Business Organization Choices

Overview
· Corporation

· Shareholders provide capital

· Centralized management - shareholders have voting right but very little power in practice.  Directors and officers manage the business

· Principal means of organizing businesses with complex organizational structures and large capital needs

· Definition of “Corporation” for tax purposes

· If it is indeed a corporation or

· If it has publicly traded ownership interests or

· If it elects to be so treated

· Distinguish: Subchapter S corporation

· Special tax status whereby corporation/shareholders get flow-through taxation that is similar to partnership taxation + limited liability

· Requirements (corp has no more than 100 shareholders; no more than one class of stock, all shareholders must be individuals…)

· Sole Proprietorship

· Informal or default organization – no need for written agreement or filing of papers

· Single individual owns the business assets and is liable for any business debts
· Finite life

· Typically small with modest capital needs that can be met from owner’s resources and from lenders

· General Partnership (GP)
· Definition

· An “association of two or more persons to carry on as co-owners a business for profit”

· (1) Voluntary contract of association for purpose of sharing profits and losses which may arise from use of capital, labor or skill in a common enterprise and (2) an intention to be in organization that has characteristics of a partnership, even if parties deny that it is a partnership (Vohland v. Sweet)
· General Characteristics - typically common in service industries (law, acctg, medicine) where trust must exist between participants but capital needs aren’t great

· Vohland v. Sweet, 1982, 1-1

· Facts: was Sweet an employee or a partner?  Were trees part of partnership assets?
· Holding: Sweet was a partner and the trees were part of the partnership assets
	Case that Sweet was Partner (Holding)
	Sweet was Employee

	Sweet received % of profits - prima facie evidence as per Ind. Code
	Sweet was receiving a wage or commission as an EE - Ind. Code - exception to prima facie case

	Sweet's payment was irregular
	Loans not taken out in Sweet's name and there was no indication that Sweet would share losses

	It was a voluntary contract

	Vohland did the books, finances, sales - i.e. ran the business

	Sweet wouldn't let his 20% be charged with cost of truck w/o his name on title ( substance, actions are most important indications that a partnership existed, even if parties expressly did not want to form partnership - intent is not conclusive
	On tax forms, Sweet's payment were included under "wages"


	Sweet provided labor and skill, not capital.  Partner does not have to provide capital if he provides labor and skill (Watson v. Watson)
	Vohland bought out his siblings' interest in the business and Sweet did not contribute


	No social security taken out in Sweet's name - ER has to pay EE's social security
	

	Sweet claimed to be self-employed on taxes
	No partnership income tax return was filed - evidence of both people's intent

	Commissions tend to be on personal revenues - and not on corporate profitability
	Profit sharing among EE's is not unusual, esp. for senior managers


· Limited Partnership (LP)

· Limited partners provide capital and are liable only to the extent of their investment 

· If Limited Partners started acting like management, courts would strip them of their limited liability status.
· General Partners run the business and are fully liable for partnership debts

· LPs combine tax advantages and limited liability 

· Limited Liability Partnership (LLP)

· LLP is essentially a General Partnership except:
· Liability of LLC general partners is less extensive than that of General Partner
· LLP partner is not personally liable for all partnership obligations but rather only for obligations arising from his own activities
· Limited Liability Company (LLC), 1-7
· Hybrid between a corporation and a partnership

· Owners are called “members”

· Partnership aspects: provide capital and manage business according to agreement; taxed like a partnership unless shares are publicly traded; shares generally cannot be publicly traded 

· Corporation aspects: members are not personally liable for LLC’s debts

	Comparison of Key Business Entity Attributes

	
	Corporation
	General

Partnership
	Limited         Partnership
	Limited    Liability   Company
	Limited   Liability     Partnership

	Liability of Owners
	Shareholders generally not personally liable for corporate obligations – only the corporation is liable
	Partners personally liable for obligations of partnership
	General partners personally liable for all partnership obligations; limited partners generally are not
	Members not personally liable for LLC’s obligations
	Partners generally liable for own acts but not for acts of others; under some statutes may be liable for partnership contracts too

	Management
	Centrally managed.

Generally managed by officers who are controlled by directors; 
shareholders have no mgt rights
	Partners manage – share control
	Generally managed by general partners; limited partners may have certain voting rights
	Members may manage or appoint managers
	Partners manage

	Taxation
	Double taxation: firm is first taxed; dividends then taxed
	Income is distributed to partners & then taxed once
	Income is distributed to partners & then taxed once
	Income is distributed to partners & then taxed once
	Income is distributed to partners & then taxed once

	Formation Requirements
	Must file articles of incorporation with state
	Default organization

Can be formed by oral or written agreement or through conduct
	Must file certificate of limited partnership with state
	Must file articles of organization with state
	Must file articles of limited liability partnership with state

	Transferability of Ownership
	Shareholders generally free to transfer their ownerships at will 
	Partners can’t transfer their full ownership interest w/o unanimous consent
	Partners (GP or LP) can’t transfer their full ownership interest w/o unanimous consent
	Members generally can freely transfer their financial rights, but can’t transfer their mgt rights w/o unanimous consent
	Partners generally can’t transfer their full ownership interest w/o unanimous consent

	Duration
	Perpetual
	Finite
	Finite
	
	Finite

	Who provides what?
	Shareholders provide capital
	Generally all Partners contribute K – some may only contribute labor or skill
	Limited Partners provide K
	
	

	Other
	
	Share profits and losses
	
	
	


Liability for Defective Incorporation

Liability for Defective Incorporation
· Overview

· Courts generally viewed “tough luck” approach as too harsh – esp b/c earlier incorporation statutes were rife with technicalities

· In response, courts developed common law doctrines of de facto corporation and corporations by estoppel
· Courts impute limited liability despite defect in incorporation 

· De Jure Corporation

· Substantial compliance with requirements of the state of incorporation
· Its status as a corporation cannot be attacked by anyone – limited liability 
· De Facto Corporation

· Requires:

· Some colorable and good-faith attempt to incorporate and

· Actual use of the corporate form, such as carrying on business as a corporation or contracting in the corporate name

· Example:
· Investors mail certificate of incorporation to secretary of state, open corporate bank account, enter into lease in corporate name, and then discover certificate has not been filed because of a minor defect

· De facto corporation has all attributes of de jure corporation including limited liability 

· Corporation by Estoppel

· Outsiders who rely on representations or appearances that a corporation exists and act accordingly are estopped from denying corporate existence or limited liability 

· Would-be Corporation can’t use Estoppel as sword, however (e.g. to rescind contract which makes “corporation” liable to third party)

· No good faith effort to incorporate is required to satisfy Corporation by Estoppel
· This is an easier standard to satisfy than De Facto Corporation

· Corporation by Estoppel insulates against personal liability in contract, but not in tort  

· “Prior” Model Business Corporations Act (1979)
· Persons who act as a corporation w/o authority of a properly issued certificate of incorporation are jointly and severally liable for all debts/liabilities incurred as a result of that action

· Section was designed “to prohibit the application of any theory of de facto incorporation” (MBCA comments)

· In States that have adopted Prior Model Act, de facto corporation is generally considered abolished – effect of Prior Model Act on corporation by estoppel is unsettled, however

· Thompson & Green Machinery Co. v. Music City Lumber Co. (Tenn. 1984)
· Holding: enactment of Tenn.Code Ann. (under Prior Model Act) extinguishes corporation by estoppel and de facto corporation – D is personally liable
· Revised Model Business Corporation Act  §2.04

· Generally impose liability only on persons who act as or on behalf of corporations “knowing that no corporation exists”

· Examples:
· Most compelling case for limited liability:

· Participant honestly and reasonably – but erroneously -  believed that the articles had been filed (D shown executed articles of incorporation and was told by attorney that they’d been filed before D became officer/director).  Articles not filed due to attorney error
· Less compelling, but sometimes limited liability allowed here:

· Participant mails in articles of incorporation and then enters into transaction in corporate name – letter delayed, returned for correction, etc. – Courts have treated date of receipt or date of mailing may be treated as date of incorporation
· Also not that compelling, but sometimes limited liability allowed here:
· Good case for Corporation by Estoppel

· Third person has urged immediate execution of contract in corporate name even though he knows that other party has not taken any steps toward incorporating

· Most courts impose personal liability in this situation
· D has represented that corporation exists and entered into a contract in corporate name, knowing that no corporation formed – either b/c no attempt has been made to file or b/c he’s already received rejected articles of incorporation

· D has argued that imposition of personal liability creates “windfall” for P, who has dealt solely with the “corporation”, has not relied on D’s personal assets, and thus gets more than he originally bargained for

· Courts have generally found that to recognize limited liability here would undermine incorporation process

· Most courts also impose personal liability in this situation:
· Cases where inactive investors provide funds to promoter with instruction, “don’t start doing business until you incorporate.”  

· Some courts may distinguish between active and inactive participants, holding only active personally liable – however “active” is defined quite broadly

· Impact of Revised Model Act on De Facto/Estoppel Doctrines
· Impact on Estoppel is unsettled
	Corporate Status – Summary

	
	De Jure
	De Facto
	By Estoppel

	Method of Formation
	Substantially following all statutory provisions
	Colorable, good faith compliance with statutory provisions and exercise of corporate privileges
	Parties act as if there is a corporation; no requirement of good faith following of statutory provisions

	Effect on Personal Liability
	Insulates a/ personal liability of shareholders
	Insulates a/ personal liability of shareholders
	Insulates against personal liability in contract, but not in tort


	Case for Corporation by Estoppel
	Case against Corporation by Estoppel

	Fairness – otherwise P gets more than they bargained for (personal liability provides windfall)
	Must provide incentive to incorporate

	Perceived harshness of “tough luck” rule  – Courts will create exceptions to mitigate
	Otherwise slippery slope

	Revised Code seems to admit possibility of Estoppel in 3rd exception bullet
	Administrative ease of a bright-line rule

	
	Today, steps to incorporate are clear – no excuse

	
	In states where Prior Code has been adopted, why would Code get rid of De Facto – which is harder to satisfy – and keep Estoppel?

	
	Persuasive authority - some jurisdictions have interpreted Code as getting rid of Estoppel


Piercing the Corporate Veil

Disregard of Corporate Entity – Piercing the Corporate Veil
· Overview 
· Generally corporate shareholders are protected from corporate liability (limited liability)
· Under certain circumstances, shareholders can be held liable to corporate creditors – courts here “pierce the corporate veil”

· Courts usually apply more stringent standard to piercing the veil claims in contract cases than in tort cases – presume contractual party knowingly and voluntarily entered agreement

· Courts often require proof of misrepresentation to creditors (see e.g. Perpetual Real Estate Services v. Michaelson Properties – strong public policy reasons for upholding limited liability where no fraud or misrepresentation)

· General Requirements

· First, unity of interest and ownership that separate personalities of corporation and its shareholders no longer exist

· Second, circumstances must be such that adherence to fiction of separate corporate existence would sanction a fraud or promote injustice
	Factor
	Description
	Application

	Commingling of Assets
	Where shareholders have dealt with assets of corporation as if those assets were their own – i.e. using corporate money to pay private debts, etc.
	Critical factor for piercing – rarely will court pierce without this

	Domination & Control by Shareholder
	Courts will pierce the corporate veil of C when shareholder who owns most or all of C’s stock so completely dominates C’s policy and business practices that C can be said to have no separate mind, will or existence of its own

	Virtually all D’s will be “close” corporations – this factor is of limited practical use.

E.g. parent corporation directly determines business policy of a sub, instead of allowing sub’s board to determine that policy
Cf. court is less likely to pierce sub’s veil if sub’s business policies are determined by its own board even though its directors are elected by the parent, and even though they are also officers or EEs of the parent

	Fraud, Misrepresentation
	Often said that corporate veil will be pierced only if it was used for fraud or wrong, for violation of statutory or other positive legal duty, or commit a dishonest or unjust act in contravention of creditor’s legal rights
Who did creditors think they were dealing with? Did they intend to lend money to corporation C?
	See Zaist – court pierced D’s veil under instrumentality rule.  Fraud (juggling of assets) and misrepresentation to creditors, although no commingling.
Cf. Perpetual Real Estate – court refuses to pierce D’s veil where no evidence of fraud or misrepresentation.

	Undercapitalization
	Was corporation initially organized with sufficient resources (capital, liability insurance or both) to meet the obligations that reasonably could be expected to arise in its business?


	Virtually all corporate defendants in piercing cases will be bankrupt.  This factor is not of practical help unless corporation was initially under-capitalized 
Rationale: legislature, in conferring limited liability, assumed that shareholders in good faith would put up unencumbered capital or insurance reasonably adequate for its prospective liabilities

See Walkovszky (denied for “undercapitalization”)

	Lack of Corporate Formalities
	Were basic corporate formalities followed?


