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Chapter 1: Introduction 

Agency costs: 


Bonding—ensuring people do their work


Monitoring—keeping the principle informed 


Residual Losses

Corporations do not work on a true principle-agency relationship, since the stockholders do not directly control the board of directors, but from an economists point of view there are still agency costs.  

We’re going to look at Partnership mostly through the UPA, since NY still uses it.  But be aware that there is the RUPA.  

Exams: what are the causes of actions and possible dispositions??

Partnership:  An association of two or more persons to carry on as co-owners a business for profit. 


It’s an objective standard. 

 Elements of partnership: 

· Association: voluntary agreement manifested by writing, words, or conduct.  Electionis Personae is the concept that everyone must agree who is a partner. 

· Co-ownership of the business. Not necessarily property, but the business.

· Carrying on the business—there must be control. 

· Business—it has to be a business relationship

· For profit. 

Martin v. Peyton, 246 N.Y. 213 (N.Y., 1913): Three partners in a banker-brokerage borrowed 2.5 million dollars from Peyton, a creditor.  As a condition for the loan Peyton required that his credit agency have veto power, that the one partner he trusted be the managing partner, that they have the right to inspect the brokerage’s books, and that they be consulted on major decisions.  The brokerage flopped and Martin, a creditor, wants to be paid.  Martin sues Peyton, claiming that he was a partner in the firm. – Andrews., Peyton was not a party to the partnership, only a creditor.  Generally, partnerships are the result of contractual agreements, and like other contractual agreements can be created orally or by past practice and modified orally or by assent to practice.  The question is whether the arrangement between Peyton and the brokerage was one creating partnership, regardless of what particular language was used.  Whether a relationship is a partnership is a question of degree; factors indicating the relationship are: shared profits/losses, shared control, and shared property/collective interest.  See Hilco v. U.S., 929 F.Supp. 526 (1996).  Here there is only some arguable shared control, but even that is a veto power which is specifically related to protection of Peyton’s interest as a creditor. 
· Look at § 17 of the UPA: except for cases of debt, there is a prima-facie presumption of partnership when profit sharing is evidenced.  This can be rebutted if it is shown that there is a complete lack of control, or some other explanation making the profit sharing agreement not create a partnership. 

Lupien v. Malsbenden, 477 A.2d 746 (Me., 1984): Malsbenden agreed to sell Lupien a car kit and did not deliver. He argues that he was only a creditor and thus is not liable for the failure of the sole proprietership to deliver on its contract.—whether a person is a partner is a question of law to be based on inferences of established facts.  In this case Malsbenden claims to be a creditor yet he had a profit sharing agreement rather than a standard interest agreement, and he exercised control over the business, in this case he was actually the one who negotiated the contract.  Regardless of what he calls his relationship the facts show that he was a partner, and is thus liable. 



Summers v. Dooley, 94 Idaho 87 (Idaho, 1971): Summers and Dooley were partners in a garbage cleaning business.  Summers wanted to hire a new guy, Dooley said no, Summers did it anyway and paid him out of his pocket.  Now Summers is seeking to be indemnified for his loss out of partnership funds.—By default, Partners have equal management rights; differences in ordinary matters must be decided by a majority of the partners. This is weird, since course of conduct can change the default rule, but here there had been nothing to alter the default. Here there was a 50/50 split, not a majority, so Summers’ unilateral action cannot be indemnified by partnership funds, regardless of whether the action actually caused an increase in partnership funds.  See UPA 18(h). 

Rapoport v. 55 Perry Co., 50 A.D.2d 54 (N.Y. App. Div., 1975): Plaintiffs entered into a partnership agreement with defendants and formed defendant company. Plaintiffs assigned a percentage of their share in the partnership to their adult children and requested an amended agreement to reflect the change, but the partners refused. The trial court found that the partnership agreement was ambiguous, and that there was a triable issue with respect to the intent. On appeal, the court held that the agreement was not ambiguous, and that, pursuant to the terms of the agreement and of the Partnership Law, consent of the other partners was required in order to admit the others to the partnership. The court stated that a reading of the agreement indicated that the parties intended to observe the differences between assignees of a partnership interest and the admission into the partnership itself of new partners. The court held that N.Y. Partnership Law § 40(7) provided that no person could become a member of a partnership without the consent of all the partners, that the partnership agreement was intended to limit a partner with respect to his right to assign a partnership interest, and that plaintiffs' children had interests as assignees.

Corporations and Partnerships 

Corporations have: 

· Limited Liability

· Transferability of interest

· Continued existence

· Central management

· Full Entity status

§9.18 deals w/ the authority of partners, and gives them broad authority, particularly to bind the partnership with liabilities. 
The term corporation has never been statutorily defined, but Justice Marshal in the famous Dartmouth College case said that it is an artificial entity whose power is limited to the scope allowable in its charter and whose existence is recognized in the eyes of the law. 

Choice of state.  Generally a local business will incorporate in its home-state.  Generally, when a corporation chooses a state it is the laws of that state that govern the internal affairs of the company.  

NY Article 15 of BCL, the foreign corporations provision, says that if you are incorporated in another state and are doing significant business in New York then you are subject to several of the New York business rules just as a New York corporation would be.  

Approximately half of the fortune 500 companies in the United States are incorporated in Delaware, even though only one of them actually has a large office there. Why Delaware? Brandeis called it a race to the bottom; Delaware won the race for the most liberal corporate laws and for being the most management friendly.  The more modern reason, now that the states are all pretty much the same, is that it has become a mecca of corporate law, with a well established body of case-law and a plethora of established and respected corporate judges.  The benefit to the state is that Delaware gets to keep the corporate fees, which amount to a fifth of its economy.  

How does a Corporation work?  You get an idea: Google, Microsoft, Martha Stewart.  If it’s a really good idea, that draws a lot of interest, then you will quickly need money to build the business.  Outside investors, called venture capitalists, will help fund the business through either debt or equity financing.  

The two major sources for corporate financing are either debt or equity.  From a financial point of view these are called securities, but that is a finance understanding of the term and not a legal one.  

Debt: debts are paid first in a bankruptcy proceeding. Return, however, is only a return of the debt plus interest.  


Bonds: 

a very secure investment, since there is usually a security 





(collateral) backing up the bond.  


Debentures:  
also a secure investment, since they will also be paid first, but 




generally they are unsecured. 

Equity: no collateral. Higher return since they share in equity. 


Common Stock: risky, a low priority in a bankruptcy. Generally, however, a higher 




control position since they get to elect directors. 


Preferred Stock: Slightly higher priority in liquidation, often comes with a lower but 



fixed dividend. No guaranteed control, but can be granted directors 



under contract (or stock exchange rules) usually when there are no 




dividends for a given time. 

The major issue for any financing decision is risk of loss, another issue, maybe a subissue is control, and a third issue is potential return. 

Preferred Stock and Bonds are sometimes convertible to common stock, since they can cash in if the company does well. 

Taxes from a business point of view…  The proprietorship v. the corporation.  

When you sell a capital asset that has increased in value you must pay a capital gains tax.  Consider, however, that person X turns over his now increased capital interest to a partnership or corporation.  The government does not view this as a sale, since it wants to encourage people to set up new businesses.  This is only tax free, however, when they set up the business.  Example:  X buys stock for $1, it increases to $10 and he uses it to gain $10 interest in a business.  Here X bought $10 in interest for what originally cost only $1, but doesn’t have to pay a capital gains tax.  Consider, however, that X’s interest in the business increases to $100; now X must pay the capital gains tax on a $99 increase rather than $90, since that was the original investment.  

There are important tax differences between a partnership and a corporation.  Generally in a partnership all of the profits or losses remain personal and so the partnership itself does not have to pay taxes.  In the corporate form, however, the corporation gets taxed as an entity.  Then, when dividends are paid, the shareholders get taxed.  Thus corporations are double taxed.   Last year’s tax changes reduced the dividend tax from a 39% max to 15%.  Now that it is 15%, the same as the capital gains tax, there is less incentive for companies to refuse to pay dividends and allow the investors to earn money through stock-buy-backs and sale, paying only the capital gains tax. 

