup, but he takes his share subject to the other partners' claims for damages against him for his breach of the partnership agreement.  UPA § 38.

IV.  Corporate Form

A.  Principle:  A corporation is considered to be a distinct and separate legal person (albeit an artificial one), with the ability to enter into contracts, to sue and be sued.  In general (with some extremely important exceptions), the law sees only the entity, not the shareholders and other people who operate behind the corporate veil.
B.  Characteristics:


1.  Double taxation


2.  Limited liability


3.  Continuity of life


4.  Free transferability of ownership

5.  Centralized management (separation of ownership and control).


C.  Corporate Documents:
1.  Charter:  The corporate charter comprises the fundamental document that creates a corporation, which includes in it the corporation’s:  purpose (usually ascribed as “to carry out any lawful purpose”), capital structure (issuance of at least one class of voting common stock and how many of such stock, it par value, and the right of preferred stock, if any), and type of board of directors.  DGCL § 102, 141(b).
i.  Only the board may propose to amend the charter, but shareholders must ratify any changes.  DGCL § 242.

2.  Bylaws:  The bylaws provide for more detailed formal rules which govern the corporation internally, such as voting rules, the size and details (e.g., will the board be staggered or classified) of the board of directors, provisions for committees (e.g., the nominating, audit, or compensation committees, comprised of directors), the shareholder meeting date, etc.
i.  Shareholders have the inalienable right to amend the bylaws, but the directors may do so as well if the charter authorizes them to do so.  DGCL § 109(a).

D.  Shareholder rights to sell assets:  Under DGCL § 271, the shareholders CANNOT force a sale of assets.  Only management has the power to propose a sale of corporate assets under DGCL § 271(a).  Furthermore, even if the shareholders could adopt a resolution which could force a sale of assets (which they can't), management has the power to veto the shareholder resolution under DGCL § 271(b).
1.  The only way to circumvent this limitation is to acquire a controlling block of voting shares and replace the board with a friendly one, which would then adopt a shareholder resolution to act as the controlling shareholder desires.  However, controlling shareholders have a fiduciary duty to minority shareholders as well.  

E.  Board of directors:  The default rule is that each director is elected for a 1-year term.  State corporate law generally mandates that there be an annual election for at least some directors, every year.  See DGCL § 211(b).
1.  Classified boards mean that the directors are classified into groups (as many as 3 under Del. law) with staggered terms (usually also 1-year).  See DGCL § 141(d).  

a.  A staggered board may be put in place through the charter, an initial bylaw, or a charter amendment approved by a vote of the shareholders.  See DGCL § 141(d).  Thus, it's generally easier to put in place a staggered board from the beginning of the corporation's life in the charter, rather than in mid-stream (as it probably should be), since in the latter case you will need shareholder approval.  

b.  This is protective of the board, since it takes longer to replace the majority of the board with other people who might, say, want to sell off the corporate assets.  Institutional investors and others who want the takeover of a company to be a real possibility (and thus a real constraint on managers' bad behavior) HATE staggered boards.
c.  Also, under DE law, one cannot remove members of a classified board without cause.  See DGCL § 141(k)(i).  In the case of a non-staggered board, then directors may be removed, with or without cause, by a vote of the majority of shares then entitled to vote at the election of directors.  See DGCL § 141(k).
2.  With cumulative voting, each shareholder gets votes equal to the number of shares owned multiplied by the number of open seats in the election.  See DGCL § 214. 

a. Cumulative voting is designed to increase the voting power of minority shareholders, at least somewhat.  
3.  Formality of the Board's Operation:  The corporate directors are not legal agents of the corporation, at least not in their individual capacities.  Governance power resides in the board of directors, not in the individual directors who constitute the board.

a.  Directors act as a board only at a duly constituted board meeting and by majority vote (unless the charter requires a supermajority) that is formally recorded in the minutes of the meeting.  Proper notice must be given and a quorum must be present.  See DGCL § 141(b).  

b.  Under DGCL § 141(f), the board may act without a meeting if the members give unanimous written consent to the corporate action in question.

G.  Equity
1.  Common stock, which provides no fixed payments or rights to return of investment, but rather provides voting and control rights and makes one a residual claimant of the company's assets.  There's no guarantee of being paid at all, so there's a risk, but the holder also shares in the rewards of the business.
2.  Preferred stock, which usually means that the dividends on this stock is paid before any dividends on the common stock, and usually the holders of preferred stock gets priority in liquidation over common stockholders.  Preferred stock has a priority claim over dividends generally in exchange for voting rights.

a.  Usually, unpaid dividends accumulate and all accumulated dividends must be paid to preferred stockholders before any dividends are paid to common stockholders.

b.  Ordinarily, preferred stock does not vote so long as the dividend is current; if it is not, preferred shareholders get votes or designated board seats.

c.  On fundamental matters such as mergers in which their rights, not economic interests, may be affected, holders of preferred stock are accorded a class vote where they can veto a proposed deal. In Delaware, this right must be created specifically in document creating stock.  See DGCL § 242(b)(2).

H.  Hierarchy of claims:

1.  Secured debt

2.  Unsecured debt

3.  Subordinated debt (loans to the company by shareholders)

4.  Preferred stock

5.  Common stock
V.  Protection of Creditors

A.  Generally:  Creditors of a corporation include a number of different types of people: banks, bondholders, suppliers or trade creditors, and tort victims.  Corporate law affords different means of protection to each group, and it's an open question whether this ought to be a focus of corporate law at all, since corporate law is mainly concerned with regulating the shareholder-manager relationship.  But limited liability is the big reason why creditors get protected.
B.  Means of protecting creditors:


1.  Mandatory disclosure


2.  Capital regulation (dividend payout restrictions).

a.  Under NYBCL § 510(b), a corporation generally (except for companies engaged in the exploitation of natural resources or other "wasting assets") may only pay dividends out of the "surplus," i.e., the retained earnings and the capital surplus combined – but board may alter stated capital account with shareholder approval.

b.  Under DGCL § 170(a) (nimble dividend rule), payment of the dividend may be paid out of the surplus or out of the net profits for the year the dividend is declared, if there is no surplus.  This means that the maximum dividend that can be paid is the surplus or the net profits, whichever is higher – but board may alter stated capital account with shareholder approval.

c.  California law takes the approach that dividends can be paid either out of retained earnings or assets, but assets must be 1.25 times greater than liabilities and current assets must equal current liabilities.
d.  (RMBCA) § 6.40 takes yet another approach: dividends can’t be paid if: it prevents payment of debts as they become due, or assets are less than liabilities plus preferential claims of preferred shareholders.
3.  Fiduciary duty constraints - imposition of a discretionary duty on the directors to look out for creditors' interests when the company is near insolvency, though the primary duty is to shareholders.  
a.  When the corporation is in the vicinity of insolvency, the shareholders' interests should not to be considered in isolation, and directors have the option, but not the obligation, to take into account the community of interests that constitute the corporation.  Credit Lyonnais.

4.  Fraudulent Conveyances Act:  Governed by the Uniform Fraudulent Transfer Act (UFTA), this law serves to prevent corporations from assigning their assets away to someone else, leaving nothing behind for the creditor to reach in order to satisfy the debt.  If a transfer or conveyance is found to be either an actual or constructive fraud, the creditor may void the transfer and force the transferee to return the assets to the debtor-corporation's estate.
a.  Under UFTA § 4, a fraudulent conveyance may be proved by showing either an intent to defraud (i.e., an actual fraud), or a transfer for which reasonably equivalent value was not received, and which leaves an unreasonably small amount of remaining assets with the transferor, or which the transferor should have known would lead to insolvency (i.e., a constructive fraud).
i.  In cases where the creditors became creditors to the corporation after the transfer being challenged, many courts have held that these creditors may only attack the previous transfer on the ground that it was an actual fraud, not as a constructive fraud.
5.  Equitable subordination:  This doctrine involves the rearrangement of the priority positions of certain corporate creditors for the benefit of others, specifically the claims of shareholders (usually directors and officers) who are also creditors of the corporation.  Costello.
a.  In order for there to be an equitable subordination, the shareholder/creditor must have done something inequitable, basically with the purpose of gaining an unfair advantage over the corporation's other creditors.  Mere undercapitalization of the company may not be enough.  Costello.

i.  The rationale is that the shareholder's loan should be subordinated to the other competing claims of the unsecured creditors, and treated as an equity claim rather than a debt claim.  This is especially so if the shareholder-creditor is a director or officer because such have more control and oversight over corporate assets by virtue of their positions.