	E.g. stock issued, corporate records maintained, directors or officers elected, regular meetings of directors and shareholders held

Rationale: this goes towards whether creditors are being deceived

	Unity of Interest, Alter Ego, Instrumentality Rule
	Courts that pierce the corporate veil often do so on the ground that no separate entity has been maintained and the corporation is only the “alter ego” or “instrumentality” of its shareholders or there is a “unity of interest” between corporation and its shareholders
	These terms are often treated as if they were grounds for piercing – more typically these terms are merely conclusory and applied only if other grounds (see above) are present


	Usually limited to corporations with few shareholders
	
	Practically, Courts will never pierce the veil of a public corporation – almost 100% of cases involve corporation owned by 1-2 shareholders

	Instrumentality Rule
	Instrumentality Rule - requires, in any case but an express agency, proof of 3 elements:
· Control, not mere majority or complete stock control, but complete domination, not only of finances but of policy and business practice relating to questionable transaction ( corporate entity had no separate mind, will or existence of its own

· Such control must have been used by D to commit fraud/wrong, to violate statutory or other positive legal duty, or a dishonest/unjust act contravening P’s legal rights

· control and breach of duty must have proximately caused the injury or unjust loss 


· Reasons for Piercing Corporate Veil

· Undercapitalization - Walkovszky v. Carlton (1968)
· Court can’t pierce corporate veil for inadequate capitalization where owner of cab driving corporations had met the state’s minimum insurance requirements for cabs.  No evidence of commingling, fraud, or undercapitalization.  Complaint dismissed
· Court suggests in dicta that Plaintiffs would have case for enterprise liability
· Alter Ego; Instrumentality; Unity of Interest

· Zaist v. Olson (Conn. 1967)

· Facts: Ps working on land originally owned by Olson’s East Haven.  Olson then transferred land to Olson, Inc..  Ps were unaware of transfer.  Ps sent bills to East Haven which had very few assets.  Ps were paid $169.7k but were still owed $23k 
· Holding - Olston convicted under the Instrumentality Rule:
· East Haven was Olson’s alter ego 
· Olson used East Haven to perpetuate a fraud/wrong, his own enrichment – by juggling assets and leaving East Haven financially unable to pay its creditor
· This control and breach proximately caused the P’s unjust loss
· Distinguish: This is outer edge of envelope where courts will pierce – more ordinary case involves commingling of assets
· Requirement of fraud, wrong, dishonesty, or injustice - misrepresentation
· Perpetual Real Estate Svs. v. Michaelson Properties Inc., 1992, 1-23

· Facts:

· MPI and PRES were in JV to build condos – the two corporations formed several partnerships together
· In 1986,  partnership distributed profits to MPI and PRES
· MPI, according to partnership agreement, distributed profits to its sole shareholder Aaron Michaelson
· Over a year later, several purchasers of these condos sued.
· PRES paid full amount on behalf of partnership b/c MPI had distributed its profit years earlier. PRES then sued MPI/Michaelson claiming that MPI was Michaelson’s “alter ego or instrumentality”
· Holding:

· Court will only pierce veil in extraordinary circumstances. Also, court requires (a) use of corporate form to “disguise wrongs, obscure fraud, or conceal crime” ; court also requires proof of some form of misrepresentation to creditors in contract cases – no fraud or misrepresentation here
· Note:  This case proves how difficult it is to pierce when there’s no commingling of assets
Enterprise Liability 
Piercing the Corporate Veil Between Affiliated Corporations
· Overview 

· Plaintiff with claim against C seeks to satisfy claim against the assets of an affiliated corporation D, under common ownership with C

· Distinguish - Piercing the Corporate Veil
· Plaintiff is not seeking to impose individual or personal liability on C’s shareholders but rather to aggregate brother-sister corporations – C and D – as if they were one corporation

· Consequences of this doctrine are much less harsh 

· Enterprise Liability

· Rule: If all business operate effectively as one business and it appears the only reason that they’re divided up is to separate assets from liabilities, Court will treat entire collection of corporations as one corporation. 

· Or… where each affiliated corporate entity isn’t a free-standing business enterprise but only a fragment of an enterprise composed of all affiliated corporations.

· Rationale: separate incorporation of enterprise fragments was not within the legislative intent in granting limited liability 

· Walkovszky v. Carlton – p could go after conglomerate of cab corporations – but could not go after sole shareholder personally because there was no fraud
· Bartle v. Home Owners Coop, 1955, 1-35
· Facts:

· P loaned money to the subsidiary of D.  Sub went bankrupt. P tries to hold D parent company liable for subs’ debts under enterprise liability
· Holding:

· Court declines to impose enterprise liability on parent company.  . 
· Creditors were not misled  - while D controlled subs’ affairs, D kept outward indicia of two separate corporations.  Creditors knew they were lending money to sub.  Creditors also knew sub was essentially a non-profit corporation
· In re Tip Top Tailors 
· Holding:  Court upholds enterprise liability and refuses to treat Parent and Subsidiary Corporations separately in bankruptcy proceeding  
· Subsidiary was only a fragment of the enterprise.  Only parent company transacted business or extended credit.
· Court also made consequential argument: 
· Unequal consequences if treat entities separately.  Either Parent or Sub shareholders recover disproportionately if enterprise liability is not assumed

· Equitable Subordination, 1-43
· Respect the corporate identities but subordinate parent’s claims to other creditors of subsidiary (“Equitable Subordination”)
· Where Court subordinates the claims of the parent to other creditors of the subsidiary

· Courts will often choose this where:

· Invoked when controlling shareholder causes corporation to borrow money from that shareholder to the detriment of other shareholders

· Parent advances $ to sub and all formalities are kept or…
· Sub has no separate existence, is not adequately capitalized, and constitutes a mere instrumentality of parent corporation or corporate pocket or department of its business

· Courts consider $ advancement the parent’s investment in sub – parent should have to stand in line behind other creditors

· Parent is less likely to get paid

· Considerations for subordination

· Fraud
· Mismanagement – greater than simple negligence
· Undercapitalization
· Commingling of funds and properties
· Failure to develop corporation into independently profitable business, overdependence of corporation’s business on that of the shareholder, or both
· Excessive control, indicated by failure to observe formalities of separate corporations and
· Whether transaction that gave rise to shareholder’s debt claim was “arm’s length transaction”
· Distinguish – piercing 

· Controlling shareholders typically not paid in equitable subordination but unlike piercing, they do not face unlimited liability for corporation’s debt

· Treatments in Bankruptcy Scenario

· Equitable Subordination
· Respect corporate identities

· Enterprise Liability
· Parent will not get paid by subsidiary unless and until all other corporate creditors are paid – otherwise internal debt effectively disappears 

Successor Liability

Overview
· Liabilities for transactions before incorporation – aka “Successor Liability” – this is not about personal liability, however
· Simplest case for successor liability is where Corporation A sells its assets to Corporation B – B gives its shares to A – A distributes shares to its own shareholders and quickly dissolves
· Same case holds where B gives cash to A and A distributes cash to shareholders as dividend and dissolves
· Courts are split over whether successor liability may apply where predecessor was not a Corporation
Leannais Rule (7th Cir. 1977)
· A “corporation which purchases assets of another corporation does not succeed to the liabilities of the selling corporation.”  
	Exceptions to Rule of Non-liability for Predecessor
 

	Third-party beneficiary
	If the newly formed corporation expressly or impliedly assumes the obligations of its predecessor, then the creditors of the old business may hold the new corporation liable as third-party beneficiaries 
	

	Fraud
	Successor corporation will be held liable for debts of predecessor business if the sale of its assets was an attempt to defraud the predecessor’s creditors
	Inadequate consideration – if successor corporation gives inadequate consideration for assets rec’d, thus rendering predecessor business unable to pay its existing debts

	Merger
	Successor corporation will be held liable for debts of predecessor business if it is merged into, or absorbed by, the successor
	Court is more likely to find successor liability where:  
(1) Seller quickly dissolves or 
(2) Successor uses equity as consideration instead of cash
Rationale: when buyer gives cash instead of shares to seller, seller shareholders are not left with any interest in the buyer ( thus, no merger/continuation has occurred 
(p. 1-50)

	Continuation
	Successor corporation may be held liable for debts of predecessor on theory that successor is merely a continuation of predecessor 
Most courts require formal reorganization such as “merger/consolidation” or through Chapter X of Bankruptcy Act or perhaps under other state statutory devices (p. 1-54)
Fact that purchasing corporation is “carrying on same business” as the selling corporation is generally insufficient (cf. Tift)

	


· Identity Test
· Identity Test with Corporate Predecessor/Successor:
· Predecessor is solvent:
· If successor looks exactly like predecessor, it is the same corporation – successor will be liable
· Predecessor is insolvent
· If predecessor sold off its assets for fair consideration and paid off its creditors fairly (preferably through bankruptcy, as in Anderson), the company gets to start over without liabilities (public policy reasons for allowing this)
· Identity Test with Non-Corporate Predecessor
· Jurisdictions are split as to successor liability
· Note: apply identity test at point where transformation first occurred 
· Continuation - Tift v. Forage King Industries (Wis. 1982)

· Facts:

· P was injured in 1975 by chopper block built in 1961.  The manufacturer had changed organizational forms several times since the block had been manufactured
· There was no express assumption of predecessor’s liabilities.
· Could purchasing corporation be held liable for block built by predecessor sole proprietorship?
· Holding:

· Leannais Rule and its exceptions apply even though predecessor was not a corporation
· Further, continuation exists simply b/c successor corporation conducts the same business as predecessor, using the same name and management 
· Successor liability applies
· Distinguish: This result is atypical and likely related to the strict liability nature  of the product defect claim.  The court stresses the policy needs of consumer protection.  Most courts require a more formal “reorganization” of predecessor business (e.g. merger, bankruptcy)
	Bf 1957 (1)
	1957-1968 (2)
	1968 (3)
	1968+ (4)
	Late 1968 (5)
	1975 (6)

	Nedland
	1957 N sells biz to W

Wilberg
	Wilberg/

Nedland form partnership
	Wilberg/

Nedland sole shareholders
	Nedland sells his stock to Wilberg – Nedland remains as director
	Tester Corp. buys all Wilberg’s stock

	SP
	SP
	P
	Corporation
	Corporation
	


· J.F. Anderson Lumber Co. v. Myers (Minn. 1973)

· Although there is stronger identity in Anderson than in Tift, Court declines to hold successor liable

· Facts:

· Leekley forms new corporation – with same business, management, and name – for stated purpose of escaping old corporation’s debs of $40k
· Leekley sells assets (trucks/equip) to new corporation for adequate consideration
· Leekley uses asset proceeds to partially pay off first corporation’s creditors ($1.8k)
· First corporation stopped doing business
· Holding:

· Successor not liable even though predecessor corporation was insolvent
· Motive of escaping liability is not a problem

· Need inadequate consideration to hold successor liable under “fraud” exception
· “Continuation” exception means that original corporation was formally reorganized (i.e. through Bankruptcy proceedings, etc.) – mere continuity of business and management is not sufficient
	Identity in Tift – cf. SP and Tester Corp.
	Identity in Anderson Lumber

	Differences
· Different directors, officers & shareholders

· Place of operations had changed in 1968

Identities

· Both were solvent companies

· Manufactures identical products 

· Uses same operations

· Same EEs

· Same name

· Sells to same dealers 
	Differences
· First Corp’s customer contracts were not transferred

· No assets of incomplete construction contracts nor money due under such contracts were transferred

· First corp was insolvent – second corp was not

· Names of corporations were different

· First corporation was insolvent – successor was not

Identities
· Same officers and sole stockholders

· Some of the same tangible assets (trucks)
· Same type of home construction and remodeling business

· 3 EEs of first corp were hired by 2nd corp

· Possibly the same intangible assets – reputation/good will – although Majority doesn’t recognize this as asset (business was insolvent)




	Where Predecessor was not a Corporation

	Case for Imposing Successor Liability  (Holding in Tift)
	Case against Imposing Successor Liability

 

	Public policy: can’t have defective products put into stream of commerce w/o liability b/c of “corporate transformations or changes in form only”

Public policy: purchasing corporation should be encouraged to do its own due diligence
	Holding successor corporations liable even when predecessor was not a corporation may discourage business activity/mergers, etc.

	Predecessor may not have ability to satisfy P’s claim – two pockets will ensure compensation
	Distinguish: when a corporation is purchased by a second corporation, the first disappears as a legal entity and consequently can’t be sued – not true with partnership predecessor.

If predecessor wasn’t a corporation, then you can impose liability on predecessor and P will be compensated 

	Even if predecessor is proper D, successor corporation can properly be sued too


	Predecessor is morally responsible party.

Also, predecessor shareholder pocketed sale proceeds which represented the accumulated value of the business from inception until sale.  Predecessor was one benefiting from business during time when product was sold to P, then Predecessor should pay the costs

	Both predecessor and successor manufacturers are in better position to spread the cost and assume the liability than is “helpless P” who may not recover anything if successor liability is not allowed

Courts should be more worried about P than wealthy corporations


	Limiting successor liability to where predecessor is corporation will eliminate danger of “double dipping” or windfall to P by providing two pockets 

	Textual argument is just semantics - nature of predecessor organization is not relevant


	As a textual matter, a corporation can’t be a “successor corporation” if predecessor was, in fact, not a corporation 



	More broad definition of “continuation”

Present corporation can be a continuation b/c it has same EEs, identical products, same name, sold to same dealers.