S-corporations can avoid double taxation and be taxed like a partnership, but must have less than 75 shareholders, cannot have foreign shareholders, and cannot have multiple classes of stock.

One common tax evasion device was to have investors “loan” money to the corporation and thus pay interest rather than dividends and receive a tax deduction at the corporate level for profits paid to the shareholders. 

LLC

What is an LLC?  An LLC avoids double taxation as well as some of the limitations imposed by subchapter S.  It has free transferability, multiple classes of stock, and unlimited shareholders.  These double tax avoidance devices are not available to large companies, the IRS will not let you get away with it.  LLCs and LLPs are not publicly traded.   
Generally Accepted Accounting Principles are required to be followed by all publicly traded companies. 

Methods of accounting: 


Expenses:

· Accrual Method: all publicly traded companies must operate under the accrual method, which means that they must account for all moneys owed to them not just that which has been paid.

· Cash Method: Allows money that is owed but not yet paid to be put off to the next tax year.  

Inventory Commodity Assets:  imagine you’ve been buying wood for a while at different prices, when you sell some which bushel did it come from: the oldest or newest. 

· FIFO: All commodities are valued at the price paid for the oldest to newest goods.  

· LIFO: All commodities are valued at the price paid newest to oldest goods

Financial Statements


Balance Sheet: Assets on the left, Liabilities on the right.  Assets = Liabilities + 

Equities.  A balance sheet is a snapshot of the financial state of the company on a 
given day.  



Example 




Assets
    

|
Liabilities





$50-Cash
|

$100- Loan







$50-Stationary
|







$2  - Pen
|
Equity








|

$2





=======
|
=========





$102

|
$102

Important GAAP Rules: As a result of the 1929 crash there was a movement to avoid stock fraud, since before GAAP there was the possibility for Publicly Traded Companies to overvalue their own assets in order to make them seem more attractive to investors. 

· Assets must be valued at or below cost (often significantly below market value).

· What appears on the balance sheet must be only those assets that are actually bought, it does not represent non-cash assets (i.e. you can’t guess what your patent is worth unless you paid something for it).

Ratio analysis:  assets/liabilities how much money do they have for all of their liabilities. 

In most cases, the fundamental valuation of a business is its ability to generate a return. Value is determined by (future return) multiplied by (rate). Rate is determined 

Last Class we talked about: Piercing the corporate veil (you’re going to need to read that).  

Today, we’re starting with Equitable Subbordination.  A creditor can agree by contract to collect debts after other creditors. A bankruptcy court will enforce such a claim.  The way this will happen is that: say, for instance, a company owes $20,000 and only has $10,000 split between two creditors.  One will say that the other should be equitably subordinated and so rather than both getting $.50 on the dollar the one will subtract their debt and the subordinate creditor will get to claim the remainder.  

Alright, that’s done with. 

Ultra-virus: Really only a historical thing, but something you should be aware of.  In the nineteenth century corporations needed a particular charter and were more difficult to be formed. Thus they were only formed for a limited purpose.  Today, however, they may be chartered for “any lawful purpose.”  Today, sometimes, there can be an ultra-virus attack when a corporation does something that is not beneficial to the business, such as guarantee’ing personal loans or making outrageous donations.  

The NY ultra-virus statute is (on P. 203 of syllabus 3)

Dartmouth College case says that legislature cannot simply change corporate charters because of the contracts clause and the ex post facto clause, but Justice Story has a famous concurring opinion, now general practice, whereby the legislature can have a “reserved power” clause to change the charter.  

Blah blah blah… NY Statute 717(b)… says corps should look out for employees, the retired, creditors, etc. 

“Inside the Deal” article. 

Why go to the market?  Traditionally companies went public in order to raise money.  Microsoft, and many modern companies such a google, go in for very different reasons.  In Microsoft’s case the company didn’t need money, but was using stock as an employment incentive and, after having nearly 500 shareholders as a non-publicly traded closely held corporation, a mini-market was developing.  Since there was a market anyway, and since the public market would afford employees the opportunity to cash out their options, Microsoft went public.   Daimler-Benz, similarly, went public because it wanted to merge with Chrysler using stock rather than cash, and so needed to establish a presence in the American stock market.  

What is the SEC? 

The SEC administers several statutes: Securities Act of 1933, Securities exchange act of 1934, Public Utility Holding Company Act of 1935, Trust Indenture Act of 1939, Investment  Company Act of 1940, and Investment Advisors Act of 1940.  This new deal legislation, predominantly the 1934 act, created a regime whereby publicly traded companies were regulated.  What is a publicly traded company? Any company which offers itself on a public marker, or any company with more than 500 shareholders and over 10,000,000 in assets.  

Corporate Governance has been taken up largely by the federal government. We are going to spend several classes on the proxy rules contained in §13 of the 1934 act.  We’ll talk about mergers and acquisition, insider trading. The 1933 act we won’t talk about after this class, but we do need to go into some securities regulation, mostly the ’34 act, but we’ll talk about Sorbanes-Oxley and a few others too.  Sorbanes-Oxley greatly improves the accounting system, limiting the conflicts of interest and increasing liabilities.  For instance, the CFO and CEO must personally sign off on the financials subject to criminal liability. It also required that companies not controlled by a controlling shareholder have independent directors, subject to a tight definition of independence. 

The Securities Act of 1933

The “Truth in Securities” law had two basic objectives: Requiring that investors be provided with material information and preventing misrepresentations, fraud, and deceit. 

The ’33 act created a registration requirement.  Requiring material facts to be reported, prohibiting false or misleading information, and creating a right of recovery for shareholders who are misled.  The SEC does not, however, approve or disapprove of a company on its business merits, only on the accuracy of its information.  The information registered includes: a description of the company’s property and business, a description of the securities offered, information about the management of the company, and financial statements.  The Act provides that securities cannot be sold until the registration becomes effective, which happens 20 days after filing the final disclosure by default but is subject to the discretion of the SEC.  The SEC examines the documents for compliance and will notify the company of discrepancies via letters and offer them the opportunity to correct those discrepancies.  When a discrepancy seems malicious, however, and fraud is suspected, the SEC may have a hearing and issue a “stop order” precluding any future sale of the securities.  The SEC hearing does not provide remedies to the shareholders but will provide notice of shareholder rights and may have a preclusive effect on relevant issues. 

There are exemption of registrations, including: private offerings to less than 500 people or less than $1 million, private offerings in a single state where the company operates, government companies, charitable institutions, banks, offerings to a ‘small business investment company.’ 

The process by which a company goes public is called underwriting.  Traditional, strict, underwriting is now rarely used, but involves an underwriter agreeing to buy any shares not purchased by the public in a specified time.  

Modern underwriting comes in two kinds: firm commitment underwriting and best-effort underwriting.  Firm-commitment is more expensive but is the most prevalent type; it involves the issuer actually selling their stock to an investment firm.  Thus the company gets its money upfront, with the risks being allocated to the underwriters and the greatest risk  or greatest potential gain resting with the retail issue from the underwriter.  At the turn of the century, the sale from the issuer, called the origination, was usually one company, but now it is common for the origination to be a group.  The practice used to also be that the originator would re-sell the stock to smaller firms at a markup, called the selling group, and ultimately the stock ends up in the hands of retailers who sell the stock to the public, always at a markup. The ’33 act, however, made negotiations other than those between the issuer and originator illegal.  Best efforts underwriting is when an underwriter will not make a firm commitment, but offers to sell the securities on behalf of the company as its agent at a fee, thus reducing the potential revenue of the underwriter but also limiting its exposure.  This is commonly done where a company is not strong enough for the underwriter to take the risk of a firm commitment, or, ironically, when a company is so strong that there is little risk of exposure and they will retain a higher profit if the sale is made through the underwriter as an agent.  

Originators often hedge their bets.  Unlike the traditional force majeure clause, which allows someone to get out of their contract if the purpose is frustrated and defines what such a frustration would be, firm-commitment contracts often use a “market out” clause, which allows the underwriter to get out when, in their judgment, market forces have shifted to make the sale unfeasible.  A firm-comittment cannot be legally withdrawn before the effective date of the registration, but between the effective date (20 days after the last disclosure) and the closing date (usually a week later) the underwriter may have the opportunity to invoke the market out clause if they put one in the contract.  The use of such a clause is not universal, and it is not considered “cricket” to take advantage of it, particularly since underwriters are chosen based on their past performance.  