6.  Piercing the corporate veil:  This doctrine involves empowering a court to, under limited circumstances, disregard the legal fiction of the corporate entity and hold shareholders personally liable for the actions of the corporation.  Pepper Source; reverse veil piercing - disregard the corporate form in order to hold a corporation liable for the actions or debts of an individual shareholder.

a.  Courts are inclined to pierce the corporate veil when there is a lack of separation between the shareholder and the corporation, there is a lack of abidance to corporate formalities, and there is a chance that inequity or injustice may prevail because the legal immunity provided to the corporate form is being pursued for the wrong purposes.  Pepper Source, Walkovsky.

i.  However, undercapitalization or lack of capital for a contract or tort creditor to satisfy her claim, standing alone, is not sufficient to justify piercing the corporate veil.

ii.  In the usual case, there must be some form of fraud or injustice to carry out this doctrine, such as: 
(1)  Unjust enrichment

(2)  Undermining the rules of adverse possession

(3)  A parent company who causes a subsidiary to incur liability escaping the need to pay for it

(4)  An intentional scheme to squirrel assets into a liability-free corporation while heaping liabilities upon an asset-free corporation 

(5)  Former partners being able to skirt their obligations from which they have not been discharged
ii.  It is also relevant if the creditor had notice of the intricacies of the relationship between the corporation and its shareholder.  If the creditor did have notice, arguably she assumed the risk of doing business with the corporation and not bargaining for a guaranty to hold the shareholder personally liable in case of default.

VI.  Corporate Governance & Shareholder Voting
A.  Shareholders have 3 basic rights: voting their shares, selling them, or suing for breach of fiduciary duty
B.  The default rule is that each share buys one vote, but this may be varied by agreement in the corporate charter, say, by giving different voting rights to different classes of stock (although this is rare).  See DGCL § 212(a).
C.  Shareholders vote on basically 3 kinds of matters:

1.  Elections of directors, normally by plurality rule, though usually there's only one candidate for each seat.  See DGCL § 216(iii).  

2.  "Organic" fundamental changes in the organization, like mergers, dissolutions, or amendments to the charter.  Usually these matters require a margin of half of the outstanding shares to succeed.

3.  Shareholder resolutions, usually proposed by management, including things like divesting from certain ventures or selecting the auditor.
D.  Federal law governs proxy voting for public corporations, though what the shareholders vote on is governed by state law.  Proxy statements must be filed by the managers with the SEC in order to solicit proxy votes.
1.  Compensation for the Costs of Proxy Contests:  The cost of generating a proxy contest or takeover is usually quite high.

a.  In general, so long as the contest is about policy (i.e., direction of the company), rather than position (i.e., who's in charge), management may expend corporate funds to defend itself, and successful insurgents may reimburse themselves from company funds.  

b.  But almost any contest implicates both policy and position, so in most cases this reduces to the general rule that managers may spend corporate money and successful insurgents may reimburse themselves from corporate money.  

c.  Thus, managers have a significant advantage: they can defend themselves against a proxy contest using other people's money, whereas insurgents need to spend money they don't have in order to wage a successful proxy contest, and run the risk of losing it all.
E. Under DGCL § 223(a), vacancies for newly created directorships are filled by a majority of the directors, unless the charter or bylaws says otherwise; so you'd have to amend that bylaw first.
F. If the number of directors is specified in the charter, then it can only be changed by amending the charter.  DGCL § 242(b) requires a majority of the outstanding shares for a charter amendment, but it has to be proposed by the directors; it can't be shareholder initiated.
G. Actions which are not per se illegal will be struck down by courts if the court is convinced that the board's motives in taking those actions are mainly the disenfranchisement of the shareholders or the deprivation of a meaningful vote.  See Hilton Hotels.

1.  In determining whether the board's actions are intended to thwart the vote, courts tend to take the following factors into account:

a.  Timing: Whether the board's actions were taken in close proximity to a hostile proxy contest.

b.  Entrenchment:  Whether it appears that the board is merely trying to entrench themselves and insulate themselves from being voted out.

c.  Stated Purpose:  Whether the board has a plausible argument that its actions are taken in the best interests of the corporation and its shareholders.

d.  Benefits of the Plan:  Whether the corporation or its shareholders will derive significant economic benefits from the plan.

e.  Effect of Board's Actions:  Whether the board's actions will deny the franchise or render it a meaningless formality.
H.  Class Voting:  Under DGCL § 242(b)(2), the majority rule in most states, if a charter amendment would adversely affect the powers, preferences, or special rights of the holders of a class of stock (or change the aggregate number of authorized shares of the class), then that class has to be able to vote on it, and a majority of that class must approve it.
I.  Separating Control Rights from Cash Flow Rights:  The law generally disfavors attempts to separate the control or voting rights associated with stock from the cash flow rights (i.e., the claim to the risks and rewards of the business) associated with it.  

1.  The rationale is that this separation leads to a severe moral hazard: those who have all the control and bear none of the risk are in essence gambling with other people's money.

2.  Circular Control Structures:  Under DGCL § 160(c), when directors use corporate funds to buy stock in their own company (i.e., treasury stock), those shares are non-voting.
a.  This prevents the directors from exercising complete control over the voting rights, which would lead to moral hazards, create incentives for the directors and managers to gamble with everyone else's money.
b.  DGCL § 160(c) also deals with a permutation of “treasury stock voting” (i.e., using a subsidiary to hold shares in a parent) by treating these subsidiary-owned shares the same as treasury shares.  The rule applies to any stock that the corporation controls, "directly or indirectly", that is, if a parent holds a 50%+1 voting interest in its subsidiary, the voting shares of the parent owned by the subsidiary are treated as treasury stock and therefore do not count.  Speiser.

3.  Vote Buying:  A shareholder may not sell his vote apart from the sale of the underlying shares.  Traditionally, this kind of vote buying is illegal per se, not illegal.  Thus, the issue revolves on whether the primary purpose is to defraud or disenfranchise the shareholders.  Vote buying is generally defined as any contract or transaction where the shareholder promises to vote a certain way in exchange for consideration which is beneficial only to that shareholder.  Schreiber.
a.  Thus, as long as the shareholders have notice of material facts that are disclosed with regards to the transaction in question, the transaction will arguably be able to refute the presumption that such is illegal per se.
J.  Federal proxy rules (antifraud):  The antifraud rules are governed by Rule 14a-9, which forbids false or misleading statements or omissions of material fact in the proxy statements and other communications – these rules have been generally established to encompass a private cause of action.

1.  The claim basically follows the elements of common law fraud: an intentionally false/misleading statement which is material, on which one relies to his detriment.  

a.  But the elements in the securities context are a little different: materiality is defined by a reasonable investor standard (would it be important to a reasonable investor).  A statement which is clearly just the opinion of management (assuming that management doesn't really believe the opinion, and that it is in fact false), and would otherwise count as non-actionable "puffing" under common law fraud may still violate the Rule.  VA Bankshares.

b.  There's also a culpability requirement of at least negligence but sometimes scienter (depending on the Circuit).