Doesn’t matter if management and shareholders are different.


	More narrow definition of “continuation”:

Present corporation can’t be a continuation if it has different directors and shareholders
Manufacturing same products and using same manufacturing operations does not qualify as “continuation” under exceptions for nonliability 




	Considerations for determining “Continuation”

	Name
	Location

	Management (directors/officers)
	Shareholders

	Has new charter been filed if successor is a corporation? If not, no successor corporation exists
	Product, operations, assets (tangible/intangible) 

	Solvency of predecessor/successor
	


Powers of the Corporation / Ultra Vires
Corporate Powers
· Old Statutes

· Corporation’s purpose and powers were limited to those set forth in corporation’s certificate of incorporation (express powers) and those powers reasonably necessary to carry out those purposes (implied powers)

· Modern Statutes

· Typically use sweeping purpose clauses
· E.g. provide that corporation can engage in any lawful business

· Corporation can typically do almost anything that is rationally related to a business purpose

· Usually find corporate acts to be within the corporation’s powers

· Donations
· General Rule

· Objective of the business corporation is to conduct business activity with a view to corporate profit and shareholder gain

· Modern Rule

· Doesn’t require direct-benefit test

· Permits use of corporate resources for public welfare, humanitarian, educational or philanthropic purposes w/o requiring showing that direct benefit is likely
· Shlensky v. Wrigley, 1968, 1-67
· Facts: Wrigley directors refuse to install lights and schedule night games. Minority shareholder sues b/c P believes Ds aren’t maximizing profit.  Directors are opposed to night games allegedly b/c of potential negative impact on surrounding area
· Holding: Court upholds this humanitarian/public welfare purpose as profit-maximizing and w/in Board’s business judgment even where evidence indicates that motive behind conduct was not a profit-motive.  Decision indicates how hard it is for Plaintiff to overcome BJR protection, absent fraud, illegality or conflict of interest

· Limitation – Reasonableness Test

· Corporation’s ability to make donations is not unlimited

· Modern cases have invoked limit of reasonableness on use of corporate resources for public welfare, humanitarian, educational or philanthropic purposes

· Dodge v. Ford Motor Company, 1919, 1-61
· Facts: 10% shareholder sued directors seeking payment of additional dividends and injunction on further business expansion.  Ford claimed it refused to issue dividend b/c it wanted to invest $ in operations to make cars affordable ~ humanitarian motive
· Holding:  Court takes unusual step and orders Directors to pay dividend (although typically decision to pay dividend is a matter for business judgment).  Court says Board must maximize SH wealth
Ultra Vires Defense
· Generally 
· An ultra vires transaction is one that is beyond the purposes and powers of the corporation.  
· In principle, a corporation is not bound by ultra vires transaction.  Principle so heavily eroded by modern statutes that there is almost nothing left of it
· Traditional Ultra Vires - Real Estate Capital Corp. v. Thunder Corp., 1972, 1-57
· Facts:  Cohen, 80% shareholder of Thunder Corp., and 100% shareholder of Winthrop.  Berman is 20% shareholder of Thunder.  Thunder Corp. takes out $105k mortgage on its property.  Proceeds are paid to Winthrop Homes instead of Thunder – Thunder received no benefit from the $105k loan.  Berman objects to mortgage, which he claims he never knew about

· Holding:

· Loan was a gratuitous transfer

· Gift or voluntary transfer of corporate property is not presumptively fraudulent if (1) all stockholders consent and (2) rights of creditors are not affected

· In this case, Berman did not consent ( mortgage is invalid [however clearly rights of creditors are affected]

· Thunder Corp. analyzed under §3.04:

· Under Revised Model Business Corporation Act, (b)(1), Berman could have preemptively enjoined mortgage action but wouldn’t otherwise have recourse under ultra vires after action completed

· Thunder Corp. (Berman) could go after Cohen as director directly under (b)(2)

· Revised Model Business Corporation Act: §3.04 Ultra Vires

· Generally you cannot use the doctrine of ultra vires as sword or shield
· Ultra vires may apply where:
· (b)(1) where shareholder sues to enjoin the act
· (b)(2) in proceeding by corporation – directly or derivatively or through a receiver, trustee or other legal rep – against an incumbent or former director, officer, EE or agent or
· (c) in shareholder’s proceeding under (b)(1) to enjoin unauthorized act, court may enjoin act, if equitable, and if all affected persons are parties to the proceeding, and may award damages for loss (other than anticipated profits) suffered by corporation or another party b/c of enjoining act
· Notes:  Act tries to eliminate vestiges of ultra vires doctrine
· Statutes – ultra vires doctrine can be raised in only 3 situations
· Corporation and Third Party

· Under this type of statute, neither the corporation nor the third party it contracts with can assert ultra vires as a defense to the other’s suit to enforce the contract
· This is true regardless of whether contract is still executory (not performed at all on either side) or has been performed in whole or in part
· Suit against officers or directors

· If contract has been performed and has resulted in loss to corporation, the corporation can sue officers or directors for damages for exceeding their authority
· If the corporation refuses to sue, a shareholder can bring a derivative suit
· Suit by the state
· These statutes don’t prohibit the state from suing to enjoin the corporation from transacting unauthorized business
· Suit by shareholders for injunctive relief

· These statutes also permit shareholder of the corporation to sue to enjoin performance of an ultra vires contract, provided all parties to the contract are made parties to the action and the court finds injunctive relief would be equitable
· Interpretation

· Shareholder who actively participates in authorizing ultra vires contract – or who bought shares in corporation knowing it had made such a contract – is estopped to enjoin performance
· Miller v. AT&T, 1974, 2-71
· Facts:
· Plaintiff shareholders of AT&T sue AT&T and board b/c of AT&T’s forgiveness of DNC’s debt to AT&T
· Holding

· Failure to collect was breach of directors’ duty to exercise due diligence in corporate affairs

· Business Judgment Rule can’t protect directors where directors have engaged in illegal act

· Even if an illegal act is committed for corporation’s benefit, those acts may still amount to breach of corporation’s fiduciary duty in NY

· Court notes contradicting, in dicta, that under NY law, allegation of breach even of federal statute is apparently insufficient to state a cause of action unless the breach caused independent damage to corporation
What is the proper role of a corporation in society?
· Two models

· Corporate Citizenship

· Arguments for this model

· Corporations represent quasi-people – corporate citizenship.  Like people, Corporations should then be able to give to charities, etc.

· Directors have more discretion here

· Corporations have obligation to “give back”

· Arguments against this model

· Directors may not share the shareholders’ values

· Is this hurting shareholders by siphoning off profits?

· Corporations are “profit maximizing institutions”

· Arguments for this model:

· More director accountability 

· Social policy is the government’s job

· Arguments against this model:

· Limits director discretion

· If you have profit maximizing model, you will have a lot less charitable giving
Attorneys’ Duties

California Rules of Professional Conduct 

· Fraud:  Duty not to knowingly counsel or assist in crime or fraud: 
· This includes continuing fraud – the lawyer must withdraw from representation (in some cases, lawyer must give facts of his withdrawal)
· lawyers can resign, even if it is to the detriment of the company
· Confidentiality:  see list
· Lawyers may disclose if the act would lead to death or imminent bodily harm (not required, but allowed).
· Fundamental Principal:  in absence of informed consent, the lawyer must not reveal information relating to representation. 
· Serious abuses (where client has used lawyers services to commit crime or fraud) forfeit client’s privilege.
· Confidentiality carries to former clients
Directors’ Rights, Duties and Liabilities

Three Categories
· Duty of Care

· Duty of Good Faith

· Duty of Loyalty
For each, Shareholder must sue Derivatively & deal with Demand Requirement – these are duties to the corporation

Duty of Care
- only applied if directors are disinterested
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Business Judgment Rule or Duty of Care (Directors)
· American Law Institute: Duty of Care for directors/officers is BJR (p.2-1)
· Director who makes business judgment in good faith fulfills his duty as long as the director:

· Is not self-interested in the transaction 

· Is informed about the subject of the business judgment to extent he reasonably believes appropriate under the circumstances

· Rationally believes the judgment is in corporation’s best interest

· In all cases, P as burden of proving breach of duty of care

· Rebutting the presumption: shareholder can rebut the presumption of good faith if he establishes that fiduciary:

· Acted fraudulently or illegally
· Acted with a conflict of interest
· Acted with gross negligence
· Usurped a corporate interest, or
· Failed to prevent a wrongful or illegal activity that fiduciary knew or should have known about
Duty of Care  
· Overview
· If director violates Duty of Care, he will be personally liable for bad business decisions 
· Directors occupy a fiduciary relationship to the corporation and must exercise the care of ordinarily prudent and diligent persons in like positions under similar circumstances  
· Procedural Duty of Care Factors:

· Must acquire rudimentary understanding of business (lack of knowledge is not a defense to lack of care)

· General monitoring of corporate affairs and policies – today, duty to install appropriate information and reporting systems, monitoring policies
· Regular participation in board meetings

· Regular review of financial statements 
· Take necessary time to make decisions

· Consult with experts and counsel when necessary

· Nature and extent of “reasonable care” depends on type of corporation, its size and financial resources (Francis) – thus, a bank director was held to stricter accountability than a director of an ordinary business (NY and NJ Courts)
· Extent of review depends also on customs of the industry

· If director discovers illegal activity – he must (a) object and (b) seek legal assistance in certain circumstances and (c) if nothing is done, resign
· Extent of Liability
· Injury and causation

· Even where director hasn’t exercised proper measure of care, he will be held personally liable only for corporate losses suffered as the direct and proximate result of his breach of duty – i.e. injury to corporation and causation must still be shown
· DE rejected proximate cause test (1993) – when there has been a breach of duty of care, burden of proof shifts to directors to demonstrate that transaction was entirely fair
· Acts of Others
· Director is liable for wrongful acts of other officers/directors only if he participated in wrongful acts, was negligent in failing to discover the misconduct (he has duty to inquire under general standard of care above) or was negligent in appointing the wrongdoer (Graham v. Allis-Chalmers)
· Defenses to Liability

· Reliance on reports of management
· Directors are not req’d to make firsthand investigations of every detail of corporate business, at least in absence of suspicious circumstances
· As long as director acts in good faith, he is entitled to rely on statements and reports made to him by corporate officers or EEs
· Reliance on expert opinion

· Director is also entitled to rely on advice given by attorneys, accountants, engineers etc…. As long as director’s reliance was reasonable and in good faith, it is defense to liability 
· Outside Director’s Reliance on Inside Director’s Expertise

· Because of inside director’s experience with company affairs, directors not so intimately involved in running the company are entitled to rely on inside director’s recommendations and opinions when making their own decisions (Rowen)
· Nominal Directors – not a defense
· Usually no defense that director was serving gratuitously or as figurehead (Francis v. United Jersey Bank)
· Disabilities – not a defense
· Ill health, old age, and lack of experience have been held not to constitute defenses, on theory that person subject to one of these disabilities should not have accepted (or should have resigned from) the directorship
· Francis v. United Jersey Bank
· Holding: senile, alcoholic mom was personally liable for her sons, the sole directors, siphoning off of $12m in loans from the company which subsequently went bankrupt.  Mom violated duty of care responsibilities by not attending board meetings or reviewing financial statements.   
· Smith v. Van Gorkom, 1985, 2-11

· Chairman negotiated merger based on guess as to company’s valuation and convinced board to approve w/in 2-hour meeting w/o supporting documentation.  Shareholders could have rec’d more money.  Directors didn’t read merger agreement 
· Holding: Van Gorkom’s report does not qualify as a “Management Report” which directors would be entitled to rely on under DE law.  Board did not have adequate information to make reasonable business judgment about intrinsic value of company. 