Chapter 2: Promoter’s Liability and Defective Incorporation 

Promoters owe a duty of care and loyalty to their co-promoters, essentially they are partners.  

A defective incorporation may give rise to personal liability based on the promoters as unincorporated partners.  De facto corporations help this and arise when: (1)  it was legally possible to incorporate, (2) there was a good faith effort to incorporate, (3) they acted like a corporation so as to give their creditors etc indication that they were acting like a corporation and not on their own behalves.  

The MBCA says that corporate existence begins with the issuance of a certificate and absent that the promoters are jointly and severally liable.  Some courts, Robertson v. Levy (Ill. 1964), said that this forclosed de facto corporations or corporations by estoppel.  The 1985 revision added a knowledge requirement, saying only those who incurred corporate debts knowing there was no corporation are jointly and severally liable, thus protecting the passive investor and resurrecting something similar to corporation by estoppel.  
Chapter 3: Piercing the Corporate Veil 

The Corporate veil may be pierced for: intermixture of affairs, lack of formalities, inadequate capitalization (there is no duty to top off the capital), and the use of a corporation as solely to commit fraud or avoid a contract or statute.  The argument will be that the corporation was not separate but was rather a “mere instrumentality” of the owner.  Theoretically it is easier to pierce the veil in torts than in contracts, since in a contract there is the ability to investigate the corporation.  An empirical study, however, has shown that contract piercing cases are successful much more often.  There may, however, be other explanations for this.  The CERCLA environmental law, however, makes “owners and operators” of polluted sites liable, thus allowing for easier veil piercing.  There is also successorship liability (products liability) to worry about, when you buy a company you also buy its liabilities.  
Equitable Subbordination, the “deep rock” doctrine, states that the debts of a corporation to its shareholders (often capital is given partly in stock and partly as debt) are subordinated to outside creditors in a bankruptcy proceeding. 
Chapter 4: Financing 

See introduction.

Chapter 5: The Legal Model and Allocation of Power 

We’re going to talk about the statutory scheme, common by laws stuff, and the conflicts that occur between shareholders and the board.  Quite often by-laws, and the power to amend the by-laws are entrusted to both the board and the shareholders, creating potential conflicts. 

Charleston Boot & Shoe Co. v. Dunsmore, 60 N.H. 85 (New Hampshire, 1880):  a manufacturing corporation has a dispute between shareholders and directors. The shareholders appointed Osgood to work with the directors in order to liquidate the corporation and avoid losses. The directors refused to listen to Osgood and incurred substantial losses, furthermore, there was a fire and the building burnt wasn’t insured.  Absent a statutory cause of action the shareholders have alleged two counts of negligence: violation of a duty to act reasonably in the management of the corporation by not listening to the sound advice of Osgood, and negligence in violating a duty to insure the building that burnt.—Because Corporate management is an area of director discretion, subject only to limitations of law or those imposed by the by-laws, because Osgood’s appointment was not in accordance with the by-laws these directors were brought in under, and thus they were not under express duty to listen to them, and because we will not examine the merits of their decision which was made within the scope of their managerial discretion, there is no cause of action here based on negligence principles.  Also, regarding the lack of insurance, because there was no legal duty or contractual duty under the by-laws for the directors to acquire insurance, and because we will not imply one, this count of negligence is also demurred. 

People Ex Rel. Manice v. Powell, 201 N.Y. 194 (1911): The board of directors, from a legal standpoint, do not stand in the same relation to the corporate body as an agent stands towards a principle.  In an important sense the powers of directors are original an undelegated. Although the law of agency is applicable when directors are acting on behalf of a corporation towards a third person, this does not apply to the directors in the management of the corporation: they are not mere ordinary employees but are rather part of an elected body of executive agents, similar to a trustee and cestui que trust. This is because of the inability of a corporation to act except through its management officers and agents.  Thus, corporate officers act as the corporation itself rather than agents, and thus have the powers of owners in their managerial discretion even though ownership is not vested in them. 

Removal of Directors: 

· Directors can by removed by shareholders for cause even in the absence of a statute.  Removal without cause, for shareholders, however requires statutory or by-law authority.  Some states, California for instance, allow for removal without cause.  

· The Board cannot remove a director with or without cause absent statutory or by-law authority, although it is uncertain whether, absent a statutory grant, even the by-laws can give this power.  Some statutes, Massechussets for instance, allow removal for cause by the board.  Others, such as California, enumerate causes, such as the commission of a felony, and others, such as N.J. make explicit that the power is in the by-laws to grant the power of removal to the board. 

· Courts are split on whether the court can remove directors for cause.  Maine says that courts never have the power, while Illinois says they do.  Some statutes, notably NY and California, permit the courts to remove directors for specified reasons, but also say that the suit must be brought by a specified (usually 10%) of the shareholders or by the attorney general. 
Schnell v. Chris-Craft Industries, Inc., 285 A.2d 437 (Deleware, 1971): Lower court denied shareholders suit for injunctive relief preventing the directors from advancing the date of the annual shareholders meeting, reasoning that management was attempting to utilize the corporate machinery to perpetuate itself in office, since the meeting would be attended by dissident stockholders and advancing the date will give them less time than expected to campaign, but this device is permissible by law.—we overturn the lower courts ruling, and grant the injunctive relief, because inequitable action does not become permissible simply because it is legally possible.  Where the by-laws specify the date for the annual meeting, even though statutory law permits the board to change that date, where the board has changed that date for malicious purposes and it is known that stockholders are relying on that date to campaign for a change in the board, we cannot allow such activity to stand. It is an underlying thesis of corporate law that all powers of the corporation are to be exercised necessarily and at all times for the benefit of the shareholders where their interest appears.  Thus, the use of corporate power is subject to equitable limitation when the power has been exercised to the detriment of shareholder interests, regardless of the exactness of the terms of the powers grant or the technical allowance for such exercise.  

Chapter 6: Mergers and Acquisitions 

There are three forms of acquisition: 

1. Merger: B loses its existence into A or both, through consolidation, become company C.  In a merger someone loses their identity. Another possibility is to set up a subsidiary in A in order to merge B into the subsidiary yet retain its independent existence, this is called a triangular merger.  In a triangular merger A does not subsume B’s liabilities unless the corporate veil can be pierced and B, as  a subsidiary, can now be easily sold in its entirety.  A reverse triangular merger is when A, or its subsidiary, buys B and takes over its corporate existence.  This is done in cases where the continued existence of B is necessary for the continuation of leases, intellectual property rights, or simply for reputation. 

2. Acquisition of Assets:  A can buy everything B owns, thus essentially owning B. 

3. Acquisition of Shares (a tender offer): A can offer to buy B’s shares from its shareholders.  

You cannot have a hostile merger or purchase, since both or contractual arrangements between the companies.  A hostile takeover can only occur by means of a tender offer to the shareholders.  Tender offers can also be friendly.  The common means for a hostile takeover today are acquiring enough shares to replace the board of directors through a proxy fight, then replacing a board that is unfriendly to a takeover with one who will be willing to negotiate a friendly merger.  When Company B is purchased through securities rather than money, then A must be publicly traded pursuant to the ’33 act.  Since the ’33 act requires full disclosure for being publicly traded and the ’34 act requires full disclosure for the proxy statements that will be used in a vote, federal law allows for the disclosure to be combined into a single document for the shareholders. 

Mergers may be: Horizontal, Vertical, or Conglomerate.  Horizontal mergers became popular at the turn of the century, and involve two firms in the same line of business deciding to become one firm.  Vertical mergers, which were predominant in the 1920’s, involve a company merging either forward towards the consumer or backwards towards the raw material, such as the railroad buying a steel plant or a mining company buying a refinery.  The conglomerate merger became popular in the 1960s and 70s but was criticized in the 80s and has since declined.  A conglomerate merger is where an established and wealthy company uses spare capital to buy an unrelated company as an investment rather than using that money for dividends or to repurchase stocks.  