Furthermore, there's no requirement of reliance or causation, but one must show that the proxy solicitation was an essential link in the accomplishment of the transaction (i.e., material misrepresentation and an essential link supports a presumption of causation).  Va. Bankshares
VII.  Duty of Care

A.  Generally:  The duty of care is a creature of state (judge-made) law, and requires directors and officers to perform their functions in good faith, in a manner that they reasonably believe to be in the best interest of the corporation, and with the care that an ordinarily prudent person would reasonably be expected to exercise in a like position under similar circumstances.  See ALI Principles of Corporate Governance § 4.01; Gagliardi, Kamin
1.  The standard adopts a management-friendly standard arguably in order to prevent management from becoming too risk averse.  The rationale follows that investors want directors to take risks because that's what business demands and leads to maximization of shareholder wealth.
B.  Protection of D&Os from breach of duty of care claims:

1.  Indemnification:  One way to mitigate director or officer risk aversion is to require or allow companies to bear the loss of the directors' or officers' mistakes, through indemnification.  It generally allows reimbursement of reasonable expenses for losses, including attorney's fees, investigation fees, settlements, and judgments.

a.  Mandatory Indemnification:  Most state corporate statutes prescribe mandatory indemnification rights for directors and officers who successfully defend themselves against civil suits (including shareholder derivative suits) and criminal proceedings, on the merits or otherwise.  See DGCL § 145(c); Waltuch..  
b.  Permissive Indemnification:  Even if the director or officer is unsuccessful in defending himself against the civil claim or the criminal charges, or who had to settle the claim, DGCL §§ 145(a) & (b) give the company the power to indemnify the director for his actions undertaken in good faith, reasonably believed to be in the company's best interests, and without reasonable cause to believe that they were unlawful.
i.  Under DGCL §§ 145(a) & (b), the company only has power to indemnify directors and officers if their actions were undertaken with the requisite good faith.  A corporate charter which purports to allow indemnification for bad faith acts by directors and officers is, to that extent, void.  See Waltuch.  A finding of good faith may be made by:
(1)  A vote of the majority of the directors who aren't involved in the litigation at issue, even if less than a quorum

(2)  A committee of non-party directors, designated by a majority vote of non-party directors, even though less than a quorum

(3)  Independent legal counsel in a written opinion, if the non-party directors so direct, or if all the directors are involved in the litigation

(4)  The shareholders.

c.  The company may pay the director's or officer's legal expenses upfront, in advance of the final disposition of the litigation, on the condition that the director or officer will repay the money if it is ultimately found that he isn't entitled to indemnification.  The company may impose other terms and conditions on payment as are appropriate.  See DGCL § 145(e).
d.  DGCL § 145(f) states that the other indemnification provisions of that section are not to be deemed the exclusive rights of directors or officers seeking indemnification: they may have other rights under the bylaws, the charter, an agreement with the company, or a vote of disinterested stockholders or directors.  

i.  However, this subsection does NOT allow the board to indemnify directors and officers for actions taken in bad faith.  See Waltuch v. Conticommodity.
e.  Elective indemnification in the case of shareholder derivative suits (which are brought by or on behalf of the company) is governed by DGCL § 145(b), rather than the more generally applicable DGCL § 145(a).  

i.  A key difference with shareholder derivative suits is that there is no indemnification if the director or officer is judged liable (when management is found liable to the company, the company shouldn't ordinarily have to pay management back).  See DGCL § 145(b). 
2.  Insurance:  Almost every public company provides director and officer liability insurance, as well as indemnification.  The insurance buys additional protection, namely the financial gravitas of the insurer to cover the loss, which is important if the company itself goes bankrupt.  State corporation statutes typically empower companies to buy director and officer liability insurance.  See DGCL § 145(g). 
a.  Under DGCL § 145(g), the company may provide insurance for liability even where they could not indemnify against that liability, e.g., acts committed in bad faith.  

C.  Business Judgment Rule:  A director or officer who makes a business judgment in good faith fulfills the duty of care if he is: Disinterested in the subject of the business judgment; Informed with respect to that subject to the extent a reasonable person in her situation would believe is appropriate under the circumstances, and Rationally believes the decision to be in the best interest of the company.
1. Gross Negligence:  The protection of the business judgment rule is rarely overcome in the duty of care context, but its protection is far from absolute.  This is especially true when it comes to certain contexts, as where a company contemplates a merger or sale of substantial assets.  Specifically, management decisions find no protection under the business judgment rule when they are uninformed or grossly negligent.  Smith v. Van Gorkom.

2.  Exculpation:  DGCL § 102(b)(7) allows companies to include in their corporate charters provisions which exculpate the directors from monetary damages for breach of the duty of care which result from negligence or gross negligence, if the directors' actions or omissions were performed in good faith.  Pleading:  In order to get into court with a duty of care claim, Πs must therefore sufficiently allege and plead bad faith or interest in the transaction on the part of the directors.  A promise of post-deal employment for the directors is ordinarily insufficient to satisfy this requirement.  See McMillan
a.  In Delaware, the business judgment rule is applied first, before the court considers the issue of whether liability has been waived under the exculpation provision.  See Emerald Partners v. Berlin.  If the business judgment rule is not satisfied (which is rare), the court then considers whether liability has been waived under the exculpation provision and DGCL § 102(b)(7).  

b.  DGCL § 102(b)(7) does not allow a company to exculpate for a breach of the duty of loyalty, or for actions committed in bad faith (intentional dereliction of duty or a conscious disregard for one’s responsibilities), or which involve intentional misconduct or a knowing violation of law.  In re Disney (where the directors' failure to act can be so egregious as to constitute bad faith, of a kind which is akin to the intentional or reckless dereliction of one's duty - Basically, the directors' conduct so egregious as to go beyond even gross negligence and constitute bad faith, even absent self-interest).
c. Knowing Violations of the Law:  directors must not cause the company to knowingly violate the requirements of the law, and of course must not knowingly violate the law themselves – such acts presumably amount to bad faith regardless of whether the violation is beneficial to the company.  Miller v. AT&T
i.  The rationale is that directors should be protected from, in the words of Professor Walker, “bone-headed” but legal business decisions, rather than beneficial but illegal ones.

ii.  In order to prevail, Πs must successfully prove all the elements of the violation of law at issue; if they fail to make this proof out, they have failed to prove the breach of the fiduciary duty of care.  Miller v. AT&T.
3.  Procedure:  FIRST DGCL §102(b)(7) cuts off negligence liability which would otherwise not be excluded by the business judgment rule, but such egregious negligence that rises to the level of bad faith under Disney can get around the § 102(b)(7) exclusion.  SECOND If you can get around both the business judgment rule and any possibility of exclusion by § 102(b)(7), the case turns on whether the Δ can prove that the deal was entirely fair (see below).  THIRD In Delaware, if the business judgment rule does not apply, then the transaction is reviewed according to the entire fairness standard.  The entire fairness standard has two essential elements or prongs: not only must the price be objectively fair and reasonable, but the transaction must also have been negotiated according to a fair process, with proper disclosures to the shareholders and the board.  Technicolor (fair price given presumption of fair process).

D.  Omissions and the Duty to Monitor:  This is yet another aspect of the duty of care.  One important limitation on the protections of the business judgment rule is that it only protects directors' decisions from judicial scrutiny: the business judgment rule provides no protection for omissions, since we do not worry about risk aversion so much.
1.  Directors have a continuing obligation to keep informed about the activities of the corporation.  They have a general duty to monitor corporate affairs and policies, maintain familiarity with financial status of corporation.  Francis, see also In re Disney (failure to monitor may rise to a finding of bad faith).  Causation, however, must be shown.
a.  Directors are generally immune if they rely in good faith on certain written financial reports and later find out they were incorrect, thus imposing a more or less actual or constructive notice requirement.  See DGCL § 141(e).  But reviewing the financial statements may give rise to a duty to inquire further into matters revealed by those statements.  Moreover, if a director dissents, it is her duty to do so and have it recorded in the board minutes, or resign.

b.  Lack of Capacity:  Another aspect of this duty is that one has a duty to resign when one no longer has the ability to fulfill one's duty to the corporation, as with a director who becomes ill or finds he no longer has the time to devote to the board.

c.  In the advent of stringent organizational sentencing guidelines, which forgive heavy fines for carefully implemented monitoring systems and self-initiated reform, a duty to monitor has become more pertinent to director and officer duty.  In re Caremark.

VIII.  Duty of Loyalty
A.  Generally:  the duty of loyalty is a rule which states that managers and directors can't deal with the corporation in a way which benefits themselves at the corporation's expense (i.e., through self-dealing, or interested, transactions and misappropriating corporate opportunities).  The duty requires managers, directors, and controlling shareholders to fully disclose all material facts to the company's disinterested representatives, and deal with the company on terms that are intrinsically/entirely fair (i.e., arm’s-length bargaining).

1.  Charitable contributions:  In general, charitable contributions by the corporation are justified, so long as some benefit accrues to the shareholders.  AP Smith.
a.  The benefit to the shareholders is typically thought to consist of the increase in the corporation's goodwill (a corporate asset, listed on most balance sheets) for having donated to charity.  

b.  Even if the donation were anonymous (thus generating no goodwill for the corporation), there is a sufficient benefit to the shareholders, as there is to society in general, from having a better educated, better fed, etc., populace.  This benefit may be tenuous (compared to, e.g., a dividend), but there is authority which suggests it is sufficient to justify the contribution.  See AP Smith v. Barlow.
c.  A small number of charitable contributions will not pass muster, in theory, and these mainly include those designed to benefit individual directors more than the company or its shareholders.  

i.  Examples might include donations meant to have one's name put on a building, or to increase the chances of one's child getting in to that college.  Contributions to "pet charities" are also probably unjustified.