· Board was held personally liable for potentially millions of dollars – P satisfied Duty of Care standard.  Directors were grossly negligent in informing themselves to reach decision to merge.  
· Delaware General Corporation Law §102 – p.2-31

· In reaction to Van Gorkom, DE enacted §102 which eliminated Duty of Care for directors: Corporations can limit or eliminate personal liability for directors as long as it doesn’t limit liability for:

· Breach of director’s duty of loyalty (i.e. conflicts of interest)

· For acts or omissions not in good faith or which involve intentional misconduct or a knowing violation of the law

· Any transaction for which director got an improper personal benefit 


· Graham v. Allis-Chalmers Manufacturing, 1963, 2-55
· Shareholders sue company, directors and EEs that Ds knew or should have known about anti-trust activity.  Corporate org structure was highly decentralized

· Holding: Ds are not liable.  They did not know and should not have known about illegal activities.  Directors did not have duty to install “system of watchfulness” 
· Caremark International (cf. Allis-Chalmers)
· P shareholders sue to recover settlement money paid out to DOJ – claim Caremark violated their Duty of Care

· Holding:

· Corporation’s info systems appear to be a good faith attempt for board to be informed of relevant facts – directors didn’t consciously permit a known violation of law to occur

· Duty of Care includes Duty to Monitor (effectively overrules Allis-Chalmers)

· Duty to monitor exists even w/o red flags
Statutory Duties and Liabilities regarding Management  
· Additional duties and liabilities are imposed on directors by federal and state statutes
· Securities Act of 1933

· Directors are liable for misstatements or omissions of material fact in a registration statement required to be filed when a corporation issues securities, unless they exercise due diligence
· Rule 10b-5
· Directors are liable for fraudulent misstatements or omissions of material fact by the corporation if they participated in or had knowledge of the fraud or if their lack of knowledge resulted from willful or reckless disregard of the truth
· Sarbanes-Oxley, 2002 - regulations required:
· Principal executive officer or similar function, must certify, in each annual/quarterly report that
· signing officer has reviewed report
· based on officer’s knowledge no untrue statement of material fact and doesn’t omit material fact – not misleading
· based on officer’s knowledge, financial info fairly presents in all material respects the financial condition/results of ops of the issuer
· signing officers are
· responsible for establishing, maintaining internal controls
· have designed internal controls to ensure that material info relating to issuer/consolidated subs is known to officers
· have evaluated effectiveness of internal controls as of 90 days prior to report
· have presented in the report their conclusions about effectiveness of their internal controls
· signing officers must disclose to issuer’s auditors and board’s auditing committee
· any significant deficiency in design/operation of internal controls that could adversely affect issuer’s ability to record, process, summarize and report financial data
· any fraud, material or not, that involves anyone who has significant role in internal controls
· Sarb-Ox § 906 imposes criminal liability if officer certifies knowing that report doesn’t comply with the rules

Duty of Good Faith
Good Faith Omissions
· Duty of Good Faith v. Duty of Care

· Lack of Good faith lies somewhere between “Grossly Negligent’ and “intentional misconduct” conduct – perhaps Recklessness
· Many commentators think Duty of Good Faith is a recklessness standard – DE statute effectively changed standard from Gross N to Recklessness
· 2 categories of “bad faith” behavior:

· Subjective bad faith: fiduciary conduct motivated by actual intent to do harm
· Intentional dereliction of duty: conscious disregard for one’s responsibilities

· Examples of 2nd Category of “Bad Faith” (p. 2-51)

· Where fiduciary intentionally acts with purpose other than that of advancing best interests of corporation

· Where fiduciary acts with intent to violate applicable positive law
· Where fiduciary intentionally fails to act in face of a known duty to act – demonstrating a conscious disregard for his duties
· Lack of due care: gross negligence without any malevolent intent ( is NOT bad faith (consider legislative intent of DE’s adoption of §102(b)(7)
· Walt Disney, 2003, 2-33
· Ps sue derivatively on behalf of Walt Disney alleging that directors breached fiduciary duty by blindly approving employment agreement with Michael Ovitz and ignoring D Michael Eisner’s dealings with Ovitz regarding his non-fault termination
· Walt Disney had eliminated “Duty of Care” in charter, so Ps went after “Good Faith”
· Holding in 2003

· Disney Board breached their Duty of Good Faith via a knowing or intentional disregard of their duties (Board didn’t try to become informed about Eisner’s dealings with Ovitz)

· Ovitz’s Self-negotiation of employment agreement as officer: 

· Acceptable as long as performed in (1) adversarial and (2) arms-length manner.  

· Ovitz did not have BJR protection b/c this was a self-dealing transaction.  Ovitz failed to prove transaction was “fair” to corporation
· Holding in 2006
· Duty of good faith: Court actually created third duty for directors: intentional dereliction of duty and conscious disregard for duties
· Only way to rebut BJR presumptions is to show that the Ds breached their duty of loyalty, duty of care or duty of good faith
· Requirement of Recklessness Standard (instead of Gross Negligence/ Reasonableness) 
· Judges aren’t business people – might be hard to determine what is reasonable.  Better to use recklessness standard and give management some cushion

· If impose liability too easily might discourage risk-taking by management & many people might be deterred from serving as directors

· Potential profits often correspond to potential risk, shareholders often assume the risk of bad business judgment

· After-the-fact judgment is imperfect way to evaluate business judgment  
Duty of Loyalty – Self Dealing, Corporate Opportunities
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Duty of Loyalty
· Duty to promote the interests of the corporation without regard for personal gain

· Interested = 
· transactions between corporation and its directors 
· between corporation and an entity in which corporation’s directors are also directors or have a financial interest or 
· transaction between a corporation and its controlling shareholder
Duty of loyalty and Self-dealing (statute)
· Burden is on D here
· Director can transact business w/ corporation BUT
· Must be done with strictest good faith and with full disclosure
· Burden is on such directors to establish their good faith, honesty and fairness
· Courts will apply “closest scrutiny” and view such transactions with “skepticism” – they will be nullified on “slightest grounds”
· The Test for Acceptable Self-dealing (Del.C. §144, p. 2-133)
· No self-dealing contract or transaction will be automatically void if any of the 3 prongs below are satisfied:  
· Relationship/interest is disclosed or known to board and board (excluding interested director’s vote – i.e. financially interested in having this self-dealing occur – even if it’s just b/c directors want to hang on to their job) approves it
· Relationship/interest is disclosed or known to shareholders entitled to vote and they authorize such contract by vote or written consent (some formulations include only “disinterested” shareholders – ALI)
· Court determines that contract is fair and reasonable to the corporation
· Meinhard v. Salmon, 2-71

· Facts:

· Salmon borrowed $ from P, Meinhard and a JV was formed
· Salmon signed new lease, covering original tract + huge new tract of land.  Salmon would keep same buildings for 7 years and then would tear them down and build new $3mm building there
· Salmon didn’t tell Meinhard about opportunity and M then sued
· Holding:
· Salmon appropriated for himself what was merely “an incident of the enterprise”. Salmon had duty to disclose opportunity to M this “lease renewal” (arguable that this wasn’t a lease renewal at all)
· JV partners are held to a higher standard than marketplace – fiduciary ties with “undivided loyalty”
· Cookies, 2-77

· Facts:

· Cookies had exclusive distribution contract with Lakes – under this contract sales increased 5x
· 3 other agreements were disputed
· Holding

· Satisfaction of one of the 3 alternatives would only preclude Court from rendering transaction void outright solely on basis of director’s relationship/interest ( directors must also establish that they’ve acted in good faith, honesty and fairness (this is dicta, however)
· Cookies’ approach is the most common interpretation of this statute

· Case v. New York Central RR, 2-89

· Facts:

· Central owned 74% of Mahoney stock – then change in IRS rules allowed Central to consolidate, thereby owning 80% of M stock
· C’s losses are combined with M’s profits ( Central’s tax bill is lowered by $3.8m – C gets $3.6m and M gets $0.3m from tax savings
· M’s minority shareholders sue to rescind agreement
· M’s board were all Central people except for 1 ( self-dealing transaction w/ higher scrutiny of fairness
· Holding
· No pattern of managerial disloyalty
· Need great disparity for Courts to get involved
· Court found for Ds
	Effect of shareholder ratification on Duty of Loyalty – Interested Director Cases

	Unanimous ratification
	Where informed shareholders unanimously ratify corporation’s dealings with interested director
· Provided there is no injury to creditors, self-dealing transaction will stand (even if it is wasteful)

· Shareholders must still receive “full disclosure” – otherwise burden doesn’t shift
· If shareholders get full disclosure, unanimous shareholder ratification estopps corporation and shareholders from later challenging the transaction

· However, creditors may still sue

	Less-than-unanimous ratification
	Ratification by informed “disinterested” majority
· Ratification gets BJR protection.  Burden shifts to corporation or plaintiff shareholder – standard becomes waste (P will lose here)

	
	Ratification by informed “interested” majority

· Burden does not shift – D must still prove fairness (Fliegler)  
Ratification by a majority of the “disinterested” minority 
· Standard of review remains “entire fairness” but…

· Burden of proving that transaction was not “entire fairness” shifts to plaintiff



	Impact on Duty of Care
	Informed shareholder vote extinguishes any Duty of Care claim.  (Wheelabrator)

Where majority of informed shareholders ratify “voidable” director conduct and Court finds that the ratification extinguishes any claims:

· Where directors act in good faith, but exceed board’s de jure authority (Michelson)

· Where directors fail to “reach an informed business judgment” in approving a transaction (Van Gorkom)


	Effect of shareholder ratification on parent-subsidiary mergers – cash-out (Wheelabrator) – Controlling Shareholder Cases

	Merger with interested and controlling shareholder

	If informed majority of minority shareholders approve transaction:
· Standard of review remains “entire fairness” but…
· Burden of demonstrating that merger was not fair shifts to plaintiff


	Merger with no interested and controlling shareholder (i.e. less than 50%)
	If informed majority of minority shareholders approve transaction:
· Business Judgment Rule becomes standard of review

· Burden of proof shifts to Plaintiff stockholder (P will lose here)


	Appraisal
	Note: Weinberger will relegate these shareholders to appraisal remedy.


Corporate Opportunity Doctrine
· Generally: 

· Duty of loyalty precludes director from taking any advantage or business opp that properly belongs to corporation – or which was developed through use of corporate assets
· A business opportunity falling outside corporation’s line of business which wouldn’t otherwise be considered a corporate opportunity will be deemed such if developed or financed with corporate funds
· Director must first offer such opp to the corporation – director owes corporation the right of first refusal
· Burden is on the Plaintiff to prove that challenged transaction was a corporate opportunity
	Tests - Corporate Opportunity

	Guth Rule
	If corporate officer/director is presented with business opportunity in his representative/official capacity which:

· Corporation is financially able to undertake

· is from its nature in the line of the corporation’s business and is of practical advantage to it

· is one in which the corporation has an interest or a reasonable expectancy

· and if officer took the opportunity, the self-interest of the officer/director will be brought into conflict with his corporation

then the officer is not permitted to seize the opportunity for himself


	Guth Corollary
	If business opportunity comes to officer/director in his individual capacity:

· opportunity is one which is not essential
 to his corporation

· and is one in which corporation has no interest or expectancy

officer has right to take opportunity for himself.

*no requirement that court examine desirability of opportunity under this corollary.

	
	Marks’ Recap:

· If opportunity comes to you in official capacity – apply line of business test

· If opportunity comes to you in a personal capacity – interest test is applied



	Interest/ Expectancy Test
	If corporation had legal or quasi-legal expectancy that binds corporation to opportunity.  
e.g. expectancy exists if (a) corp is negotiating to acquire a new business or (b) executive learns of a business offer directed to the corporation. 
See Rapistan, Burg

	Line of Business Test
	Anything that comes to director that is “in line of business” belongs to corporation.  

Broad test which includes projects functionally related to corporation’s existing or anticipated business.  Functional relation exists if there is a competitive or synergistic overlap which suggests corp would have been interested in taking the opportunity itself.
* something can be interest/expectancy and not in line of business and vice versa

	Fairness Test
	Malleable approach.  Focuses on fairness of holding manager accountable for his outside activities.

	Corporate Incapacity
	Minority Doctrine – you can’t take it even if corporation is unable to itself.  Majority: treat it as any duty of loyalty case.
See Irving Trust


· Irving Trust v. Deutsch, 2-95 – Corporate Incapacity
· Incapacity is no defense – this is a minority doctrine

· Facts:

· Two directors personally pay for participation in stock of desirable target – directors’ Corporation gets 4 of 9 places on target’s board
· Directors claim that Corporation couldn’t afford to take advantage of desirable target itself
· Holding:
· Even if corporation is incapacitated, directors can never take advantage of corporate opportunities – to permit otherwise might discourage director from using his best efforts to obtain the needed money for the corporation
· Rapistan v. Michaels, 2-101 – Interest Test
· Facts:

· 3 executives left Rapistan and joined another company, which was set up to acquire a third company, which manufactured similar product to Rapistan but for different market.  Corporation sued former execs that they breached fiduciary duty, misappropriated a corporate opp, and misappropriated and misused confidential info
· Holding: Court held for defendants. Court applied the Guth Corollary because directors found out that Alvey was for sale in their individual capacities.  
· Acquisition was not essential to Rapistan
· Rapistan had no interest or expectation in Alvey
· Directors hadn’t used sufficient Rapistan corporate assets on this venture to estopp them from denying that Rapistan was a corporate opp
· Burg v. Horn, 2-107 – Expectancy Test
· Facts: Friends, the Burgs and the Horns formed corporation to acquire property.  Horns borrowed money from corporation to acquire property for themselves. Burgs claim that these were corporate opportunities.
· Holding: For the defendants, the Horns.  a corporate opportunity did not exist because the other directors of the plaintiff’s real estate corporation had a separate pre-existing real estate investment corporation of their own, and there was no agreement that prospective purchases would be first offered to the plaintiff’s corporation.
· Fliegler v. Lawrence (DE 1976), 2-111 – Corporate Opportunity, Burden Shift/Fairness Test
· Rule:  Where a majority of shareholder ratify an “interested transaction,” the burden of proof shifts to Plaintiff.  Standard changes from proving “fairness” to proving “waste” (Directors get protection of BJR).  
· However, if a majority of interested shareholders approve the interested transaction, burden of proving fairness remains with Defendant.  
· Holding/Rationale:  Because interested shareholders voted, the vote does not immunize interested directors from total (intrinsic) fairness examination.  In this case, the court affirmed for Defendant.  They found the transaction to be fair.
· Wheelabrator, 2-115 – Self-Dealing with Controlling Shareholder, Ratification
· Issue:  Does the SH approval extinguish the Plaintiff shareholder claims for breach of loyalty?
· Decision/Rationale:  In this case, there was no controlling shareholder involved in the transaction, so the ratification of the interested transaction changes the test to one of business judgment (plaintiffs have burden of proof).
	Allow Self-Dealing
	Don’t Allow Self-Dealing