Chapter 7: Federal Regulations and Proxy Rules

Chapter 8: Fiduciary Duties, Duty of Care

Introduction

Fiduciaries are generally bound by three duties, the triad of fiduciary duties: Care, Loyalty, and Good Faith.  The Duty of Care requires directors to perform their duties with the diligence of a reasonable person in similar circumstances, and can be liable for misfeasance or nonfeasance, but are protected by the business judgment rule.  Because of the Business Judgment Rule the court will not examine the substance of the decision, but will rather limit itself to the process by which the decision was made.  The Business Judgment Rule does not protect nonfeasance, bad faith, or waste.  The duty of loyalty, which is triggered by an interested transaction, involves an inquiry into both process and substance.  Between care and loyalty is a sliding scale of judicial scrutiny, particularly when situations do not fit easily in either category, thus the Delaware courts have developed a third level of scrutiny—a modified business judgment rule or proportionality test—whereby they initially place the burden on the defendant to justify their actions by showing a rational basis. Courts may also use a waste standard, whereby what would normally be protected by the business judgment rule is not because of grossly inadequate consideration such that no reasonable business person would have taken such action.  Delaware courts also impose a duty on directors to disclose all material facts honestly in communications to shareholders.  
Duty of care 

Traditional statutory provisions imposed on a director the duty to act In good faith with the care of an ordinarily prudent person in like circumstances and in a manner reasonably believed to be in the best interest of the corporation.  The MBCA 8.30(a) changed “ordinarily prudent person” to “person in like position” in order to emphasize that directors can take risks.  The court will determine the scope of the duty depending on the particular relationship involved, generally ‘insider’ directors, such as managers, have a greater duty than ‘outside’ directors.  Breach of the duty of care may arise either from malfeasance, an extraordinarily negligent decision, or non-feasance by failure to monitor.  
A. Failure to Monitor

Francis v. United Jersey Bank, 432 A.2d 814 (N.J. 1981): Ms. Pritchard, a director, failed to monitor her sons, managers of the reinsurance brokerage she had inherited, when they commingled personal funds with the corporate accounts and then freely ‘borrowed’ against them without paying the money back.—directors have a duty at least to have some understanding of the business, keep informed of the activity of the business, and perform general monitoring duties such as attending meetings, and have some familiarity with the financial status of the business.   
B. Duty to Monitor and Legal Compliance

Graham v. Allis-Chalmers Mfg. Co., 188 A.2d 125 (Del. 1963): Directors failed to notice an antitrust violation—directors are entitled to rely on the honesty and integrity of their employees. 
In Re Caremark International, Inc. Derivative Litigation, 698 A.2d 959 (Del. Ch. 1996): shareholders sued for a lack of monitoring when the corporation was found liable for $250 million in fines and damages for violations of various healthcare laws—The modern trend has been to require some monitoring procedures and program, and we follow that and interpret Graham narrowly.  Directors must have some monitoring system, but the scope and design of that system is a matter of business judgment.  
C. Business Judgment Rule 

Under the business Judgment Rule a court will not review the substance of the directors decision, only the process by which they arrived at that decision.  In Delaware the Business Judgment rule provides a presumption that the directors were informed, acted in good faith, and honestly believed that the decision was in the best interests of the corporation.  Procedurally, it is an evidence rule placing the burden of proof on the plaintiff and which, if the plaintiff can meet that burden, shifts the burden to the defendant to show ‘entire fairness’ (fair dealing and fair price). The plaintiff can rebut the presumption of the business judgment rule by showing: malfeasance in the transaction, a lack of business purpose (irrational decision or a no-win situation), actions were ultra-vires or constituted waste, the majority of directors had a conflict of interest, non-feasance or a prolonged failure to supervise, or fraud, bad faith, or illegality.  
In Re Walt Disney Company Derivative Litigation, 835 A.2d 275 (Del. Ch. 2003): CEO Michael Eisner organized a deal for his friend, Michael Orvits, whereby even though he only served as president of the company for a year he would receive a 160 million dollar severance package.  The first complaint was dismissed for failure to allege particularized facts sufficient to survive the business judgment rule, but after using their right to inspect the books a second complaint survived on the theory that the actions went beyond gross negligence and served no legitimate business purpose.  Because Disney’s articles of incorporation limited damages in duty of care cases the complaint was careful to also allege a lack of good faith, alleging that the directors consciously and intentionally disregarded their obligation to do what was in the corporations best interest.  Because they were able to allege specific facts—namely that most of the board was beholden to Eisner for their position and various other reasons and that they essentially behaved as ostriches in the sand with regard to the contract—showing no legitimate business purpose or a lack of good faith, the plaintiffs were able to survive the hurdle of the business judgment rule, avoid summary dismissal, and shift the burden to the defendant to show entire fairness (process and price) in the transaction. 
D. Causation

Both Cause in Fact tests are used in corporate liability: but for and substantial factor.  

Smith v. Van Gorkam

Smith v. Van Gorkam, 488 A.2d 858 (Del 1985): The Company was interested in trying to raise its share prices.  Van Gorkam, CEO of Trans Union who was close to retirement, unbeknownst to the other directors, contacted an investor who was interested in the company, Mr. Pritzker.  Pritzker offered $55 for the stock which was valued at $38, a fairly good deal.  Van Gorkam called a meeting and urged the board to accept, and they did quickly without much discussion, presuming the merger agreement had a “market test,” since Van Gorkam said it did, but it didn’t.  In fact, there is some evidence tha Van Gorkam knew of a study prepared by the CFO that showed that the true value of the stock would be around $65, but he was in a rush to get the merger through.  A market test is a clause allowing the company to solicit bidders and take a higher offer if one is made.  Most of the shareholders approved the merger, but under the conditions that Van Gorkam had presented it: that $55 was a fair price and there would be a market test.  Soon thereafter, bidders appeared, but Van Gorkam was hostile to them.  The shareholders sued to enjoin the merger, but lost.   They now sue to have the merger agreement rescinded on the grounds that the board approval was reckless.—The director's duty to exercise an informed business judgment is in the nature of a duty of care, as distinguished from a duty of loyalty. Here, there were no allegations of fraud, bad faith, or self-dealing, or proof thereof. Hence, it is presumed that the directors reached their business judgment in good faith.  The rule itself "is a presumption that in making a business decision, the directors of a corporation acted on an informed basis, in good faith and in the honest belief that the action taken was in the best interests of the company." Citing Aronson and Maldonato.  Thus, the party attacking a board decision as uninformed must rebut the presumption that its business judgment was an informed one. The directors gross negligence in relying on Van Gorkam’s analysis without doing their own investigation was a breach of their duty.  
Demise of Duty of Care 

Duty of Care suits are rarely successful. 
Chrstn1414: email this girl  Megen Lewis (we went to court together against our old boss and now she works at a new firm)  MegL0702@yahoo.com.. or if that doesn't work I will give you her work email.

Delaware Corporate Law 102(b)(7)

The aftermath of Smith further limited the viability of Duty of Care suits.  Delaware enacted 102(b)(7), allowing corporations to amend their articles of incorporation to eliminate monetary damages for duty of care liability (such as in the Disney case) but the act explicitly says that monetary damages cannot be waived in Duty of Loyalty or Good faith cases.  Thus Plaintiffs will try to get into court on one of those theories, if the complaint fails to be well pleaded enough to support duty of loyalty or good faith, then 102(b)(7) becomes an affirmative defense.  New York’s version in NYBCL 721.  
Duty to Act Lawfully

Miller v. AT&T, 507 F.2d 759 (3rd Cir. 1974): shareholders brought suit to force ATT to collect 1.5 million debt owed to them by the democratic national convention, arguing that although refusing to collect is generally covered by the business judgment rule there is a federal law which prohibits illegal contributions to political campaigns by communications providers. The district court dismissed under 12(b)(6) based on the business judgment rule.—The business judgment rule is sound in saying that collection procedures are within the bounds of managerial discretion.  Where the conduct alleged is itself illegal, however, a different set of rules apply.  Here, based on the plaintiffs allegations, there was a breach of the statute and the plaintiffs are within the class for whose protection the statute was enacted, therefore the case should have survived summary judgment.  