2.  Self-Dealing and Self-Interested Transactions:  these kinds of transactions feature a director or controller on both sides of the same deal, and the duty of loyalty commands that these transactions be closely scrutinized.  DGCL § 144(a); RMBCA § 8.60.  If a transaction is interested, the entire fairness standard applies, thus placing the burden of proof on the interested party.  If the burden is satisfied, the burden shifts to the PF to disprove the fairness presumption.
a.  Disclosure:  In order for a self-dealing transaction to be upheld as valid, the conflicted party must disclose all the material facts to those with whom he is dealing; it doesn't matter whether fraud was intended or not.  See DGCL § 144(a); Hayes Oyster
i.  Material facts basically include information which a reasonable shareholder or disinterested director would want to know or think important in deciding whether to close the deal.
(1)  Although one need not disclose the highest price the self-interested party is willing to pay, the duty of loyalty requires disclosure both those with respect to the conflict and those with respect to the underlying transaction.  

ii.  Statutory Safe Harbors:  Under DGCL § 144(a), a self-dealing transaction is not automatically void or voidable solely for that reason if it falls within 3 independent safe harbors (Cooke):

(1)  All the material facts are disclosed or are already known to the board, and the board in good faith authorizes the deal by the affirmative votes of a majority of the disinterested directors.  See DGCL § 144(a)(1).
(2)  All the material facts are disclosed or are already known to the shareholders entitled to vote on the deal, and the deal is specifically approved in good faith by a vote of the shareholders.  See DGCL § 144(a)(2).
(3)  The deal is fair as to the company as of the time it is authorized, approved, or ratified, either by the board or by the shareholders.  See DGCL § 144(a)(3). 
b.  Board approval: If an interested transaction is approved by a disinterested board, the PF must show that either the disinterested directors were not disinterested or that they were dominated by the interested party so as to taint their neutral judgment. 
c.  Disinterested Shareholder Ratification:  If the conflicted director makes the required disclosure and the disinterested shareholders ratify, then the applicable standard of review for the transaction is the corporate waste standard (also used in executive compensation), which is VERY similar to the business judgment rule in that it is very Δ-friendly.  Lewis.
i.  To be valid under the waste standard, a 2-part test must be satisfied:

(1)  First, it is necessary that the court conclude that the grant contemplates that the corporation receive sufficient consideration (i.e., consideration is not so disproportionately small as to lie beyond the range at which any reasonable person might be willing to trade and in essence constitute a gift). 

(2)  Secondly, the plan or the circumstances of the grant must include conditions or the existence of circumstances which may be expected to insure that the contemplated consideration in fact pass to the corporation.
ii.  If a transaction is found to be corporate waste, then it must have been ratified by a unanimous vote of the shareholders.  

c.  Failure to Disclose and Entire Fairness:  If there is no disclosure to either the disinterested directors or to the shareholders, then the transaction must satisfy the entire fairness standard (see DGCL § 144(a)(3)), which requires the Δ to show that both the price and the process be fair.  However, if there is no disclosure by the self-interested Δ of his interest in the transaction, then the process is per se unfair, and thus it would seem impossible to satisfy this burden.  See Hayes Oyster.
3. Parent-Subsidiary Dealings:  Parent companies owe a fiduciary duty of loyalty to the subsidiaries which they control.  In cases where a parent engages in a self-dealing transaction with the subsidiary, the entire fairness standard applies with the burden resting on the Δ.  Where the transaction is not self-dealing, the business judgment rule applies.  See Sinclair Oil Corp.
a.  A transaction is self-dealing if the parent, by virtue of its domination of the subsidiary, causes the subsidiary to act in such a way that the parent receives something from the subsidiary to the exclusion of, and detriment to, the minority stockholders of the subsidiary.  See Sinclair Oil v. Levien.
b.  If the parent engages in a transaction with the subsidiary which is NOT "self-dealing," like causing the subsidiary to pay out a dividend pro rata to all shareholders, then the applicable standard of review is the business judgment rule.
c.  If a special committee, comprised solely of independent directors and have real negotiating power, is formed and approves the transaction, or there is approval of the transaction by majority of minority shareholders, e.g., closing of merger or tender offer conditioned upon approval of a majority of the minority, the burden of refuting the entire fairness presumption is on the PF.

4.  Corporate Opportunity:  This is the situation where a director of the corporation comes upon a business opportunity which of right belongs to the corporation, and he goes ahead and takes advantage of it without letting the company in on the deal.  Broz.
i. The legal test for whether there has been a misappropriation is unclear, though the issues are always the same.  

1. The first issue is whether the opportunity belongs to the corporation.  

2. If it does, then the issue becomes whether the director fairly disclosed the opportunity to the corporation and got permission to pursue the opportunity on his own.

ii. Traditionally, there have been 3 different tests applied to whether something is a corporate opportunity:

a.  Expectancy test:  A director takes a corporate opportunity where he takes an opportunity in which the corporation already has an existing interest or an expectancy growing out of some existing right, where the director’s taking the opportunity will harm the corporation in effecting the purposes of its creation, or its practical business expectancy, or whether the corporation is financially able to exploit the opportunity. 

b. Line of Business Test:  A corporate opportunity is any opportunity falling within a company’s line of business (but can be an opportunity the corporation engages in regardless of whether it is in the core line of business – In re eBay), or anything that the company could reasonably be expected to do.  Relevant factors include:

i.  How matter came to the director’s attention

ii. How far removed from the “core economic activities” of the company the opportunity lies

iii. Whether corporate information or resources are used in recognizing or exploiting the opportunity

c. Fairness test:  This is the most diffuse and least predictable standard.  The court will look at all the relevant factors applied to a particular case, and determine what is fair.  

i.  The court considers things like how the manager learned of opportunity; whether he used corporate assets to exploit it; whether there was good faith and loyalty; the company's line of business, etc; or whether the interested party will be in an inimical to the corporation.
VIII.  Shareholder Suits

A.  shareholder derivative suits, actions brought by shareholders which are brought on behalf of the corporation (i.e., forcing the company to bring suit against the breaching director on its underlying claim against that Δ) against directors who have breached their duties.  
B.  direct suits, usually for securities claims and violations of the proxy rules, but also when the shareholder has been directly harmed (say, in being disenfranchised).  These are normally brought as class actions, but are generally less common than derivative suits.
C.  Incentives to sue:  the Πs' attorney can collect 10-25% of a monetary judgment and can be paid even if no monetary recovery under the common fund doctrine (if litigation produces fund or recovery that benefits an entire class, can collect attorney's fees from it; all beneficiaries pay their fair share of attorney's fees) and the substantial benefit rule (A successful Π in a derivative suit may be awarded attorney's fees against the corporation if the corporation received “substantial benefits” from the litigation, even though the benefits weren’t “pecuniary” and the action didn’t produce a fund).  See Fletcher
1.  Substantial benefits are those which maintain the health of the corporation and raise the standards of fiduciary relationships and other economic behavior, OR prevent an abuse which would prejudice corporation or affect the right to shareholder interest.
D.  Standing:  In general, to bring a derivative action, a Π must: be a shareholder for the duration of the action; have been a shareholder at the time of the alleged wrong; and be able to fairly and adequately represent the interests of the shareholders (no conflict of interest).
E.  Demand:  because derivative suits are claims that are, as the name suggests, derivative of a claim that is legally the corporation’s, derivative suits require that the party bringing the claim first be suggested to the board.  However, an exception to this rule exists, which presumes that the board is tainted or interested so as to prevent it from doing the claim (which in essence would be to bring a claim against oneself).