	· Sometimes self-dealing transactions are good for corporation (Cookies)

· Executives will know they’re being watched and will largely abide by the rules

 
	· Potential conflict of interest - abuse

· You may see more hurtful transactions than helpful – plus it’s hard for court to tell the difference (Marks thinks it was difficult to take sides in Cookies for this reason)

· Court’s lack of competence ( make strict rule which may hurt corporations occasionally but will be best in long run


Corporate Opportunity Doctrine

· Framework for Corporate Opportunity Problems

· Was opportunity presented to corporate officer in officer’s individual or representative capacity?
· After determining manner in which opp was presented, court must determine the nature of the opportunity
· Nature of opportunity is analyzed differently, depending on whether opp is presented to corporate official in his individual or corporate representative capacity (see Guth Rule and Guth Corollary above)
· Court will consider or “balance” the factors below:
· What is a “corporate opportunity”, wrongfully taken advantage of?
· Corporate plans and expectations

· If corporation have present interest or “tangible expectancy” in opportunity, in the sense that it has a specific need for it, has resolved to acquire it, or has actively considered its acquisition, director can’t take advantage of it
· “Useful” is not enough (Burg v. Horn)
· Director’s capacity in dealing
· If director discovered opportunity in his capacity as director (e.g. offer delivered to the director intended for the corporation), it is a corporate opportunity
· “Line of Business” is not enough
· Fact that an opportunity relates to the corporation’s “line of business” does not necessarily mean that director must deal with it on behalf of the corporation – particularly when it also falls within director’s personal business interests that are outside the capacity of director of the corporation (Burg v. Horn)

· Funds used

· If the corporation’s property, information, or funds were involved in the director’s discovering or acquiring the opportunity, or if the corporation’s facilities or employees were used in developing it, the opportunity can’t be personally taken advantage of by director (Guth v. Loft)
· Estoppel may apply where corporate funds used

· Corporate representative will be estopped from denying that the business opp was a corporate opp if rep wrongfully embarked the corporation’s assets in development or acquisition of the business opp

· Generally, estoppel applies where there has been a significant use of corporate assets by a fiduciary and where there is a direct and substantial nexus or causal connection between assets embarked and the creation, pursuit and acquisition of the business opp

· Generally estoppel is applied more consistently when “hard” assets (e.g. cash, facilities, contracts) are used rather than “soft” assets (e.g. good will, working time, corporate info)
· Conflict of interest

· Where corporation transacts with one or more of its officers or
· Where two corporations which share directors or officers transact
· Was opportunity essential to corporation’s business?

· Where corporation unable to take advantage of – “incapacity”
· Majority – Incapacity is a defense
· Depends on particular facts, but it is frequently said that directors may take advantage of corporate business opportunities of which corporation is unable to take advantage (i.e. insolvent or financially unable)
· Minority – Incapacity is no defense
· A few courts have held that director’s fiduciary duty precludes him from taking advantage of such opportunities, reasoning that to permit otherwise might discourage him from making his best efforts to obtain needed money for corporation (Irving Trust)
Derivative Suits & the Demand Requirement
Derivative Suits
· Definition:  An action by the shareholders, which is on behalf of the corporation, to recover damages to the corporation (Corporation is injured directly – not SH) – typically, where Mgt has refused to enforce the corporate cause of action, usually b/c recovery is sought against Mgt for breach of fiduciary duty
· Purpose:
· prevents multiple suits by individual shareholders

· protects corporation’s creditors because generally damages go to the corporation

· proportional recovery among shareholders by virtue of share ownership

· Protections against “Strike Suits”

· must be a shareholder at the time of the wrong

· possible exception is the continuing wrong theory

· must be a fair and adequate representative of all shareholders’ interests

· Revised Model Business Corporation Act (RMBCA) §7.42 - must make a written demand prior to filing the lawsuit

· Purpose (Aronson): Demand requirement serves as threshold – to insure that SH has exhausted his intracorporate remedies.  It’s also recognition of the fundamental precept that directors manage the business and affairs of the corporation.  Protect against strike suits.
· Delaware Approach
· SH must make demand (mandatory) unless demand would be futile

· If SH makes a demand, SH concedes that Board is disinterested and Board gets BJR protection
· A shareholder who makes a demand cannot later assert that demand should have been excused (Levine v. Smith)
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	Demand Requirement

	Advantages
	· Alternative dispute mechanism that requires challenging SH to first exhaust intracorporate remedies

· Gives Board a chance to take corrective action – and avoids difficult question whether demand would be excused

· If litigation is beneficial, it allows corporation to control the proceedings 



	Disadvantages
	· Fore-warns Ds of an impending suit – gives them opp to take evasive actions

· Delays litigation while SH waits for Board to act on his demand

· Making demand may be interpreted as SH conceding that Board is disinterested

· If SH sues w/o making demand, Court must resolve whether demand was excused – litigation within litigation


	Tests – Demand Wrongfully Denied

	Levine Test
	· Is board to be trusted at this point by well-pled facts, OR
· Do facts show reasonable doubt that board exercised reasonable business judgment in declining to pursue the cause of action?
· Demand refused case become Duty of Care case

· No one in DE makes demand if they want to go to court

p. 2-219

	Tests – Is demand excused?

	Aronson Test (Del. 1984)  
	Court conducts mini-trial to get into court.  Plaintiff has the burden of proof.  Plaintiff must, under the particularized alleged facts, create reasonable doubt that either:

· Doubt that majority of directors are disinterested and independent

· Did they exercise reasonable care to prevent the wrong by fully informing themselves about the challenged transaction to the extent reasonably appropriate under the circumstances? OR
· Doubt that challenged transaction otherwise the product of a valid exercise of business judgment (goes to the substantive nature of challenged transaction and board’s approval thereof):  Show:
· Conflict of interest, bad faith

· That board didn’t follow adequate procedures when making their decision (Van Gorkam) – grossly uninformed decision-making or a significant failure of oversight
· Or board’s decision was so irrational as to be outside the bounds of reasonable business judgment

	Factors for properly excused demand
	· Mere possibility of personal liability for Directors if derivative suit is successful is insufficient to make Directors “interested” for purposes of analyzing demand requirement

· Directors’ majority approval of challenged transaction does not excuse demand (Aronson) – absent negligence, self-interest or other indication of bias – otherwise demand requirement would be removed in almost every case

· Presence of a majority shareholder does not strip directors of presumptions of independence/good faith – allegations of control must be coupled with facts that demonstrate through personal or other relationships that directors are beholden to the controlling person (Aronson)
· Bootstrap argument rejected – demand is not excused b/c otherwise directors would have to sue themselves - Board could still remedy an error of business judgment when it is brought to their attention



	Tests – Special Litigation Committee

	Auerbach (NY Ct. of App. 1979)   

Judicial Deference
	BJR is applied to SLC’s decisions – precludes judicial review of the merits of those decisions.  Judicial review limited to issues of good faith, independence and sufficiency of investigation.

Rationale: SLC’s recommendation to dismiss litigation is like any other corporate business decision. 

	Miller (Iowa 1983)
	Directors charged with misconduct are prohibited from participating in selection of SLC – Rationale: circumvents structural bias

	Zapata Test (Del. 1981)  

Judicial Scrutiny
	Heightened Scrutiny (Demand Excused Cases)

Zapata test is limited to where demand has already been excused (doesn’t apply to demand refused).  Burden of proof is on the Corporation.  Corporation must prove:
· Procedural: SLC’s independence, good faith and reasonable investigation
· Substantive: Trial Court will apply its own Business Judgment in deciding whether derivative action should be dismissed –Court adds an additional discretionary level of scrutiny
· Why allow? Court has institutional/special competency here in deciding merit of claims.  Safeguard to structural bias
(p.2-133)

	Alford v. Shaw (NC 1987)
	Heightened Scrutiny (Regardless of Demand)
Zapata test is applied to all derivative suits – whether demand has been excused or not, regardless of whether directors have been charged with fraud or self-dealing.
· Rationale: Corporate directors who are parties to a derivative action may not confer upon a special committee the power to bind the corporation as to the derivative litigations.  Further, no statutory support for treating demand excused/refused cases differently



Demand Requirement
· SH must show either that (1) demand on the board was excused or that (2) demand was wrongfully denied.  
Demand Wrongfully Denied

· Actual demand is made, and the SH concedes that the board is independent ( BJR is invoked
· SH has to establish that the board failed to investigate reasonably whether bringing a suit is in the board’s interest or that the board did not act in good faith
· SH will lose if they demand b/c of presumption of BJR – plus, SH who makes a demand can’t later assert that demand should have been excused (Levine)
Demand Excused/Futile
· No actual demand is ever made; instead SH argues that Aronson is satisfied so demand is futile
· Reason to not make demand:  By making demand, you are implicitly conceding that the board is disinterested, so if your demand fails, you have no alternative…see Levine.
Special Litigation Committee Test: where demand has already been excused (not demand refusal)

· A SH can sue in equity w/o prior demand upon the directors to sue, when it is apparent that a demand would be futile, that the officers are under an influence that sterilizes discretion and could not be proper persons to conduct the litigation. 
· Court compares this approach to Duty of Loyalty case where interested director has burden of establishing “intrinsic fairness” to court’s careful scrutiny
· In re Oracle (Del. Ch. 2003): Court found that the SLC was not independent – despite use of reputable outside law firm and unnamed board members, b/c 2 members had long-standing professional/academic relationships with principal Defendants through Stanford University.  This was a procedural inquiry
Rule 10b(5) and 1934 Act
1934 Act
· Designed after Stock Market Crash to protect investors against manipulations of stock price – to implement a philosophy of full disclosure
· To ensure honest securities market and to thereby promote investor confidence
§10(b) & Rule 10b-5 – Manipulative and Deceptive Devices 
· §10(b): unlawful for any person, (in)directly:
· To use or employ, in connection with the purchase or sale of any security…
· 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.

· Rule 10b-5: unlawful for any person (in)directly:
· to employ any device, scheme, or artifice to defraud,
· 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
· 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
Securities Exchange Act §21E(c) – Safe Harbor for Forward-Looking Statements
· provides safe harbor against civil liability for forward-looking statements that are made by issuer or certain persons acting on behalf of such issuer. 

· Issuer or certain person is protected from liability if either

· Statement is identified as forward-looking and is accompanied by cautionary statements identifying important factors that could cause actual results to differ materially from those in the statement OR
· Plaintiff fails to show that the statement was made with actual knowledge (not simply with recklessness) that the statement was false or misleading

· In addition to §21E, “bespeaks caution doctrine”, limits liability for misleading forward-looking statements or “soft information”
 if the document in which statement is contained includes sufficient cautionary language (this doctrine protects issuers outside of §21E’s reach)

· Cautionary language must be “substantive and tailored” (Trump)

· Rationale: otherwise corporations will not provide predictive financials which can be useful; statements are opinion and hard to verify (unlike backward-looking statements)
	Rule 10b-5 – Generally 

	Covered Conduct
	· misrepresentation and nondisclosure/omission
· Court is not concerned by “fairness” of transaction if neither of these two elements are present


	“In connection with” 
	· phrase is interpreted very broadly by Courts and is normally satisfied as long as there’s been some kind of transaction in securities and some kind of fraud.  (Texas Gulf).  Includes mergers and liquidations
· Further: fraudulent party doesn’t have to be party to the trade (fraudulent investment advisor in Zanford); defrauded party doesn’t have to be a party to the trade either but could be the source of the nonpublic info in misappropriation case in O’Hagan)

	Covered persons
	· not limited to insiders and insider trading.  Any person who makes a misrepresentation in connection with purchase or sale of stock may be liable under 10b-5

	Duty
	· misstatement – doesn’t require duty
· omission – only where there is a duty to make a statement (10b-5 doesn’t supply this)

	Standing 
	· SEC (SEC v. Texas Gulf), 
· private plaintiff (private right of action is well-established)
· must be buyer or seller (Blue Chip)


	Materiality     
	· Rule 10b-5 is only applicable to material misrepresentations and nondisclosures.  

· Omitted fact is material if “there is a substantial likelihood that the disclosure of the omitted fact would have been viewed by the reasonable investor as having significantly altered the ‘total mix’ of information made available.” (Basic)
· Materiality depends “at any given time upon a balancing of both the indicated probability that the event will occur and the anticipated magnitude of the event in light of the totality of the company activity.” (Texas Gulf)

	
	Bespeaks caution doctrine – a forward-looking statement does not give rise to liability, even though it is misleading, if the document in which statement is contained includes sufficient cautionary language. (Trump) Certain cautionary language negates any material misrepresentations.