Chapter 9: Duty of Loyalty

 Intro

The Duty of Loyalty requires a fiduciary to act in the best interests of the corporation, and arises in situations where there is a conflict of interest, usually involving some sort of self-dealing with one person on both ends of the transaction.  The duty of loyalty creates a duty of complete candor, and shifts the burden to the defendants.  
Lewis v. S.L.E. Inc., 629 F.2d 764 (2nd Cir. 1980): Founder of two corporations, SLE and LGT, gave shares to his children in unequal amounts and had them enter a shareholders agreement whereby the nonparticipant family members would sell back their shares at a given time at book value.  The time came to sell back the shares of SLE, but the shareholders are arguing that the book value isn’t fair since SLE was charging exhorbantly low rents to LGT, and had LGT been charged market rate rent then the value of SLE would be much higher.  They argue that the managing family members had used SLE as a shell for LGT thus reducing the value of SLE. At trial several experts showed that this was in fact true, but the court held that it was the plaintiffs burden to show waste, and they had not met that burden.—The district court erred in placing the burden of proof on the plaintiff for showing waste.  Generally the making of business contracts is subject to the business judgment rule, but in these cases where there is a conflict of interest in the transactions, the business judgment rule fades to a presumption of impropriety and the burden shifts to the interested party to show fair and reasonable governance. in arms length transactions where there is a prima facia case of conflict of interest the business judgment rule gives way to a presumption of impropriety and the transactions are therefore voidable at common law. The modern law causes this presumption to shift the burden of proof to the interested party to show fair and reasonable governance.  SLE failed to show that the rents were fair and reasonable, and so Lewis is relieved of the obligation to sell until there is an upwards adjustment for the effect a fair and reasonable rent would have on the value of the shares. 

Interested director Transactions 

The Classic Duty of Loyalty situation involves a director who is a fiduciary contracting unfairly with their own corporation in such a way that the benefits are not shared equally by the other shareholders.  Early courts often found such transactions void, but in recognition of changed corporate practices modern courts have moved to a voidable standard, focusing on the fairness of process in the approval of the transaction as well as the substance.  The burden of proof is placed on the fiduciary and generally they must show fairness of process by both full disclosure and approval by either disinterested directors or the shareholders.  
A. Common Law

Globe Woolen Co. v. Utica Gas & Electric, 224 N.Y. 483 (1918): Utica Gas supplied Electric to Globe Woolen, and the two companies had a common director named Maynard.  Utica gave Woolen a good deal, which turned out to be a very good deal when they used more electricity than expected.  During negotiations Maynard’s subordinate represented the Utility.  The transaction was approved by the directors, with Maynard abstaining.—Cardozo., Maynard had a dominating influence, even though he disclosed that influence the terms of the contract must also be fair.  We are looking at full fairness here, both process and price, with the burden of proof on the fiduciary. 
B. Statutory Responses

Many states enacted statutes to deal with interested director transaction. California was among the first. The California model provides that a transaction will not be void solely because of a conflict of interest, or the voting presence of an interested director if any one of three things happens: it is approved by the disinterested directors (with full disclosure), or there was disclosure and shareholder approval, or the contract was otherwise just and reasonable. There are three ways these statutes are written and interpreted: 
1. Weak Form
The weak form view is that compliance with the interested director statute is not intended to change the common law requiring full fairness and placing the burden of proof on the fiduciary.  

2. Semi Strong
The Semi-strong approach is that the statute shifts the burden of proof from the fiduciary to the plaintiff, but still inquires into full fairness.  

(a) New York Approach
NYBCL 713(B) indicates that failure to get either shareholder or board approval pursuant to the statute means that the burden is on the fiduciary. Compliance with the statute, getting disinterested board or shareholder approval, shifts the burden but does not preclude full fairness inquiry. 

(b) Current California Approach 
Cal. Gen. Corp. Law  310(a) appears to validate a transaction if it was approved in good faith by disinterested shareholders.  Approval of disinterested directors, however, merely shifts the burden.  Lack of both shareholder and disinterested director approval leaves the burden with the defendant as it would be at the common law. 

3. Strong Form 
The Strong form approach removes the fairness inquiry when there is disinterested director approval, protecting the decision under the business judgment rule and limiting the inquiry into procedural fairness.  So long as there was full disclosure the court will limit their scrutiny to a waste standard.  

(a) Delaware Approach 
Compliance with Del. Gen. Corp. Code § 144, the interested director statute calling for approval of either disinterested directors or shareholders, removes the taint of conflict of interest, not only shifting the burden to the plaintiffs but also protecting the decision under the business judgment rule, leaving only the potential to rebut the BJR by showing unfair process or arguing based on a waste standard.  Marciano v. Nakash, 535 A.2d 400 (Del, 1987).  See also Fleigler v. Lawrence, 361 A.2d 218 (Del. 1976)(approval by interested shareholders does not satisfy the statute and there will be a full fairness inquiry)

(b) The MBCA Approach 
MBCA Subchapter F, titled “Directors Conflict of Interest Transactions,” takes a strong form view saying that inquiry of conflict of interest transaction will be limited to procedural fairness and waste if there is either disinterested director or disinterested shareholder approval.  Further, the section provides a bright-line test for what is a conflict of interest: directors who are a party to the transaction in which that director or their immediate family member has a beneficial influence in of such financial significance that the interest would reasonably be expected to exert an influence over the directors judgment.  
Executive Compensation

Generally compensation issues are protected by the business judgment rule, even when it could arguably be a form of self-dealing.  It should be noted that in closely held corporation courts may be more likely to evaluate the compensation policy.  In the publicly traded corporation, however, compensation may be excessive without worry of judicial scrutiny. Often issues of compensation are assigned to an independent director just to be safe, but the selection of these directors is greatly influenced by insiders and courts really don’t care in most circumstances.  Salary and bonuses are basically entirely protected, Stock options, however, are somewhat more likely to be reviewed. 

A. Stock Options

Stock options can present dilution of share issues either because new shares are being issued without new money coming in, or the corporation must buy back shares to be given out.  There are also issues involving stock option repricing when the market has declined.  Most states don’t require shareholder approval of option plan, but most stock markets do.  Once the options are authorized, however, the judgment of the directors as to consideration is usually final.  Plaintiffs can get around the business judgment rule, however, in case where there is self-dealing of stock options.  The self-dealing rebuts the BJR presumption and creates a full fairness inquiry.  Shareholder ratification or disinterested director approval, however, changes this, bringing back the BJR and often resulting in a waste standard. 
B. Waste

The waste standard is simply the principle that waste, consideration for a transaction so grossly inadequate that no person of sound business judgment would deem it worthy, is not protected by the business judgment rule.  

1. Delaware’s Waste Standard

Delaware Courts have been clear that shareholder ratification brings the BJR back on the table and results in a waste standard.  There was confusion as to how much scrutiny would go into fairness, however.  Early decisions required a two-pronged test: that there be a reasonable relationship between the value of consideration flowing both ways and a result that in some way benefited the corporation.  Later cases, in the 1960s, moved away from the two pronged test and focused more on the process of approval.  In Lewis v. Vogelstein, 699 A.2d 327 (Del. Ch. 1997) Delaware finally made their move from the two pronged approach explicit and adopted the modern waste standard, holding that if there was an informed, uncoerced, and disinterested shareholder ratification then a true waste standard would be the only basis for review.  Waste transactions, transactions that no person of ordinarily sound business judgment would consider a fair exchange, are always invalid.  
Corporate Opportunity 

Shareholders can sue for theft of a corporate opportunity.  Various tests have been developed to determine what is and what is not a corporate opportunity.  Once the corporate opportunity is found the inquiry becomes whether the corporation in some way rejected or failed to take the opportunity.  If they failed to act, then it is free rain for the fiduciary, but the corporation gets first crack at it.  If a corporate opportunity is found, however, and there is no rejection, then the court can award damages or create a constructive trust over the investment.  
A. Legal Tests 

1. Interest Test

The “interest” or “expectancy” test focuses on the circumstances and asks whether the corporation had a special or unique interest in the opportunity.  It is fact sensitive and difficult to apply.  