1. Demand Futility:  Under Delaware law, a plea of demand futility is analyzed according to the 2-pronged rubric of Aronson-Levine.  In order to survive a motion to dismiss, the Π must either :

a. Show that a majority of the directors are either interested or dominated.  Usually, "interested" in a transaction means that one stands to benefit, financially, from the underlying deal, and the mere fact that one is named in a derivative action is insufficient to satisfy demand futility.  See Levine.  And "Dominated" typically means that the interested directors or those proposing the transaction hold some undue influence (e.g., they depend on the interested directors for their jobs or livelihoods) over the other directors, and thus the other directors lack real independence.  See Rales
b.  Create, through particularized factual allegations, a reasonable doubt as to the soundness of the transaction sufficient to rebut the business judgment rule in deciding not to sue.  
2.  Wrongful Refusal:  Under DE law, a Π who makes demand on the board automatically concedes that the directors are neither interested nor dominated.  See Levine.  Thus, the PF’s only recourse is to establish, through particularized factual allegations, a reasonable doubt as to the soundness of the transaction sufficient to rebut the business judgment rule in deciding not to sue.
F.  Double Derivative Suits:  courts are to inquire whether, at the time of the complaint, the subsidiary board could be trusted to exercise proper business judgment in addressing that complaint.
G.  Special Litigation Committees:  (also for settlement claims)  Even if a Π can show that demand on the board is excused and survive the initial motion to dismiss, that doesn't take away the board's general power to determine whether the company should continue to sue.  See Zapata Corp.
1. In order for its motion to dismiss to be granted, the company has the burden of showing that the SLC is composed of independent and disinterested directors, has acted in good faith, and recommended dismissal following a reasonable investigation.  See Zapata Corp.
a.  The test for independence is pretty tough for SLC members: you have to be careful to choose members who are do not have too many "interwoven personal connections."  There is a danger that SLC members may have so many interwoven connections to the board that the claim of independence strains credulity.
b.  The key question the court applies in measuring the SLC members' independence is whether the members will be able to act without having their relations to the board ever present in their minds, whether a director is FOR ANY SUBSTANTIAL REASON incapable of making a decision with only the best interests of the company in mind.  In re Oracle.

2.  A discretionary second step exists in DE (step 2 is not reached if step 1 isn't satisfied), whereby even if the corporation meets its burden of proving the good faith and independence of the SLC, the court may, in its discretion, apply its own business judgment in deciding whether to grant the motion to dismiss.  Joy v. North, Zapata Corp.

a. The court should consider, first and foremost, the interests of the corporation, the direct costs imposed on the company compared with the potential benefits of the litigation.  See Joy v. North.  

b.  The court will necessarily have to balance the corporation's interests against the Πs' in the litigation.  Factors to be taken into account include attorney's fees and other out-of-pocket expenses related to the litigation and time spent by corporate personnel preparing for and participating in the trial.
c.  However, the court should also consider, when appropriate, matters of law and public policy in addition to the corporation’s best interests, such as effects on the Πs' bar and the availability of shareholder remedies, as well as the potential deterrent effect on other corporate boards.  See Zapata Corp.
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X.  Purchase of Control

A.  In general, a shareholder is perfectly free to sell his shares to whomever he chooses, and other shareholders have no right to complain.  This is generally known as the market rule.
1. EXCEPTION:  There are also cases in which the law will even force the controller who sells his control bloc to share his control premium with the other shareholders, though the general rule is that they have no right to it.  See Perlman(Extraction of a corporate opportunity.)

B.  Sale of Corporate Office: You CAN NOT SELL A CORPORATE OFFICE.
1.  You have to look at size of purported sale block and how much premium paid. If buying a tiny amount of stock for a large premium – you must be buying the office.

2.  If 10% block or less, courts look closely for sale of office; the more the premium, the more suspicious.

C.  TENDER OFFERS
1.  Definition:  Offeror inviting shareholders to tender shares into the offer, for some price x, at a premium to current market price.  If more shares are tendered than the buyer is willing to purchase, than the shares are purchased pro rata from each shareholder.
2.  Regulated under the WILLIAMS ACT: Early Warning System (§13(d)): requires disclosure whenever anyone acquires more than 5% of the stock; General Disclosure: (§14(d)(1)): requires tender offeror to disclose identity and future plans, including any subsequent going-private transactions; Anti-Fraud Provision (§14(e)): prohibits “any fraudulent, deceptive, or manipulative” practices in connection with a tender offer; Terms of the Offer (§14(d)(4)-(7)): governs the substantive terms of the tender offer, e.g., duration (must be open for 20 days), equal treatment.
3.  Wellman v. Dickinson: Eight Factors considered in determining whether acquisitions constitute a de facto tender offer:

1. “active and widespread solicitation”

2. “the solicitation is made for a substantial percentage of the issuer’s stock”

3. “a premium over the prevailing market price”

4. “the terms of the offer are firm rather than negotiable”

5. “whether the offer is contingent on the tender of a fixed minimum number of shares”

6. “whether the offer is open only for a limited period of time”

7. “whether the offerees are subjected to pressure to sell their stock”

8.   “whether public announcements of a purchasing program . . . precede or accompany a rapid accumulation”
XI.  Mergers & Acquisitions

A.  Delaware and many other states allow mergers to proceed with the approval of only a bare majority of the outstanding shares of each class that is entitled to vote on them. 

1.  In addition, shareholders who do not want to participate in the new (combined) entity have a statutory right to seek a judicial appraisal of the fair value of their stock as an alternative to accepting the merger consideration. 

2.  Originally, consideration was only shares in the new company – now there is a “cash out” merger in which shareholders can be forced to exchange their shares for cash as long as the procedural requirements for a valid merger are met.

B.  The merger is part of a handful of corporate decisions that require both shareholder as well as board approval (to mitigate agency costs, since the interests of shareholders and managers may readily diverge in such contexts).  Other such decisions include sales of substantially all assets, amendments to the articles of incorporation (charter) and voluntary dissolutions.  

1.  Mergers require a shareholder vote on the part of both the target and the acquiring company, except that the acquiring company’s shareholders don’t vote when the acquiring company is much larger than the target.  See DGCL §251(b).
C.  Types of Mergers and Acquisitions: 

1.  Asset Acquisition:  This is governed by DGCL § 271.  Note that, as mentioned, shareholders cannot force a sale of substantially all the assets of the company, but they must approve such sales (purchases need not have shareholder approval, so the acquirer's shareholders don't get a vote on this).  See DGCL § 271(a).  

a.  "Substantially all" the assets isn't merely a matter of numbers: the court also takes into account the affect that selling these particular assets would have on the continued vitality of the business.  See Katz
2.  Two-step Mergers: If A acquired 90% or more of T stock through tender offer, T can implement a “short form” merger under DGCL § 253.  The merger can then go through without a shareholder vote, or even sending out proxy statements.  If A acquired less than 90% through tender offer, A will have to implement a traditional merger under DGCL § 251.  
3.  Statutory Merger:  This is the second step of the Two-Step Tender Offer/Merger, but in more detail.

a.  Process:  The classic statutory merger proceeds as follows:

i.  A & T boards negotiate the merger.

ii. Proxy materials are distributed to SH as needed.

iii.  T shareholders always vote (DGCL § 251(c)); A shareholders vote if A stock outstanding increases by > 20% (DGCL § 251(f)).

iv.  If majority of shares outstanding approves, T assets merge into A, T shareholders receive A stock, cash, or other consideration. Certificate of merger is filed with the secretary of state.

v.  Dissenting shareholders who had a right to vote have appraisal rights.

vi.  A assumes T’s liabilities as well as its assets.
D.  The Appraisal Remedy:  In almost all mergers, shareholders have appraisal rights, and usually, an appraisal in favor of dissatisfied shareholders follows a vote on a merger.  The process is governed by DGCL § 262, which provides:

1.  Shareholders get notice of appraisal right at least 20 days before shareholder meeting (DGCL § 262(d)(1)).

2.  Shareholder submits written demand for appraisal before shareholder vote, and then votes against (or at least refrains from voting for) the merger (DGCL § 262(d)(1)).

3.  If merger is approved, shareholder files a petition in Chancery Court within 120 days after merger becomes effective demanding appraisal (DGCL § 262(e)).

4.  Court holds valuation proceeding to “determine [the shares’] fair value exclusive of any element of value arising from the accomplishment or expectation of the merger.” (DGCL § 262(h)).

5.  No class action device available, but Chancery Court can apportion fees among plaintiffs as equity may require ((DGCL § 262(j)).
6. appraisal rights are available in short form mergers, even though DGCL § 262(b) doesn't list it.  