	Fault Required – Scienter (Ernst)
	· Material misrepresentation or omission will not violate 10b-5 if D was without fault or was merely negligent – D must have scienter (Ernst & Ernst)
· Definition of Scienter – intent to deceive (Ernst & Ernst).  Unanimously Courts of Appeals have held that recklessness as to truth also satisfies.

· Highly unreasonable conduct “involving not merely simple or even inexcusable negligence, but an extreme departure from the standards of ordinary care, which presents a danger of misleading buyers or sellers that is either known to D or is so obvious that actor must have been aware of it.” (Sundstrand)

	Causation & Reliance (only need for private plaintiff)
	Omissions 

· rebuttable presumption of reliance (Affiliated Ute Citizens)

	
	Misrepresentations – “Fraud on the market” – open market transaction
· rebuttable presumption of reliance

· where securities are sold in a well-developed market (rather than in face-to-face transaction), P may be able to prove reliance on misrepresentation by alleging that she relied on integrity of the market. (Basic)

· Rationale: material misrepresentations generally affect stock price – purchasers rely on price as reflection of true value and thus may be defrauded even if they do not directly rely on misrepresentation 

Plaintiff must prove:

· That Defendant made public misstatements

· That misrepresentations were material

· That shares were traded on efficient market

· That misrepresentations would induce reasonably, relying investor to misjudge the value of the shares and

· That Plaintiff traded the shares between the time of the misrepresentations and when the truth was revealed



	
	Misrepresentation – face-to-face  
· Plaintiff has burden of showing actual reliance on misrepresentation – however, P can normally satisfy by:

· Showing misrepresentation was material

· Testifying that he relied on it and 

· Showing that he traded soon after misrepresentation

	Rule 10b-5 – Further

	Where non-disclosure violates
	· Mere info imbalance is insufficient (Chiarella; Dirks) 
· provided person acquires material nonpublic info solely by skill and diligence, w/o using insider position or any wrongful methods.  
· Person who innocently overhears material nonpublic info can also use that info to trade under 10b-5


	
	· Trading by insiders (directors, officers, controlling shareholders, corporate EEs)
· Violates if they trade on basis of material nonpublic info they obtained thru their positions (“inside info”)
· Duty to disclose rests on:
· Existence of relationship giving them access to info intended to be available only for corporate purpose and
· Unfairness of allowing insider to take advantage of that info w/o disclosure (Cady, Roberts; Chiarella)


	
	· Misappropriation 
· where non-insider wrongfully acquires material nonpublic info, for securities-trading purposes, in breach of a duty he owes to the source of the info, he violates 10b-5 (O’Hagan) – duty to disclose to the source of the info or abstain
· defrauds principal of the exclusive use of that info
· Relationship of trust and confidence – D must have made use of info that he acquired in relationship of trust & confidence that imposed on him obligation to not use info for personal gain
· Effect of disclosure to source of info (even if D still acts on info) – destroys D’s liability to source under 10b-5, no deception (O’Hagan)

	
	· Special rule for tender offers (Rule 14e-3): if any person has taken substantial steps to begin, or has begun, a tender offer, it is fraudulent/deceptive/manipulative act for any other person, who is in possession of material info relating to tender offer to buy/sell any of target’s securities if person knows or should know that (i) info is nonpublic and (ii) has been acquired (in)directly from bidder, target, or a director, officer or other person acting on bidder’s or target’s behalf 
· Prohibits trading on undisclosed info – even in absence of duty to disclose (O’Hagan)

	Liability of non-trading persons for Mis-representations
	· Even persons who don’t trade may be liable under 10b-5 (Basic)

· A non-trading corporation (or other person) who makes a misrepresentation that would cause reasonable investors to rely in purchase/sale of securities is liable under 10b-5 – scienter is still required (Texas Gulf)

	Liability of non-trading corporation for nondisclosure
	· “disclose or abstain” – non-trading corporation is unlikely to be liable for nondisclosure of material facts even though people who trade would have made a different investment decision if they’d known the undisclosed facts

· “a matter for business judgment of corporate officers entrusted with management of the corporation within the affirmative disclosure requirements…of the exchanges and SEC.” (Texas Gulf)

	Tippee and Tipper Liability

(Dirks)

	· Broad rule rejected – tippee is not liable solely b/c he knowingly received material nonpublic info from an insider & traded on it.  Certain situations where tippee would be liable: where tippee receives info from insider and…
· Insider breached fiduciary duty in communicating info and 

· Tippee knew or should have known of the breach & thus, knew that tippee had received info improperly

· Primary test for determining whether insider breached his duty: will insider personally benefit – directly or indirectly, from his disclosure? Test defined broadly in Dirks

· Tips to friends and relatives = gain or advantage to insider

· Quid pro quo for past or future benefits – even if tippee is not friend or relative

· Outsiders in special confidential relationship – “temporary insiders” can be liable as tippers as well

	Application of 10b-5 to Breach of Fiduciary Duties by Directors, Officers or Controlling Shareholders
	· “Ordinary Mismanagement” without misrepresentation, non-disclosure or manipulation (the Santa Fe Rule) does not violate 10b-5 (Santa Fe)
· Purchase or sale of stock by controlling shareholder with approval of majority of directors – where controlling shareholder buys/sells stock to corporation at unfair price without disclosure of material facts to minority shareholder, derivative action can be brought against controlling shareholder under 10b-5 if nondisclosure caused loss to minority (Goldberg v. Meridor) – P must establish that an effective state remedy was foregone b/c of nondisclosure (proves causation)


	Damages under 10b-5 – assume injured party is Seller

	Out-of-Pocket or Actual Damages.  This measures the difference in the price received and the value of the shares at the time of the sales.  For example, if the misrepresentation caused someone to sell shares for $30 what were really worth $50 at the time of the sale, then the damages would be $20 per share.  (Query:  How might you calculate the value at the time of the sale?)


	Recission Damages.  Give the plaintiff enough money to rescind the transaction by buying back the shares.  For example, if the plaintiff sold the shares for $30 and the shares are now (at the time of judgment) selling for $80, we could give the plaintiff $50 since this amount plus the $30 that the plaintiff already has is enough for the plaintiff to buy back the shares and be back in the position of owning the shares.



	Restitution Damages.  Take away any ill-gotten gains of the defendant.  For example, if the plaintiff had sold the shares to the defendant for $30 and the defendant had turned around and sold them on the market for $100 (making an $80 profit) we could strip the profits from the defendant by awarding $80 per share.


	Cover Damages.  This is what the court actually did.  Court will assume you “covered” at worst possible place (here, $59-$34).  We will put you back in the position as if you’d never sold but we won’t give you any of the run up b/c you had obligation to do your due diligence.  D is not your insurer.   


Financial Industrial Fund v. McDonnell Douglas Corp. (10th Cir. 1973) – Omission case
· Facts: D Corp. issued a negative, “special” earnings statement – P had bought 1000’s of D shares a few days earlier.  Did the timing of D’s earnings release violate 10b-5?
· Holding: In omissions cases, D has protection of BJR.  Timing decision is almost exclusive a matter of discretion.  

· In omissions case, P has burden to establish:
· that P exercised due care in making its stock purchase 
· that D failed to issue statement when contents were ripe
· and that D owed a duty to P to disclose, such that to do otherwise would be a violation of 10b-5
· and that P relied to his detriment (p.3-5)
· Duty to disclose only arises when pertinent information becomes “available and ripe for publication.”  To be ripe, contents must be “verified sufficiently to permit officers/directors to have full confidence in their accuracy.”
Blue Chip Stamps v. Manor Drug Stores (Supreme Court, 1975) - Standing
· Facts: P complains that Blue Chip intentionally made prospectus pessimistic so that P would not buy what was a “bargain offer” – and then D could offer rejected shares to public at higher price.  
· Legal Question: could P, who neither bought nor sold securities described in prospectus, base its action on 10b-5?
· Holding: 10b-5 action cannot lie where Ps neither bought nor sold the contested security.
	Argument for limiting 10b-5 actions to “buyers/sellers”

	Holding in Blue Chip Stamps

	Textual 
	· Rules proscribe only fraud “in connection with purchase or sale” of securities

· Cf. 1933 Act, §17(a), parallel antifraud provision reaching fraud “in the offer or sale” of securities

	Legislative Intent
	· History of §10(b) doesn’t reveal any Legislative Intent to extend private civil remedy for money damages to other than defrauded purchasers/sellers of securities
· 1957/1959 SEC tried to get Congress to amend §10(b) to include “any attempt to purchase or sell any security” ( Congress refused b/c they didn’t want to extend civil liability this way


	Other remedies exist
	· However, remedies are available to nonpurchasers and nonsellers under state law – also SEC can bring actions even though it doesn’t buy or sell 

	Policy Considerations
	· Administrability 
· Potential for strike suits is greater than w/ other types of litigation
· Congress adopted a provision uniformly regarded as designed to deter strike suits (i.e. Court may, in suits arising under this title, decide to require payment of costs of such a suit, including reasonable lawyer fees) ( Court must consider this potential in determining limits of class of p’s who may sue in action “wholly implied from language of 1934 Act”
· Potential for abuse of liberal discovery provisions of FRCP is greater in this type of case ( potential opp for extensive discovery of business documents ( allows P with largely groundless claim to take up other people’s time ( a social cost and not a benefit ( to expand the class of Ps who may sue under Rule would encourage least appealing aspect of the use of the discovery rules


	Undesirability of getting rid of Birnbaum Rule
	· Birnbaum v. Newport Steel (2d Cir. 1952): plaintiff class for purposes of private damage action under §10(b) and Rule 10b-5 was limited to actual purchasers/sellers of securities.  Without Birnbaum rule:
· 10b-5 action will turn on which oral version of series of events jury may decide to credit – thus even if P has no case – the case will be virtually impossible to dispose of prior to trial other than by settlement ( encourages strike suit
· potential Ps are unlimited
· court will have to depend heavily and primarily on oral testimony ( great potential for abuse
· very fact that unique rules of corroboration and damages would need to accompany abolition of Birnbaum rule suggest that rule has a lot of merit
· Supreme Court doesn’t want to make exception in this case b/c it would open up Birnbaum rule to gradual erosion
· Risk of Ps sitting on sidelines and not risking money, and then suing if price goes up

	Persuasive Authority
	· Virtually all lower federal courts in last 25 years in 100s of cases have reaffirmed Birnbaum interpretation


Basic v. Max Levinson (U.S. 1988) – Misstatement 
· Facts: D corporation publicly denies merger talks 3 times although it was in fact in merger negotiations.  Ps are former shareholders of D stock, who sold stock prior to merger announcement at arguably artificially depressed stock.
· Holding: D had no duty to disclose merger negotiations but had 10b-5 duty not to issue statements that were misleading as to material fact.  Court applies balancing test (probability of event and magnitude of such event in totality of company activity – Texas Gulf) p.3-23
Trump (3rd Cir. 1993) – Bespeaks Caution
· Facts: Investors, who’d bought bonds to finance Trump’s Taj Mahal, sue Trump etc. under 10b-5, claiming prospectus contained affirmatively misleading statements and materially misleading omissions.
· Holding:  Trump is not liable as per bespeaks caution doctrine – adequate cautionary language in prospectus negated the materiality of alleged misrepresentations/omissions in MD&A section p.3-31
Affiliated Ute Citizens v. U.S. (U.S. 1972) – Omission 
· Facts: Defendant Bank was Indian tribe’s transfer agent.  Bank asked to discourage sale of stock.  Bank made a market in stock, soliciting bids for stock and loaning bank’s money to facilitate purchase. Defendants purchased the stock for their own personal accounts as well.  Further it seems Indians sold stock at lower price to whites who subsequently sold stock to other whites at higher price.
· Holding: Bank had duty to disclose to Indian sellers that Defendants were market makers in stock and stood to gain from sales and that the “true value” of the shares was higher.  Plaintiffs don’t have to show reliance in omissions case.  Facts withheld were material. 
· Defendant has fiduciary duty as Tribe’s Bank
Basic II (U.S. 1988) – Misstatement 
· Facts: same as above
· Holding: upholds “fraud-on-the-market’s” presumption of reliance, which is applied in misstatement cases.
	Argument for presumption of reliance in Fraud-on-the-Market cases

	Holding in Basic II

	Consequential
	· otherwise w/ individualized reliance needed from each P class, there could be no class action suit – not enough commonality

	Precedent
	· Supreme Court has already gotten rid of positive proof of reliance in omissions cases (Affiliated Ute)

	Modern Realities
	· Modern securities markets differ from face-to-face transactions envisioned by early fraud cases ( understanding of 10b-5’s reliance requirement must include these differences – otherwise unrealistic evidentiary burden is put on P who trades on this market


	Fairness, public policy, probability and judicial economy
	· presumptions are useful devices for allocating burden of proof between parties


	Legislative Intent
	· Presumption facilitates/consistent w/ congressional policy of 1934 Act


	Economics
	· Efficient Market Hypothesis – public misstatements are immediately incorporated into stock price; investors rely on stock price to make investment decisions and thus, indirectly, rely on misstatement 