Farber v. Servan Land Company, 662 F.2d 371 (5th Cir. 1981): Servan was formed to build a golf course and country club.  They bought some land, and then an adjascent 160 acres became available.  Servan didn’t do anything, so the majority shareholder bought it.  Two years later all of the land was sold as a single package, including the 160 acres privately owned.  A minority shareholder sued for theft of a corporate opportunity.—the case applies Florda law, which asks if there was an active interest.  There had been discussion about the acquisition of the land, it seemed advantageous to the corporation, and fit the present corporate purpose.  Failure to vote on whether to purchase the land was not a rejection, furthermore the purchaser was an active director, thus it was his obligation to call for the vote if he thought it was a good corporate opportunity. Thus the profit that the director made off the land had to be split among the shareholders. 
2. Line of Business Test

The line of business test is also factually sensitive, and asks whether the opportunity embraces an activity of which the corporation has fundamental knowledge, practical experience, the ability to pursue, whether it is naturally adaptable to their line of business, and whether it was inimical to the corporation for the fiduciary to take the opportunity. This is the Delaware Test.  
3. Fairness Test

The fairness test is more open ended, looking at the total circumstances to see if the transaction was fair, but it doesn’t give much guidance.  

4. A.L.I. Test

The ALI test looks at: (1) whether the opportunity was presented in a way that it would reasonably be perceived as one for the corporation, and (2) whether taking the opportunity required using corporate information.  For senior executives there is the additional factor that any opportunity closely related to the line of business will be considered one for the corporation.  

Northeast harbor Golf Club v. Harris, 661 A.2d 1146 (Maine, 1995): A club with a golf course, the president acquired adjacent property when it was offered to him in his capacity as president, built an apartment complex, and informed the board after the fact.  There was a substantial change in board membership and a cause of action was brought.  The trial court found that this wasn’t a corporate opportunity since building apartments wasn’t in the line of business and the club was not in the financial situation to make the purchase.—we don’t like the line of business test or the fairness test, let’s use the ALI approach.  Under the ALI the president had a duty to first offer the opportunity to the corporation.  Failure to do so created liability per se.  Second, the corporation must reject the opportunity before he can take advantage of it.  If the rejection was by a disinterested board then the BJR applies, but if it was an interested board the burden is on the defendant to show fairness. 
B. Financial Inability 

Financial inability as a defense to theft of corporate opportunity creates differing outcomes.  Some courts entirely reject the argument on the premise that the corporation could raise funds or find financing, others consider it just one factor to be considered. The ALI sees it as not relevant to the determination of a corporate opportunity but relevant to the fairness of a rejection. 

C. Multiple Boards

In reality directors serve on different board in the same business.  In situations where there are conflicting corporate opportunities presented to a multiple board member there needs to be some evidence that there was expectancy or an agreement that the particular opportunity belonged to a particular corporation. 
D. Use of Information and Competition

Three basic principles underlie corporate opportunity jurisprudence: (1) you can’t steal a corporate opportunity (however you define that), (2) you can’t use corporate assets and information for personal profit, and (3), you may not be able to compete with your own corporation.  

Meinhard v. Salmon, 249 N.Y. 458 (N.Y., 1928): Towards the end of a joint venture Salmon negotiated a renewal of the partnership’s lease in his own name to begin after the termination of the partnership.—Cardozo., Joint adventurers, like copartners, owe to one another, while the enterprise continues, the duty of the finest loyalty. Many forms of conduct permissible in a workaday world for those acting at arm's length are forbidden to those bound by fiduciary ties. A trustee is held to something stricter than the morals of the market place. Not honesty alone, but the punctilio of an honor the most sensitive is then the standard of behavior.  A co-adventurer has the duty to concede and reveal any chance to compete and any chance to enjoy the opportunity for benefit that had come to him alone by virtue of his agency.  One partner may not appropriate to his own use a renewal of a lease, though its term is to begin at the expiration of the partnership.  In some cases it is argued that a person has usurped a corporate opportunity relating to real estate ventures that a person may negotiate a person lease where there is some relationship to the business when there is not a sufficient nexus to the business for the negotiation to be the usurpation of an opportunity, but here it was the same property.  So, using our equitable powers, we’re giving meinhard a half interest in the lease. 

Andrews, Dissenting: fair dealing and a scrupulous regard for honesty is required. But nothing more. It may be stated generally that a partner may not for his own benefit secretly take a renewal of a firm lease to himself.  Leases, however, are tricky.  We can look at property law for analogies, such as tenancy in common, and look at contract law.  A joint venturer is not a partner, they are more like a tenant in common. This was not a partnership since Meinhard had no right of control, but he was rather a investor, albeit a large one, in what was otherwise Salmon’s business.  Here he is not messing with the partnership’s lease, but with the expectation of renewal, which is not the same thing.  He did not renew the lease, he negotiated a new one for a new venture, knowing that his joint venture would end soon and the building would be vacant.  Meinhard had no expectation interest in Salmon’s new partnership and it is wrong for the court to give him one.  The question here is whether there was actual fraud or inequity, and there wasn’t any.  
E. Undisclosed Profits

A corporate fiduciary is liable for undisclosed profits gained in a corporate transaction.  

Hawaiian International Finance v. Pablo, 488 P.2d 1172 (Haw. 1971): the president negotiated a land purchase and took a commission, arguing that he was a licensed real estate agent.—a coporate fiduciary cannot retain an undisclosed profit, had that been fairly disclosed it’d be all good, but now you have to give it to the company.  
Shareholder Ratification

The idea of ratification derives from agency principles, the shareholders can sanitize a transaction that would otherwise breach a duty to them. 

A. Required Voting 

Sometimes actions require a vote under statute, authorizing the transaction more than validating it.  

Williams v. Geier, 671 A.2d 1368 (Del 1996): Control group sought to recapitalize shares with the purpose of retaining their power.  The Articles of Incorporation required a shareholder vote for recapitalization.  Minority sued to stop the action, since the control group was using their vote to force an action that would predominantly benefit them.—There was no requirement in the articles asking for a majority of the minority, nor is there one implied by general corporate law.  In a transaction involving an interested shareholder that shareholder has a right to vote their shares. Thus, absent fraud, waste, manipulation, or other inequitable conduct there is no breach of duty.  A majority-of-the-minority vote will, however, have a ratifying effect on the transaction and will limit judicial scrutiny.  The standard will still be full fairness, but the burden is on the plaintiff. 
B. Optional Shareholder Voting
In cases where a shareholder vote is optional, such a vote may be viewed as a ratification.  
In Re Wheelabrator Technologies, 663 A.2d 1194 (Del. 1995): Waste management group owned 20% of Wheelabrator and sought a merger. Statute required shareholder approval for the merger and the parties agreed to seek disinterested shareholder approval.  It was approved and there was full disclosure, but one of the minority shareholders is suing, thus the court seeks to determine the effect of disinterested shareholder ratification on the transaction.—Shareholder ratification extinguishes a duty of care claim.  For duty of loyalty there must be a distinction made between transactions involving merely an interested director and those that involve an interested control group.  Where it is merely an interested director and perhaps a minority shareholder, shareholder ratification creates the protection of the business judgment rule.  Where there is an interested controlling shareholder, however, disinterested shareholder ratification retains the full fairness standard but shifts the burden of proof to the plaintiff.  In this case the waste management group was not a controlling shareholder but was itself a minority shareholder, thus this case is brought under the protection of the business judgment rule.  
Text and Class Notes on Shareholder Voting 

Schnell v. Chris-Craft Industries, 285 A.2d 437 (Del. 1971): shareholders sued to enjoin management from moving the date of an annual stockholder’s meeting up a month.  The purpose of this was to rush the shareholders and perpetuate themselves in office.—You can’t do that, inequitable action does not become permissible simply because it is legally possible.  An underlying thesis of corporate law is that all corporate powers should be used for the shareholders interest, and may at no time, no matter how absolute the grant of power may be, be used to the detriment of shareholder interests. 