7.  "market out" rule:

i.  DGCL § 262(b): shareholders of constituent corporations get appraisal rights in a statutory merger.

ii.  BUT DGCL § 262(b)(1): don’t get appraisal rights if your shares are market-traded, or company has 2,000 shareholders; or shareholders not required to vote on the merger per §251(f) – generally no appraisal remedy in share-for-share deals AND no appraisal rights in the case of asset sales under DGCL § 271 (Arco Elec.).
iii.  BUT DGCL § 262(b)(2): do get appraisal rights if your merger consideration is anything other than shares in surviving corporation or shares in third company that is exchange-traded or has 2,000 shareholders (with de minimis exception for cash in lieu of fractional shares).
8.  The court doesn't take into account any value added solely by the fact of the merger: the court attempts to value the business pre-merger, as a going concern, free of minority discount (i.e., the amount by which a minority discounts the value of his shares on account of the fact that he doesn't have control of the company).  See DGCL § 262(h); In re Vision Hardware
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XII.  Control Contests
A.  Principle: Hostile takeovers are the primary way in which agency problems with the management of corporations are dealt with: the threat that if management does a bad job, there's a danger that some other management team will sweep in and throw the rascals out.  This gives a rise to the issue of management seeking to entrench itself by implementing defense mechanisms.  However, the other side of the coin is that a hostile takeover may not really be in the best interest of a corporation.
1. The typical strategy is to wage a proxy contest, take over the board, eliminate the defensive measures, and then make the tender offer.
2.  The law in this area is all judge-made, and this situation creates special problems for judicial review, since the directors are by definition self-interested or conflicted in these transactions (and thus the business judgment rule is far too weak), but at the same time, it's not strictly speaking self-dealing either (so total fairness is too harsh) – thus the creation of an “intermediate” standard of judicial review.
B.  UNOCAL/UNITRIN:  When the board is faced with a hostile tender offer, the protection of the business judgment rule is not automatic: it must be earned by a finding that there was a reasonable belief by the board that a threat to corporate policy and effectiveness existed, and the board's actions must be reasonable in relation to the threat posed.  The pretext of the test is that the law will not protect management’s intent to entrench itself.

1.  Threat: A coercively structured tender offer/merger deal (e.g., cash on the front end and junk bonds on the back end) certainly qualifies.  See Unocal

a.  Considerations:
i.  The inadequacy of price offered (this alone may be enough, see Time-Warner.  This factor has increasingly been interpreted as a basis for management to "just say no" to the bid, and the courts have increasingly deferred to management's judgment that the price offered is inadequate and that the shares are worth more.

ii.  Nature and timing of the offer

iii.  Questions of illegality

iv. The impact on corporate constituencies other than shareholders

v.  The risk of non-consummation

vi.  The quality of securities being offered in the exchange
2.  Response:  The Unitrin formulation inquires whether the response is "draconian, preclusive or coercive" and within a "range of reasonableness."

a.  Considerations:

i.  Whether the action is a statutorily authorized form of business decision which a board may routinely take in a non-takeover context

ii.  Whether the action is limited as a defensive response and corresponds in degree or magnitude to the threat

iii.  Whether the board properly recognizes that not all shareholders are alike, and provides immediate liquidity to those shareholders who want it.
b.  Poison pills:  "shareholder rights" plans, and are a remarkably effective takeover defense.  They basically operate to deter the takeover by giving shareholders a contingent right to buy a lot more shares at a substantial discount if the takeover bidder acquires more than a certain percentage of the outstanding shares.  This deters the takeover bidder from ever making the tender offer.  No shareholder vote is necessary to adopt a pill; however, they must be redeemable.  They are authorized under DGCL § 157.
i.  This standard doesn't strike down the validity of poison pill measures (discussed in more detail below), even though they're arguably "preclusive."  

ii.  But there is one sense in which the poison pill isn't preclusive, the safety valve theory: as long as you can stage a proxy contest, take over the board, and redeem the pill, it isn't preclusive.
iii.  The poison pill defense (even when adopted on a "clear day," before the hostile tender offer is made) was upheld in Moran
C.  Deal Protection Measures: deal protection measures are not illegal per se, but may be found illegal if they tend to be bid-ending rather than bid inducing, thus causing management to run afoul of its Revlon duties that may arise in certain circumstances.  It is imperative that, when a board implements a deal protection measure, these measures have incorporated in them a “fiduciary-out” clause – which allows a board to opt out of an agreement if performing it would be contrary to their fiduciary duties. 

* Circumstances where there is no longer a long-term business plan to defend, or when the board contemplates action which would take control out of the market, place it in the hands of a controlling group, and turn a widely held public company into a controlled company (QVC), the board is not justified in warding off those who wish to take the company over and their role must switch from a defensive one to that of an auctioneer actively seeking the best price for the shareholders.  See Revlon (duty to seek the best price entails:  Assuring a Level Playing Field Among Bidders; Required Market Check - Exemption Allowed in (Very) Limited Circumstances: “When . . . the directors possess a body of reliable evidence with which to evaluate the fairness of a transaction, they may approve the transaction without conducting an active survey of the marketplace.”

** In the case of a true strategic merger, the company is not going on the auction block: there is still a long-term business plan by management, a strategic vision for which they are entitled to take some defensive measures to guard against the threat that this plan will be disrupted by a takeover.  See Time-Warner.
*** Important factors include whether the lockup is given when there's already more than one bidder, the price at which the deal is locked up, the size of the deal involved, the extent of the transaction costs involved for new entrants to the bidding, etc.  One way to avoid this risk (violating Revlon) is to impose a reasonable cap on the amount of any lockups or termination fees.
1.  Asset Lockup Provisions (aka Crown Jewels):  gives acquirer right to buy certain assets of the target at specified price, much less than assets worth.  This is basically a "consolation prize" in case the white knight gets beaten out.

2.  Stock Option Lockups:  Similar in concept to the asset lockup, except that the acquirer gets the right to buy a specified number of the target's shares at a specified (favorable) price.

3.  Termination or Breakup Fee:  Gives the acquirer cash in case the deal doesn't go through, another consolation prize.  These are very common.

a.  A reasonable amount for a termination fee is usually around 3-4% of the deal.  Higher termination fees will be suspect.

4.  No Shop Provisions: Contractual promise by the target not to pursue other offers, often with a "fiduciary out" clause, saying that the obligation does not purport to require anything inconsistent with the target board's fiduciary duty.
D. "freeze-out" statute, DGCL § 203.  

1.  DGCL § 203 bars business combinations between acquiror and target for a period of three years after the acquiror passes the 15% threshold unless:

a.  DGCL § 203 (a)(1): takeover is approved by target board before the bid occurs (i.e., a friendly merger); or 

b.  DGCL § 203 (a)(2): acquiror gains more than 85% of shares in a single offer (i.e., moves from below 15% to above 85%), excluding inside directors’ shares; or

c.  DGCL § 203 (a)(3): acquiror gets board approval and 2/3 supermajority vote of approval from disinterested shareholders (i.e., minority who remain after the takeover).

E.  Interference with Proxy Votes
1.  The standard applied to management's interference with the proxy contest is not per se invalidity, but a presumption against such action.  Legal power held by a fiduciary may not be deployed in a way that is intended to treat a beneficiary of the duty unfairly.  Such action can only be upheld if the board meets the burden of providing a "compelling justification" for their actions. Schnell, MM Co., Blasius (Blasius appears to apply in the context of a control contest, and where the board attempts to interfere with the shareholders' right to vote their shares, or the efficacy of that right).  

a.  The standard applied is not the business judgment rule, but the threshold inquiry is the same.  The inquiry seems to be focused upon the primary purpose of the challenged actions.
XIII.  Controlled Mergers
A.  Generally:  Controlled mergers are problematic because although they are self-interested transactions that give rise to a concern of unfair treatment to minority shareholders of the subsidiary, the controlling shareholder, like any other shareholder, has the right to vote its shares.  Thus, the danger of opportunistic behavior is kept in check by the fiduciary duties to the minority imposed on a controlling shareholder.
B.  The standard of review in these cases is ALWAYS entire fairness, since these are self-dealing transactions.  See Weinberger v. UOP.  Initially, the burden rests with the Δ, although he may cause the burden to shift to the Π if full disclosure of all the material facts are made and if a majority of the minority shareholders ratify the transaction.  The vote of the minority shareholders must be informed, so disclosure is an absolute prerequisite for burden shifting.
1.  If the Δ fails to make the required disclosures, then the burden remains on him to prove that the transaction was entirely fair: this means that both the process as well as the price must be fair.  

a.  The emphasis will often be on the process, taking into account such factors as the timing of the negotiations, how rushed they were, whether the deal is coercive, and whether the controlled company's private information has been misappropriated and used against the minority shareholders (who, unlike the controller, don't have ready access to it).  See Weinberger v. UOP.  