West v. Prudential Securities – Limits Fraud-on-the-Market
· Facts: Hofman, a Prudential stockbroker, told 11 customers that Jefferson Savings was “certain” to be acquired in near future for big premium 
· Legal Question: can everyone who purchased Jefferson stock in those intervening months sue based on the fraud-on-the-market theory?
· Holding: Hofman’s misinformation was private and not public (Fraud-on-the-Market theory only contemplates public disclosure).  No proof that this tip had any impact on Jefferson’s stock price – you don’t get presumption of reliance with private misinformation.  
Ernst & Ernst (U.S. 1976) – Scienter Required
· Facts: Ernst audited First Securities.  First perpetuated a fraudulent securities scheme which ripped Plaintiffs off.
· Legal Question: can private cause of action under 10b-5 lie where there’s no allegation of “scienter” intent to deceive, manipulate or defraud?
· Holding: Ernst is off the hook.  10b-5 requires recklessness and not mere negligence
Texas Gulf Sulphur (10th Cir. 1971) – Falsely Negative Misstatement - Damages
· Facts: TGS was drilling and buying up land quietly where it believed significant deposits existed. Reports started to leak and TGS made public statement that it was investigating numerous prospects but more drilling was needed for proper evaluation.  4 days later TGS issued public statement that this was a major discovery. P sold stock after April 16 report released – but hadn’t read or weren’t aware of report.
· Holding:  Plaintiff satisfies all elements of 10b-5 case.  Court provides cover damages to Plaintiff. 
Santa Fe (U.S. 1977)
· Facts: Santa Fe had 95% of Kirby’s stock.  Bought out minority shareholders through Short-Form Merger.  Santa Fe provided minority shareholders with independent fairness opinions, which indicated that the price was actually inadequate 
· Holding: 10b-5 action can’t lie where there is no misstatement, nondisclosure or manipulation.  D fully disclosed inadequacy of its transaction.  Court won’t extend 10b-5 to “ordinary mismanagement cases”.  Also, shareholders could have petitioned DE Court of Chancery for independent appraiser (state remedy).
Goldberg v. Meridor (2d Cir. 1977) – derivative case
· Facts: 
· UGO issued to Maritimecor up to 4.2m shares of UGO stock and assumed all of M’s liabilities (including $7m of debt owed UGO) in consideration of the transfer of all of M’s assets (except 2.8m UGO shares already held by M)
· P UGO stockholder sued that contract was grossly unfair to UGO and violated 10b and Rule 10b-5
· Holding:
· Where controlling shareholder purchases or sells his corporations stock … w/ approval of majority of directors and at an unfair price… and the material facts are not disclosed to minority shareholders 
· a derivative action can be brought a/ the controlling shareholder under 10b-5 in such a case if the nondisclosure caused a loss to the minority shareholders
· Causation

· To show that nondisclosure caused a loss to minority shareholders, P must establish that an effective state remedy was foregone as result of nondisclosure 
· P usually tries to satisfy this requirement by arguing that w/ disclosure, minority could have sued for injunctive relief a/ proposed transaction
Rule 10b(5) and 1934 Act and Insider Trading
Generally
· Insiders owe duty to corporation’s shareholders not to trade on inside information

· Officers and directors owe common-law duty to corporation not to mismanage corporate assets (including confidential information) 

· 10b(5) violated when corporate insider trades in his corporation’s securities on basis of material, nonpublic info.  Trading on such info qualifies as a “deceptive device” under §10(b) b/c a relationship of trust and confidence exists between shareholders and those insiders who have obtained confidential info by reason of their position with that corporation (Chiarella)

· Applies to temporary insiders as well (e.g. lawyers, bankers)

	Pro insider trading regulation
	Anti Insider Trading regulation

	· It’s unfair to investors

· Investors may lose confidence and stop investing

· This is essentially cheating

· But if you have insider trading, insiders will be more likely to disclose, so that information gets to the market faster.

· Perverse incentives: Danger of insiders making deals just to make money on the inside info. (Although you can make money on good or bad news – you either buy shares, or sell/sell short) – Inside traders prefer volatility, because they can make money on the ups and down.  Volatile investments may not be best for the corporation – affects managerial judgment
· Stock options are better – insiders only make money on the upside, they’re also more transparent.
	· Insider trading drives prices to correct valuation – you want people with inside information to trade to inform the market

· This is a victimless crime – if buyer and seller agree to buy and sell, then what’s the problem? 

· If you tell people insider trading is allowed, they know it’s not a level playing field, and then it’s their choice whether to participate.

· There are asymetries in any market (real estate doesn’t have a comparable provision) – what about the buying up of the land in TGS? Shouldn’t that be legal, too?

· Entrepreneurial compensation – allow entrepreneurs to compensate in low-cash-flow start ups by allowing people to trade on information (but you can compensate entrepreneurs with options, and have the same effect – except without encouraging people to bet that the share price will go down).  

· It’s unenforceable (even with regulation, we still see prices rise before takeover announcements).

· Problems of evidence: What is insider information, and what’s just a gut feeling


Cady, Roberts (findings/opinion of SEC, 1961)
· Facts: Tippee receives inside info from Board member that company is about to cut its dividend – Tippee immediately enters sell orders for his and Board member’s customers.
· Holding: Board member couldn’t have traded on this info and Tippee should not be able to either – Tippee effectively was an insider here.   Tippee owed an affirmative duty of disclosure even to non-stockholders (i.e. buyers of this soon-to-be depressed stock).  To trade on this inside information operated as a fraud or deceit on the buyers

· Class Notes: in this omissions case, the duty is triggered by trading (“abstain from trading or disclose”) – a conditional duty

· Case glosses over distinction between buyers/sellers and makes policy argument – duty to shareholders and prospective shareholders to abstain or disclose
Chiarella (U.S. 1980) – no longer good law
· Facts: Printer discovers the identity of Corporation A and B in prospectus.  Printing Company is working for Acquirer.  Printer then trades in target’s  shares
· Holding: Court finds that it can’t hold Petitioner guilty without recognizing a general duty between all participants in market transactions to forgo actions based on material, nonpublic info (this is based on trial court’s messed up charge)
· Note: Court leaves open the possibility that Chiarella could be criminally liable under 10b-5 for breaching duty of silence to his ER and ER’s client.  If Chiarella had traded in Acquirer’s stock, this would clearly have violated his duties as “temporary insider.”
Dirks v. SEC (U.S. 1983)
· Facts: Former officer of Company X tells Dirks that X vastly overstated its assets (fraud).  Officer urges Dirks to investigate fraud and publicize it.  Dirks and his firm didn’t trade X stock but throughout his investigation, he openly discussed the info with clients/investors.
· “Tipped” clients/investors sold – and price of X nosedived
· Holding:  Insider didn’t breach his fiduciary duty here b/c he didn’t benefit (in)directly from his disclosure.  Thus tippee does not have derivative duty.  Court primarily makes policy argument that to rule otherwise might inhibit the role of market analysts, who perform a useful function (legitimate business activity with this selective release of information)
O’Hagan (U.S. 1997) – 10b-5 and Rule 14e-3(a)
· Facts: Company X hired law firm to represent it in potential tender offer for Pillsbury stock.  While law firm was still representing X, O’Hagan (lawyer) started buying call options for Pillsbury stock and eventually sold for profit of $4.3mm.
· Holding: Court upholds the validity of Misappropriation Theory.  Commission did not exceed its rulemaking authority by adopting 14e-3(a) which proscribes trading on undisclosed info in the tender offer setting, even in absence of duty to disclose.
Section 16(b) of the 1934 Act

§16(b) – Generally (p.3-137)
· Insiders can’t engage in short-swing trading: imposes strict liability on certain types of insiders – who buy then sell, or sell then buy, their corporation’s securities within a 6-month period (“short-swing trading”).  
· Damages: these insiders are required to give profits back.  
· Plaintiff can match up trades any way he wants to; Court will construe trades in most favorable way to Plaintiff (public policy: discourage these trades; although not trying to punish insiders)

	Comparison of 10b-5 and 16b

	10b-5
	16b

	Must show that you had material nonpublic info  - harder to prove than 16b 
	Strict liability – not necessary to show possession of inside info

	Applies to everyone
	Applies only to officers/directors

	Must show scienter
	No state of mind requirement

	No time limitation
	6 month window

	Plaintiffs: buyers/sellers (can have derivative suits too)
	Plaintiffs: Corporation or derivative (shareholders sue on behalf of corp.)

	Only requires one action (i.e. sell or buy)
	Requires buy/sell or sell/buy (i.e. 2 actions)

	Damages are different
	


Merrill Lynch v. Livingston (9th Cir. 1978)
· Facts: Livingston is a Merrill Lynch Account Executive – Livingston then received honorary title of “Vice President” as part of an Account Executive Recognition Program.  His duties didn’t change; no Board responsibilities; no access to new types of information
· Holding: Livingston was not an “officer” with access to inside information within the purview of §16(b).

Mergers and Acquisitions - Generally
Voting

· A vote for directors must occur once per year.  Voting can be done by proxy.

· Proxy system: Allows you to designate someone to vote in your place – required so you can have a quorum

· Securities acts regulate proxy solicitation

· Voting system is key to how takeovers occur

Board membership

· Number of board members dictated by corporate charter: One member can be enough

· Sarbanes-Oxley requires a majority of outside directors in publicly traded companies

· Voting for board membership
· Usually, the entire board is elected each year

· Some companies have staggered boards (takeover defense)

· Types of voting:
· Straight: You get a certain number of votes for each open position

· Result: Majority elects everyone he wants

· Cumulative: You can use all of your votes to vote for certain open positions

· Result: Allows minority to have some say 

Types of mergers

· Statutory mergers: 
· Statutory: A merges into B, and A ceases to exist.  (Shareholders of A get shares of B)

· Consolidation: C is created and A and B merge into it (SH of A and B get shares of C)

· Triangular: A forms subsidiary (S) and B merges into S.  (Benefit of limited liability of A)

· Reverse triangular: A forms subsidiary S and subsidiary merges into B.  S no longer exists, and B is now a sub of A (this is used where the B has unassignable assets).

· Stock purchase transaction: A purchases shares of B from the shareholders of B, and B becomes a subsidiary of A

· Asset purchase transaction: A purchases all of the assets of B, and B distributes the consideration to its SH and liquidates (usually requires approval)

· Short-form merger (Santa Fe): Parent corporation owning at least 90% of stock can merge with subsidiary upon approval by board of directors and payment in cash for shares of minority shareholders.  Don’t need approval of either set of shareholders.
· Squeeze-out Merger / Cash out merger: A already owns a majority of B.  A sets up Sub S and S merges into B in a reverse triangular merger.  A receives all the stock of B, and former SH usually receive cash.
Appraisal Method
· Liberalized by Weinberger court
Weinberger v. UOP (DE 1982) – Duty of Loyalty (parent-sub merger)
· Facts: P (former minority shareholder) challenged cash-out merger, because inside directors had information that they didn’t give outside directors (they would have paid up to $24 – minority only got $21), so shareholders approved deal based on bad info.  Plaintiff, former shareholder of UOP sued b/c UOP eliminated its minority shareholders by a cash-out merger between UOP and its majority owner, the Signal Companies
· Standard: Fairness
· Fair price

· Fair dealing

· Burden of Proof

· Informed shareholder vote shifts burden to P to prove unfairness (P must allege specific acts of fraud, misrepresentation, or other misconduct)

· Where D didn’t disclose all the information, the burden shouldn’t shift to P, because it was not an informed shareholder vote

· Remedy: From here on, P’s should go to the Court of Chancery for an appraisal remedy

· The remedy is more liberalized – can consider more info: No longer DE Block (Allowed only asset values, market price of shares and earnings information).  

· Business Purpose Rule: No longer applicable in DE - Some jurisdictions still use this

· What is it? D must prove that there was a valid business purpose for the merger (something beyond it being a way to get rid of the minority)

· Arguments for getting rid of it: It doesn’t add any additional protection, because the Chancellor already has broad discretion.

· Further

· Ultimate burden of proof is on majority shareholder to show by preponderance of evidence that transaction is fair; it is first the burden of Plaintiff attacking merger to demonstrate some basis for invoking the fairness obligation

· But with informed vote of a majority of minority shareholders, burden entirely shifts to Plaintiff to show that transaction was unfair to minority 

	Fair Dealing
	Fair Price

	When was transaction timed?

How was it initiated, structured, negotiated, disclosed to directors, how approvals of directors and SH were obtained?
	Assets, market value, earnings, future prospects, any elements that might affect  inherent value of stock


	Set up “Independent Negotiating Committee” of subsidiary’s outside directors – earmarks of arms length transaction
	Includes Discounted Cash Flow analysis.

	Parent doesn’t have to disclose internally prepared valuations (its reservation price) unless directors/officers of sub prepare them
	


Mergers and Acquisitions – Defending against Takeovers

Enhanced business judgment rule (Unocal Standard) – Intermediate Review 
· The rule: D has burden of proof on both
· Process: D must prove that they had reasonable grounds for believing there was a danger (Good faith and reasonable investigation)

· Two-tiered offers are considered coercive, so they are especially suspect

· Substance: The defense must be reasonably related to the threat posed.