Blausius Industries, Inc v. Atlas Corp., 564 A.2d 651 (Del. Ch. 1988): Blausius, a venture capital company considering making a tender offer and currently holding 9.1 % of Atlas’ stock, began collecting a consent form to change the number of directors from 7 to 15 and allow Blausius to appoint the 8 new directors.  The board was angry, and in a telephone meeting of the current board members appointed two new board members, which they also had the power to do, so that even if Blausius was successful he would not control a majority. Blausius also made a proposal that there be a leveraged restructuring with a large one time cash payment to the shareholders.  The board called an emergency meeting and added the shareholders.—clearly the principle motivation of adding new board members was to prevent a majority shareholder from taking control of the board.  Blausius argues under Schnell that this action was a self-interested and concerted action intended to perpetuate control, further Blausius points to the haste with which the meetings were held argues that there was gross negligence.  The board counters that there was no proposal to remove their positions and so were not acting to preserve them but rather to preserve the best interests of the company, thus acting in good faith.  The question here is therefore whether the board acting in subjectively good faith may validly act for the principle purpose of preventing shareholders from electing a majority of the board without violating the duty between a fiduciary and beneficiary.  This is a duty of loyalty case.  The business judgment rule does not apply because the shareholder right to vote is the one in question, thus involving the duty of loyalty.  Shareholders only really have two protections: sell their stock or vote to change directors.  Actions abridging these rights cannot be under the protection of the business judgment rule.  Here the directors were attempting to circumvent the authority of not just Blausius but all shareholders to vote on Blausius’ proposal regardless of whether they did it in good faith.  We will not adopt a per se rule, however, since it is conceivable that similar actions in different circumstances may be actions of directors taken to protect minority shareholders. In conclusion, when there is an issue of shareholder voting rights being abridged by directors there will be a burden on the defendant to show a compelling justification.
 

Williams v. Geier, 671 A.2d 1368 (Del. 1996): 

International Brotherhood of Teamsters v. Fleming Companies, 975 P.2d 907 (Ok. 1999): whether shareholders may require a vote to approve a poison pill (shareholder’s rights) plan.  The teamsters, who owned shares, were critical of the poison pill plan since it would potentially prevent future lucrative mergers and was a means of entrenching the current board.  The Teamsters sought to include a by-law requiring shareholder approval, but Fleming refused to include it in their proxy material.  Although as a general rule shareholder involvement is indirect and these things are the prerogative of management, there is nothing against Oklahoma law that says a shareholder by-law cannot require shareholder approval.
 
Chapter 10: Controlling Shareholders 

Use of Control 

A. Zahn
 Zahn v. Transamerica Corp., 162 F.2d 36 (3d Cir., 1947):  Axton-fisher had three classes of stock: preferred, class A, and class B.  Class A was similar to preferred stock in that they had regular dividends required and the option to convert to class B.  Class B had voting rights with A only voting if there had been no dividends for six quarters.  Class A stock could be recalled at a fixed price.  Virtually all of Class B stocks were owned by transamerica.  Realizing that the value of tobacco had gone up significantly, the board, controlled by Transamerica, recalled all of the class A stock (paying the fixed price plus dividends).  Then, now that the class A shareholders were gone, Transamerica liquidated the company for a substantial profit.—The majority has the right to control; but when it does so, it occupies a fiduciary relation toward the minority, as much so as the corporation itself or its officers and directors. The controlling shareholders cannot use their power over the board to facilitate their personal interest at the expense of the other shareholders.  Just as a director is a fiduciary, so is a dominant or controlling stockholder or group of stockholders. The directors owe a duty of managing the corporate affairs honestly and impartially in behalf of the corporation and all the stockholders. Interested director transactions will be voidable at the instance of the corporation or the stockholders, without regard to its fairness, where the vote of such directors was necessary to the passage of such resolution. The act of redeeming the Class A stock was consummated at the direction of defendant, for its own profit, not for the protection of the minority stockholders' interests. Therefore, on remand, the court can award liquidation damages.  You cannot use your control of the board for personal gain to the detriment and exclusion of the company itself.  Shareholders must gain proportionately. 
B. Parent-Subsidiary Dealings 

Controlling shareholders who find themselves contracting with their own corporation have a conflict of interest, and thus owe a duty of loyalty and will be judged by an “entire fairness” standard.  This often happens in parent-subsidiary contexts where the parent does not own the entire subsidiary.  

Sinclair Oil Corp. v. Levien, 280 A.2d 717 (Del., 1971): Sinclair owns 97% of Sinven (Sinclair Venezuela).  The minority shareholders are suing derivatively for a breach of loyalty, claiming there were Excessive dividends, breach of contract, and theft of corporate opportunity.  In the parent subsidiary context breach of loyalty requires self-dealing to the detriment of one party. Breach of fiduciary duty is governed by the test of intrinsic fairness, with the key inquiry being whether the majority and minority shareholders were treated equally. [the modern test is “entire fairness,” which looks both at the substance and process of the transaction].  Regarding the first charge, Sinclair had demanded dividends in excess of Sinven’s profit on occasions when it needed cash and sapped cash that Sinven badly needed.  Because there is self-dealing and a detriment this is a breach of loyalty issue, but there is no liability under the intrinsic fairness test since both the majority and minority shareholders received their proportionate dividends.  Regarding the Second charge, there were no specific stolen opportunities alleged, and because of the general nature of the relationship it would be ludicrous to say that Sinclair’s other oil businesses were thefts of opportunities that Sinven should have had; Sinclair had many subsidiaries all engaged in the same business.  Regarding the third charge, Sinclair had contracted with Sinven to purchase certain amounts of oil and breached that contract.  This is a loyalty issue because there is self-dealing and a detriment.  It would be different if this were a wholly owned subsidiary, since the contract would be breached with itself, but here there are minority shareholders.  The contract itself wasn’t inherently unfair, but the breach unfairly injured the subsidiary for the benefit of the parent but not including the minority shareholders. 

C. Sale of the Corporation

When a Corporation is sold there are fiduciary duties.  In the sale of the company the directors are bound to secure the best value, and when there are controlling shareholders in the picture there may be heightened judicial scrutiny.  

McMullin v. Beran, 765 A.2d 910 (Del. 2000): Controlling shareholders needed cash and so negotiated to sell the corporation and arguably did not get the best price.  Shareholders sued for violations of due care, arguing that the transaction was rushed, and duty of loyalty, since 8 of 12 directors were interested. —when a corporation is sold there is a fiduciary duty to ensure the transaction is fair and maximizes the value for all shareholders.  
Freezouts 

A freezout occurs when a controlling shareholder forces a minority shareholder to give up their equity. This happens through a potential purchaser acquiring control of the target and then using that control to push through a merger into a shell corporation which, through the plan of merger, will pay the minority shareholders either cash or debt securities.  .  Often these require two steps: first acquiring majority control through a tender offer, then second, once control is acquired, instituting a triangular merger.  In the merger shareholders must either accept the offer or go to court and seek an appraisal.  New York and Delaware both have a shortform merger law whereby a person with 90% ownership can merge without the formality of a vote. 

Techniques:

· Illegal Sale-of-assets: The company liquidates by selling productive assets to the merging target and liquid assets (now including price paid for productive assets) to the minority shareholders.  Most states consider this illegal because of the possible unequal treatment. “Dissolution” is a sale of assets merger takes place, but in one step through a dissolution agreement. Also considered Illegal. 

· Cash or Debt through merger: Debt or Redeamable-preferred: The future controller starts a new corporation then merges the old corporation but instead of issuing common stock issues preferred-redeamable stock or debt equities, then redeems the stock or equity.  Cashout Merger: The  more common technique in modern freezeouts, involves issuing cash in the merger rather than debt or securities.  