2.  These claims may be brought as EITHER appraisal claims under DGCL § 262, or as class actions, despite some early suggestions in Weinberger that appraisal was to be the exclusive remedy for self-dealing freeze-outs which violate the duty of loyalty.  See Rabkin v. Philip A. Hunt Chemical ("The appraisal remedy we approve may not be adequate in certain cases, particularly where fraud, misrepresentation, self-dealing, deliberate waste of corporate assets, or gross and palpable overreaching are involved.").  

3.  If pled as a class action, then the Πs must plead specific acts of fraud, misrepresentation, or other misconduct which tend to show the unfairness of the deal to the minority (something you don't have to do in an appraisal proceeding).
4.  Valuation of Remedy:  Notwithstanding the obvious inconsistency with DGCL § 262(h), the Delaware Supreme Court has held that the Πs in these actions may recover the fair value of their shares, including a fair premium which is typically paid in other mergers of this kind.  See Weinberger v. UOP.  

a.  Perhaps this can be somewhat justified by the argument that they're looking at what a shareholder should get in any merger, not at what the future from this merger will be.  But this seems awfully hard to square with the statute.

b.  The same Court has also held that, where a change in control following the first step of a 2-step merger has added a premium onto the value of the minority's shares, that premium is recoverable in these cases, since it is not a "speculative" element of value arising from the merger, but rather a part of the going concern value of the company once the first step is completed.  See Cede v. Technicolor (Cede IV).
c.  COUNTER:  This is a rather formalistic view of the controller's duties to the dissenting minority: after the first step, he's a controlling shareholder who owes them a fiduciary duty of loyalty.  
i.  But the counter-argument is that everyone knew before the first step that this was just a 2-step merger (and thus this ought to be viewed as an arm's length bargain), and should all be viewed as one big transaction, not 2 little ones.
ii.  This means the court shouldn't be giving the shareholders the increased value between the 1st and 2nd steps: that's still value arising from the expectation of the merger, since everyone knew at the time of the tender offer that the merger would follow, and thus the company was already worth more in anticipation thereof.  

5.  Special Independent Negotiating Committee:  “Although perfection is not possible, or expected, the result here could have been entirely different if UOP had appointed an independent negotiating committee of its outside directors to deal with Signal at arm’s length. . . . "  See Weinberger
a.  One should be warned, however, that the independent negotiation committee will only work in meeting the burden of entire fairness if it is truly independent.  See Kahn
b.  Evidence of domination or control of the committee members rebuts any conclusion of real arm's length bargaining.  This evidence may be supplied by previous course of dealing: if the controller acts like he owns the controlled company and the committee members, then the court will take him at his word.  See Kahn (“We are 43% owner.  You have to do what we tell you.”)
6.  Short Form Mergers:  There is one more way of avoiding these pitfalls: before proceeding with the freeze-out merger, make a non-coercive tender offer, get 90% of the shares, and do a short-form merger under DGCL § 253, which does not require a shareholder vote.  See In re Pure Resources.
a.  Most importantly, the standard of review in this situation is NOT ENTIRE FAIRNESS.  See In re Pure Resources.
b.  The only scrutiny really applied is that the tender offer must be non-coercive, such as where the back end of the offer will get the same consideration as the front end, where there are no threats of retaliation for refusing to tender, and where there's a non-waiveable majority of the minority tender condition.  In such cases, the controller does not have a duty to pay a fair price.
c.  Furthermore, the only remedy the dissenting shareholders in the short form merger have is appraisal based on price.
XIV.  Insider Trading
A.  Generally:  Insider trading is regulated by federal law.  It is a problematic issue because the foundational question of “who is injured by whom?” is a rather difficult one to answer.  One answer is that the counter party is injured, and another is that the whole market is injured by way of a “tax” that is imposed due to the general mistrust of the public in the stock market thereby increasing the cost of capital (which consequently would lead to higher production costs which would then transfer to consumers).  On the other hand, many commentators argue that insider trading is beneficial because it tips off the market (i.e., if the insiders are trading in a huge volume of securities in one company, everyone else will catch on and know something is up), and thus helps the market reach the fully informed price for whatever securities are at issue.
1.  A doctrinal conceptualization may be formed through the lens of misappropriation of corporate opportunities - The insider is treating corporate informational assets as his own, and deriving personal profit from it.  Not being able to concretely define the allocation of fault in this context naturally give rise to the question of what acts should be perceived as insider trading in the first place, thus arguably leading to the words of US Supreme Court Justice Stewart, “I know it when I see it.”  Jacobellis v. Ohio (case dealing with pornography, not insider trading, but lack of concrete legal conceptualization may be arguably analogous).  But whatever the basis, one thing for sure is that insider trading is prohibited by the SEC.

B.  § 16 and Rule 16

1.  § 16(a): Statutory “insiders” (directors, officers, and 10% shareholders) must file public reports with the SEC of all trades in the corporation’s securities (within 2 days of the trade under Sarbanes-Oxley).  “Officer” status defined as one with access to non-public information in the course of employment. 
2.  § 16(b): The “short-swing trading rule.”  Statutory insiders may be required to disgorge profits on ANY purchases and sales within any 6 month period.  
a.  You don't look at the overall profit or loss for the period, you only look at the pairs of profitable transactions, even if they're associated with offsetting losses during the same period.  

b.  Also, the order doesn't matter, the dear shares can be sold before the cheap ones are bought.  

c.  Also, where there are multiple possible profitable matches during the period, you go with the most profitable possible matches, to maximize the profit disgorged.  

d.  There's an exemption for “unorthodox” transactions, e.g., short-swing profits in takeovers, if no evidence of insider information.  
i.  There's also an SEC exemption for the exercise of an option to buy shares, followed by an immediate sale of those shares at the higher price: in these situations, the exercise of the option is ignored for § 16 purposes (but the receipt of the option is treated as a purchase!).
C.  § 10 and Rule 10b-5
1.  Section 10(b) provides:  “It shall be unlawful … (b) To use or employ, in connection with the purchase and sale of any security registered on a national securities exchange or a security not so registered,… any manipulative or deceptive device or contrivance in contravention of such rules and regulations as the Commission may prescribe as necessary or appropriate in the public interest or for the protection of investors....”
2.  Rule 10b-5 (authored by the famous economist Milton Freeman, then a lawyer for the SEC) is a private cause of action that employs elements similar, but not identical, to that of a common law fraud claim.  The rule provides:  “It shall be unlawful…,
a.  To employ any device, scheme, or artifice to defraud,

b.  To make any untrue statement of a material fact or to omit to state a material fact necessary in order to make the statements made, in light of the circumstances under which they were made, not misleading, or
i.  Omissions alone, unless there's a duty to disclose (e.g., arising from a fiduciary relationship or a relationship of trust and confidence), are not fraud.  See Restatement 2d Torts § 551.
c.  To engage in any act, practice, or course of business which operates or would operate as a fraud or deceit upon any person, in connection with the purchase or sale of any security.”
EQUAL ACCESS THEORY: The SEC's view in Cady, Roberts represents what is commonly known as the disclose or abstain rule, and it is justified on the basis of the equal access theory, the idea that it is inherently unfair and deceptive to trade on the basis of information to which one's counterparty doesn't have access.  The Court has made clear that all that must be disclosed are the basic facts, there's no harm in there being a difference among investors in their ability to synthesize these facts or make predictions based on them.  Texas Gulf Sulphur.  OVERRULED
FIDUCIARY DUTY THEORY:  A duty to disclose for § 10(b) purposes arises when one owes a fiduciary duty to the source of the information, i.e., where the Δ-insider acquires the material non-public information by virtue of his fiduciary relationship, or his relationship of trust and confidence (owed by ALL employees to the shareholders, under subsequent cases in the federal courts, although this is controversial), to the source of that information.  