· Moran: The enhanced business judgment rule also applies where there isn’t a specific threat (i.e. the company employs a poison pill to prevent temptation for takeovers – pill must be revocable by board once an offer comes forward however).  Court upholds “poison pill” that forces hostile bidders to negotiate with incumbent board.
· Blasius: Exception to Unocal: Don’t mess with the shareholder voting.  If you do mess with shareholder voting, you need a compelling reason to do so (very close to a per se rule).
· Macmillan I: If an offer is not coercive, the shareholders should be able to decide (especially where the DEFENSE is a coercive, two-tiered proposal).  Or, Mgt can’t be coercive if other side is not coercive.
Revlon standard: Where there is an inevitable change of control

· Revlon: Applies where it is inevitable that there’s a change of control: The D must prove they got the highest price.

· What triggers a Revlon duty?  Essentially, anytime the shareholders are cashed out, there’s a sale (i.e. where the shareholders will lose their chance at a control premium).  Fact-based inquiry

	Trigger
	Cases

	When it becomes clear that the company is for sale or there is a reorganization involving a clear break-up of the company
	Revlon: The original plan may be valid, but where the plan changes to a sale, the duty changes, too.

	Management buyout
	Barkan: Where a defense becomes a management buy-out, Revlon duties apply 

	When there is a clear change of control
	Paramount v. QVC: This differed from Paramount v. Time, because here, Redstone ended up controlling the entire corporation.  Shareholders will never get a premium.

	Not a trigger: Recapitalization
	Tombstones: Keeping the peace: Recapitalization does NOT trigger Revlon, because it’s like a mortgage, not a sale.

	Not a trigger: Where we start and end with unaffiliated shareholders
	Paramount v. Time: Revlon doesn’t come into play where before merger, control was loosely held by market.  Here, there can be no change of control 

	Not a trigger: when Board fights to preserve company’s independence – and not merely to preserve its own control – i.e. company was never for sale
	Ivanhoe: controversial, however, b/c in keeping company’s “independence”, SH gave up chance of future control premium


· Interesting application of Revlon: Barkan: Management buyout triggered Revlon.  

· Rule: There’s no per se rule requiring an auction when Revlon is triggered, but there have to be special circumstances that assure the court that the shareholders are getting a good price 

· Special circumstances cited in this case:
· The MBO triggered significant tax advantages to shareholders

· The company had been “in play” for months, and no one else emerged

· Independent financial analysts agreed (this is not a great argument)

· Hurwitz’s price was close to this – he’s a sophisticated investor.

· Controversial decision: Ivanhoe: Revlon was not triggered, and Unocal standard is met:

· Standstill agreement was a sign that the board was trying to keep the company independent.

· This was controversial, because the shareholders are relinquishing their shares in a street sweep, the minority shareholders will never get a control premium – Gold Fields now owns 49.9% of the company

· Treating bidders unequally: 
· Macmillan II: Scrutinizes preferences given a management-led buyout and sets high standards for conducting an impartial auction.  

· P must show the directors of the company treated bidders unequally

· That triggers a Unocal-type test in a Revlon environment: Defendant has burden here
· Process: Did the board properly perceive that SH interests were enhanced by disparate treatment of bidders?
· Substance: Was the board’s action reasonable in relation to seeking the advantage of a better price?
· Paramount v. QVC: Once the P’s prove that the directors of the target company treated bidders unequally, Macmillan II’s enhanced scrutiny test applies: Defendant has burden
· Adequacy of the decision-making process – including information used to make the decision

· Examination of the reasonableness of the decision (need not be the perfect decision)

· Paramount v. Time: Revlon was not triggered where Time acquired Warner and Warner shareholders ended up owning 62% of the new company.  

· Long-term strategies: Boards have quite a bit of discretion to turn down offers (block them) in the name of a long-term business strategy.  

Defense tools 

	Tool
	Definition
	Court treatment

	Poison pill
	Any mechanism in place that would financially ruin anyone who takes over the company.  Where SH receive right to be bought out by the corporation at a substantial premium on triggering event
	Moran: It’s valid as a prophylactic measure – to protect SH from inadequate bids and to spur bidding.  If used, the court will re-evaluate (judge based on Unocal / Revlon).  Motivation is the key.

	Lock-up agreement/ Crown Jewel Option
	If anyone other than desired acquirer (Y) takes Company X over, Y can buy X’s best assets for cheap
	Revlon: not per se illegal – but impermissible when board’s primary duty has become running an auction.
Macmillan II: Lock-ups are only allowed where there’s a “substantial” shareholder benefit

	No-shop provision
	Varies widely.  Sometimes it means, “don’t solicit other bids”.  Other times, “don’t tell other party what our bid is” (Macmillan II).   
	Revlon: Not per se illegal, but it is impermissible when the board’s primary duty has become running an auction – Court applies even more scrutiny here than with lockup

	Taking rights from SH
	Doing anything that takes the vote away from shareholders.
	Blasius: A compelling interest standard applies here (comes close to a per se rule).  Motivation is key.

	Recapitalization

	Allows shareholders to take a large dividend, but keep shares of a more highly-leveraged company (Tombstones) OR
Declare large dividend - financed by target’s non-core assets (Ivanhoe)
	Tombstone: Keeping the Peace: This doesn’t prevent a tender offer from going forward, but it makes it less likely that the shareholders will sell.  
Ivanhoe: Court was ok with this.  Functions to decrease liquidity and make target less attractive. 

	Termination Fee 
	Acquirer receives fee if agreement terminates or if another acquirer gets certain % of target’s stock
	Rationale: encourages bidder to invest money into due diligence, etc. 

	Standstill Agreement
	Acquirer agrees to limit ownership to certain % of shares outstanding - in exchange, target lets acquirer buy those shares w/o enjoining the action
	Rationale: Ivanhoe court approved of this as reasonable way of keeping company independent – however result was controversial b/c standstill was capped at level that effectively gave away control w/o premium  

	Share Repurchase
	Potential target buys up its own shares.
	Rationale: company reduces is own liquidity (making itself less attractive) and makes it more difficult for potential raider to buy up control.  Company could defend by saying they think their shares are a good investment at this price.

	Management Buyout
	Where management buys SHs out, typically with private equity financing, and takes company private.
	Rationale: this triggers Revlon duties.

	Greenmail
	Potential target repurchases its own shares from hostile bidder at substantial premium.
	Rationale: it is legal to treat SH disparately – Corporation is paying someone to go away.

	Street Sweep
	Target or target’s preferred bidder “Sweeps the street” – buying up target’s shares on a first come, first served basis
	Ivanhoe: Courts don’t like these – but they’re not per se illegal


Unocal v. Mesa (DE 1985)
· Facts: Unocal self-tenders for its own shares – excluding from participation Mesa stockholders who are making a hostile tender offer for Unocal’s shares.  Mesa had launched a coercive two-step tender
· Enhanced Business Judgment Rule (Unocal Standard)
· D has burden of proof on both:

· Process: D must prove that they had reasonable grounds for believing there was danger (good faith and reasonable investigation)

· proof is materially enhanced where board which approve defense is comprised of a majority of outside independent directors

· restriction on selective stock repurchase: directors can’t act solely or primarily out of desire to perpetuate themselves in office

· Substance: defense must be reasonably related to threat posed

· Examples of concerns: inadequacy of price, nature and timing of offer, questions of illegality, impact on constituencies other than shareholders (i.e. creditors, customers, EEs, and even community generally), risk of non-consummation, and quality of securities being offered in exchange; two-tiered tender offers are considered coercive so they are especially suspect
· Court rules that selective stock repurchase was reasonable in relation to the threat posed (this sanctioning of selective repurchases was later overruled)

· Once D has proven Process and Substance ( D gets protection of BJR
Parent Subsidiary Mergers (Cash-out) and Short Form Mergers
Overview

· Short-form merger (Santa Fe): Parent corporation owning at least 90% of stock can merge with subsidiary upon approval by board of directors and payment in cash for shares of minority shareholders.  Don’t need approval of either set of shareholders.
· Complaining shareholders are limited to appraisal remedy.

· Squeeze-out Merger / Cash out merger: A already owns a majority of B.  A sets up Sub S and S merges into B in a reverse triangular merger.  A receives all the stock of B, and former SH usually receive cash.  
· Appraisal
 is normally the exclusive remedy for challenge of a squeeze-out merger’s price (SH of acquired company have appraisal rights – acquirer SH generally don’t)
· However, Court will apply Entire Fairness Test to “Fair Dealing” under Weinberger

· To conduct squeeze-out appropriately, Parent has to form negotiating committee of subsidiary directors, hire independent financial and legal experts and conduct arms-length transaction

Standards

Must argue one of these standards in presenting your client’s case – debate under the range of standards (other side would lose under BJR, even lose under Unocal, etc.) 
· Range includes:

· No scrutiny

· Duty of Good Faith
· Duty of Care/BJR

· Unocal/Revlon

· Duty of Loyalty/Fairness

· Compelling

· Per se 

Terminology

Poison Pills

· Flip-in: allows holder to buy discounted target security (acquirer is excluded)

· Flip-over: allows holder to buy discounted acquirer securities

· Rationale: potentially enormous dilution will force any bidder, before beginning a hostile takeover, to negotiate with the board (which holds the “redemption antidote”)

· Counterattack: bidder can seek 1st to replace the incumbent board in a voting contest so new board can cancel plan or redeem rights and pave way for bidder’s tender offer

Golden Parachutes 

· Termination agreements providing substantial bonuses and other benefits for managers and certain directors upon change in control

LBO
· Where takeover of a company is financed by borrowing against target’s assets

· Missouri Portland/H.K. transaction; KKR/Houdaille transaction; Stokely/Van Camp transaction

Process: Did directors do a “reasonable investigation” before reaching challenged decision? 





Burden: Plaintiff





Standard: Gross Negligence





Decision: was there a rational basis for directors’ decision?





Burden: Plaintiff





Standard: Rational Basis (Business Judgment Rule Protection)2 





Yes: Directors deliberately considered process in good faith or were otherwise rational





Burden: shifts to Defendant





Decision: was decision fair to corporation?





Standard: Fairness





No: Directors were Grossly Negligent in process





Decision was wasteful





No





Are directors disinterested?





Yes





Apply Duty of Loyalty





No





Burden: Defendant Did director disclose3 his interest to board or SH?





Burden: Plaintiff Does director have a personal interest in a transaction with his corporation?





Burden: Defendant


Did director prove transaction was fair5 to the corporation?





Did majority of SH approve the transaction4?








Transaction can’t be challenged on conflict grounds





Transaction can be challenged on conflict grounds & either set aside or subject director to action to recover his profits





Not a conflicting interest problem unless director is also a director of another corporation with which the first corporation is dealing
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If Demand has been Excused - Court will decide apply “heightened scrutiny” to SLC Rec under Zapata 
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� If the Court finds the successor liable, nothing prevents the successor from then suing the predecessor to try to recover damages from predecessor.


� Most courts conclude that director can’t invoke BJR if (a) he failed to make “reasonable efforts” to inform himself (Francis v. United Jersey Bank) or (b) if he causes corporation to engage in illegal acts or acts contrary to public policy (Miller v. AT&T); if he acted fraudulently or with conflict of interest; usurped a corporate interest or failed to prevent wrongful or illegal activity that he knew or should have known about.  Director may invoke BJR even though he causes corporation to undertake action that isn’t profit maximizing but instead considers interests of EEs, creditors, local communities or other constituencies – limit of reasonableness similar to charitable acts


� “Full disclosure” = director informs board as to all matters affecting the value of the property involved and perhaps also the amount of the director’s profit


� Note that some states prohibit an interested director/shareholder from voting his shares.  “Independent Board” = one where a majority of directors are not under the control of the interested director (directly or indirectly).  “Interested” = “Director/officer is interested in a transaction…if [he] has a business, financial or familial relationship with a party to the transaction or conduct, and that relationship would reasonably be expected to affect [his] judgment with respect to the transaction or conduct in a manner adverse to the corporation.” (A.L.I. model statute)


� Fairness = transaction must have “earmarks of arms-length transaction”.  This test is not limited to fairness or reasonableness of price – also includes fairness of “the bargain to the interests of the corporation.” Fairness is higher standard than reasonableness, N or Gross N – must show that it was the right decision





� Where majority shares are owned (directly or indirectly) by interested director.


� Controlling shareholder – whether an individual or a parent corporation – has sufficient voting shares to determine the outcome of a shareholder vote.


� Present interest or expectancy = urgent or practical need to acquire opp, or opportunity fit into established corporate policy or into the particular business focus of the corporation


� Essential = “indispensably necessary.. such that deprivation…[of opp] threatened the viability”


� Strike Suit = frivolous suit (i.e. w/o merit) brought to extract settlement b/c corporation wants to avoid litigation and even the remote possibility of personal liability. 


� “Soft Information” = statements of subjective analysis or extrapolation such as opinions, motives, and intentions, or forward looking statements such as projections, estimates and forecasts.





� Appraisal allows SH to receive cash for their shares
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