The breach of that duty (as by a self-dealing trade in the company's securities without the requisite disclosure) is fraud under § 10(b) and Rule 10b-5.  An insider violates 10b-5 by breaching a duty to abstain or disclose if there is a specific, pre-existing relationship of trust and confidence between the insider and the counterparty/corporation. 
Materiality:  Whether the information is material is measured here according to a balancing test: the probability and magnitude (i.e., how much of an effect will there be on the share price) of the event occurring are taken into account in order to determine whether a reasonable investor would consider this information important as a basis for their decision to trade.  The fact that the insiders are going out and buying shares like crazy is considered pretty strong evidence that the information would be considered material and important.
SEC Reg. FD (“Fair Disclosure”):  forbids issuers from making selective disclosures to securities analysts.  Requires simultaneous public disclosures and prompt correction of unintentional disclosures.
SEC Rule 14e-3: "mini" equal access rule for tender offers. Imposes duty on anyone who obtains inside information about a tender offer that originates with Acquirer or Target to disclose or abstain.
One argument in United States v. O'Hagan was that the SEC exceeded its statutory authority in promulgating Rule 14e-3.  But the Court found the statutory language of § 14(e) broad enough to support promulgation of such a rule.
Tippees and Derivative Liability:  One who receives material non-public information from another may not trade on that information without disclosing it if that person would also be required to disclose or abstain.  In such a case, the liability of the tippee for insider trading is derivative of the tipper's liability.  Dirks
the test is whether the tipper breached his fiduciary duty in disclosing the information to the tippee, and whether the tippee knew or should have known that the tipper has done so.  
1. If so, then the tippee has a duty stemming from the tipper's duty, and is derivatively liable if he trades on the information without disclosing the facts to his counterparty.  

2. In determining whether the tipper breached his fiduciary duty by disclosing, a key issue in derivative tippee liability cases is the motivation of the tipper in making the tip: did they give out the information in the expectation of gaining something in return, or for another illicit purpose in breach of their duty?  This includes tipping off friends and family, which is quite common.  
3. Basically, the rule is that you look to the tipper and ask whether, had he traded, he'd be liable.  If so, then the tippee who trades on the information is derivatively liable.  
* In these situations, the tippee who trades is derivatively liable based on any breach of duty by the insider.  Thus, if there is no breach up the chain, then all subsequent tippees seem to be protected, even if they are trading for pecuniary gain.
** One result of this case is that it seems to create a sort of safe harbor for financial and investment analysts, whose job is to provide institutional investors with tradeable information.  This is part of what makes the market function efficiently.
MISAPPROPRIATION THEORY:  A person “violates Rule 10b-5 when he misappropriates confidential information for securities trading purposes, in breach of a duty owed to the source of the information.”  The information must have been misappropriated in breach of a duty owed to the source of that information.  Thus, the misappropriation theory operates in tandem with the fiduciary duty theory.  
The misappropriation theory seems to comport well with the common law fraud-type rule codified in Rule 10b-5(c), the silence here being a fraud on whomever the Δ was under a duty to disclose to.
In order to be liable for insider trading under the misappropriation theory, the misappropriation must be committed "in connection with the purchase or sale of securities."  Thus, the theory doesn't reach, say, a stranger (a burglar in the law office) who obtains the information by theft and trades on it, since it's not fraud in connection with the sale of securities.  
One should also note that the duty is not necessarily owed to the person who is arguably harmed, the one with whom the insider traded; rather, it's owed to the employer and the acquiror.
Also note that you can effectively opt out of insider trading liability under the misappropriation theory by getting the source of the information to agree to your appropriation of it.  You CAN'T do that with the fiduciary duty theory.
ELMENTS
ii. Materiality:  For materiality, you have to disclose the facts which would be important to the counterparty you're trading with in deciding whether to buy or sell.  

1. You don't have to disclose information that is the product of your analysis, only the underlying material facts.  Your analytical conclusions or predictions are not considered to be material.  

2. The US Supreme Court approved Texas Gulf Sulphur's standard for materiality in Basic, Inc. v. Levinson.  

a. The standard for materiality here is whether a reasonable investor would think the information important to the decision to buy or sell.  

b. The importance, as in Texas Gulf Sulphur, is measured according to the probability that the event will occur, multiplied by the magnitude or impact of the event if it does occur: basically the expected value of the gain or loss.

iii. Scienter:  This element requires that there be a specific intent by the Δ to deceive, manipulate, or defraud.  See Ernst & Ernst.  

1. This intent may be inferred from reckless or grossly negligent behavior.  It doesn't require the intent to harm the counterparty, all that is required is an intent to trade on information which you have and that others don't and can't get.  

2. The Circuits are split on whether the lack of knowledge that the information is non-public can be a defense to liability, because of the lack of scienter.  It would seem that this can be a defense, assuming that one makes reasonable efforts to inquire or find out whether the information is non-public or material.  

3. The Private Securities Litigation Reform Act imposes a tough pleading requirement for Πs pursuing a private right of action under Rule 10b-5.  

a. Conclusory allegations that the Δ had the requisite scienter aren't enough, but we don't have to get into exactly what is required, that's the subject of the securities regulation course.

4. Trading According to a Preexisting Plan:  This is a popular way of avoiding 10b-5 liability by insiders: they have a preexisting arrangement with their broker to sell, or buy, if the price of the stock crosses a certain threshold.  Thus, they aren't really trading on whatever material non-public information they might have had at the time.  

a. The SEC has blessed this way of avoiding liability by providing that a trade is “on the basis of” material nonpublic information if the person trading was aware of the information at the time of the trade, unless the person can demonstrate that: 
i. before becoming aware of the information, she (a) entered into a binding contract to purchase or sell, (b) gave instructions for the trade, or (c) adopted a written plan to trade; and

ii. the contract, instruction, or plan either (a) specified the amount of securities to be traded and the price, or (b) included a written formula or algorithm for determining the amount and price, or (c) did not permit the person to exercise any subsequent influence over how, when, and whether to trade; and

iii. the trade was pursuant to the contract, instruction, or plan.

b. This Rule essentially creates a safe harbor for insiders trading in securities.  But it seems inconsistent with the scienter requirement, specifically with the "recklessness or gross negligence" aspects of that requirement.

iv. Standing:  In order to have standing to bring a private 10b-5 action, one must be a counter-trader, one who sells to or purchases securities from the purported violator.  See Blue Chip Stamp.  

1. This seems rather artificial: it denies standing to a number of potential Πs who are also harmed, i.e., other people who trade with non-insiders.  Everyone is harmed by not having the best information regarding the true value of the stock, as a result of non-disclosure.

a. It also grants standing to those who aren't particularly harmed.  The US Supreme Court wished to cabin the availability of private suits, so they declined to adopt the SEC's broader proffered standard.  

v. Causation/Reliance:  Under the common law of fraud, a Π must prove reliance: this is easier to do where there's a misleading statement (assuming you read it and that it was the reason for your decision), as opposed to when there's silence (the best that you could say under the common law is that the company typically makes disclosures, and thus if they said nothing, there was nothing to say).  Under the common law, every member of the class had to show reliance.  

1. The Court got around this by employing the "fraud on the market" theory:  There is a presumption that the Π relied upon the integrity of the market price.  

a. Basically, investors are presumed to rely upon the market price as the best indication of the true value of the stock, since capital markets are generally efficient.  Most investors don't do independent research; they just follow the market.  See Basic, Inc. v. Levinson.  

b. One would rebut this presumption by showing that the Π isn't a normal investor following the market.  

i. They might have had a preexisting plan with their broker to automatically buy or sell, or perhaps they were doing their own independent research/analysis and bought or sold on that basis, or perhaps even if the misleading statement isn't credible or credited by market analysts or almost anyone else.  

ii. But it's generally very hard to rebut the presumption.  

vi. Damages:  The measure of out-of-pocket damages to the Π would be the  difference between the price at which the Π bought or sold and the "true" price, the price of the stock when the inside information became public.  

1. But this is NOT the measure of damages because it bears no necessary relationship between harm to any particular trader, and the amount the Δ made as a result of his insider trading.  

a. The Court wanted to cabin the amount of liability, to avoid disproportionately large liability on the insider.

2. The Π may recover his losses, but recovery is limited to the Δ's profits:  the measure is the post-purchase decline due to disclosure, capped at gain by insider.  
i. Thus, it's the same out-of-pocket damages calculation as before, with the true value assumed to be the value of the stock when the news comes out, but the damages are capped at the amount the insider made on the deal.  See Elkind.
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