· Reverse Stock Splits:  When a stock splits the number of outstanding shares are increased by a given multiplier, when they are consolidated (a reverse split) they are reduced.  Reverse splits often result in fractional shares, and some states allow corporations to effect a cash buyout of the fractional shares.  In these states one method of effecting a freezeout is to reverse split by a multiplier higher than the largest number of outstanding minority shares so that all minority shareholders have a fractional share and can be bought out.  Some states allow this, Illinois, for instance, after a compulsory surrender of minority shares for cash in a 600:1 split making all minority shares fractional, the court said that as “a general rule unless there is fraud which would entitle dissenting shareholders to other relieve, interests in minority shares can be terminated.” And then argued that the majority jurisdictional acceptance of short form mergers was an illustration of this principle.  New York, however, took a more limited view.  In Clark v. Pattern Analysis Corp, 384 N.Y.S.2d 660 (NY 1976) the court issued a temporary injunction against a 4000:1 reverse split which would eliminate all minority non-employee shareholders.  The company had argued that the legitimate purpose of their freezeout was to secure the confidentiality of its financial statements by limiting ownership to employees. The Plaintiffs countered that there were shareholders not subject to the freezeout who were non-employees but were close friends of the majority shareholders.  The Court said “where there are allegations of fraud, bad faith, or illegitimacy coupled with a tenuous showing of legitimate corporate business purpose fairness requires that minority shareholders be afforded an opportunity to contest the action before it is deprived of its property.”

· MBO and LBO: Leveraged-buy-out is the term for when a freezeout takes place with a substantial amount of debt.  Often management-buy-outs, MBO’s, involve an LBO where the money used in the freezout is borrowed from a bank.  The issue, a problem for management and a boon for the market, is that these will often not involve a two step merger and will simply be a flat offer, inviting a bidding war.  

Going Private: In times of recession after a bull market there was a tendancy for companies that had previously gone public in order to cash in on their inflated equity then buying back total control with a freezout in a much deflated market.  The potential for a company abusing this process by running down a company and turning a substantial process.  The SEC enacted a rule 13e.3 Saying that these going-private transactions need to be fair.  Delaware reacted in Weinberger.  

A. State law 
State statutes require board and shareholder approval for a merger through majority vote, but many states have a short form merger provision allowing the shareholder vote to be avoided when the controlling shareholder owns more than 90% of the stock.  Generally state courts will scrutinize freezeouts by the control group as a duty of loyalty issue requiring entire fairness and, in some cases, require a business purpose for the transaction.  Shareholders have a right of “appraisal,” which allows them to go to the court and demand a fair price, but there are questions whether that is their exclusive remedy.  
B. Cases 
Prior to Singer v Magnavox, 380 A.2d 969 (Del. 1977) it was unclear whether Delaware considered Appraisal the exclusive remedy available in freezouts. Singer held that a majority shareholder who eliminated minority shareholders in a freezeout merger for the sole purpose of eliminating the minority must meet the burden of proving entire fairness and have a business purpose other than merely eliminating the minority.  Singer allowed a class action by the minority shareholders and provided for equitable remedies such as injunctions.   
1. Weinberger 

Weinberger v. UOP, Inc, 467 A.2d 701 (Del. 1983): Signal Oil had acquired control of UOP through a tender offer of $21 (market was $14) and then decided to acquire the remaining shares also at $21.  UOP’s bankers issued an opinion in four days saying that the price was fair, although the interested directors circulated a memo among themselves saying that up to $24 would be a fair price.  Signal agreed to the merger, but conditioned it on a majority-of-the-minority vote.  The merger won majority-minority approval by 52%.  A group of minority shareholders suied as a class action claiming lack of entire fairness.—We will not allow Signal the advantage of the business judgment rule by claiming shareholder ratification, since for a ratification to be effective it must be an informed judgment and in this case there is evidence of less than complete candor. Although we have inquired into business purpose in the past, we will no longer require a business purpose, but will still inquire into entire fairness (dealing and price).
 Fair dealing involves more than simply disclosure issues, it also involves timing, negotiations, and structure.  Fair price relates to all relevant factors which affect the value of the shares.  Here there was a lack of fair dealing because of the rushed nature of the transaction and a failure of full disclosure.  Now, as far as the remedy.  Appraisal is still the exclusive remedy in cases where the price is not fair, but we will now allow any accepted valuation method and not just the Delaware block approach.
 Furthermore, in cases where there is fraud, misrepresentation, self-dealing, waste, or gross and palpable overreaching, the courts may enjoin the transaction or allow rescissory damages.  
2. Post Weinberger 

Rabkin v. Philip A. Hung Chem Corp., 498 A.2d 1099 (Del. 1985): Defendant purchased shares from the control group and agreed to pay minority the same price if they decided to purchase within a year.  The defendant waited for the year to pass, then proceeded with a freezeout at a lower price. The minority claimed bad faith and unfair dealing through manipulative use of timing.  Ordinary valuation would likely lead to no damages, but the minority seeks damages in the amount of their premium, relying on Weinberger.—if there is a lack of fair dealing and the shareholder’s claim is not essentially over inadequate value, a class action in equity could be brought seeking greater damages than provided for in appraisal.
  

a. Controlling Shareholder tender offer 

A controlling shareholder could decide to make a tender offer and collect as many shares as possible rather than use a freezeout merger, in voluntary tender offers there is no requirement to receive the best price so long as there is full disclosure.  

In Re Pure Resources, 808 A.2d 421 (Del. Ch. 2002): controlling shareholder made tender offer over the objections of independent directors that the price was inadequate.—Here we have conflicting policies of the protection of minority shareholders and the freedom to make a tender offer without board involvement.  There is a potential for coercion when a controlling shareholder makes a tender offer, thus some fiduciary duty applies, but not entire fairness, rather we will limit our scrutiny to procedural fairness in order to ensure that the shareholders are not defrauded or coerced.  Independent directors must be allowed to give their opinion, threats cannot be made, and any subsequent freezeout is required to be at the same price.

C. Federal Law 

Freezouts often involve shareholder voting, thus involving the federal proxy rules.   

· Rule 14a-9 is a general catchall for false and misleading statements in proxy solicitations.

· Rule 13e-3 requires disclosure of a judgment of fairness and the facts on which that judgment is based in any freezeout or going private transaction. 

· Rule 10b-5, the insider trading rule, prohibits fraud in the purchase or sale of any securities.

Sante Fe v. Green, 430 U.S. 462 (1977): in a short form freezeout the control group offered less than a quarter of the actual value of the shares.  At the time, before Singer, Delaware seemed to recognize appraisal as the only remedy for breach of fiduciary duty in a freezeout.  The shareholders sought to bring an action under 10b-5, saying that although they were not affirmatively misled the gross disproportion of the price was a constructive fraud. The Court rejected that argument, saying that 10b-5 only covered failures in disclosure and that the only remedy for a fairness in price problem was in the state courts.  The Court also suggested that most fiduciary duty claims should be in state court, but in practice the lower federal courts will allow a state fiduciary duty claim to be brought through ancillary jurisdiction  when there is merely a colorable claim for a lack of full disclosure under federal law. 
Independent Directors or Disinterested Shareholder Ratification

A. Independent Directors 

Under Delaware law if an potential unfair act is ratified by independent directors then the burden is shifted to the plaintiff but the court will still inquire into full fairness. A director is not independent if they are influenced by either domination or control, which can result from familial ties, economic relationships, or force of will.  Delaware uses a subjective test in determining whether a director is independent.  

Kahn v. Lynch Communications, 639 A.2d 79 (Del. 1995): Alcatel owned 43% of Lynch.  After a dispute with the board Alcatel proposed purchasing the remaining shares of the company for $14 per share, eventually the price was negotiated up to $15.50 per share.  The minority shareholders sued to enjoin the transaction.—a claim of an unfair tender offer will, by default, be evaluated under an entire fairness standard with the burden on the defendant.  The defendant claims that there was independent director ratification.  The effect of such a ratification would be to shift the burden of proof to the plaintiff.  Examining the circumstances, there was no arms length bargaining and thus no independent director ratification.  The ultimatum, coupled with the fact that Alcatel could veto any competing offer by virtue of a supermajority requirement, shows that Alcatel exercised control over the board.  Thus the burden will be on the defendant, Alcatel, to show entire fairness. The case was remanded to the Chancellery court with that instruction, who then found that Alcatel had met their burden, we affirm. Evidence of coercion does not per se defeat entire fairness.   Although the coercion exercised was sufficient to forestall the directors from being considered independent, it was not material to the transaction.  In this transaction the board was looking out for the minority shareholder’s interest in evaluating the price, and thus there was both fair dealing and fair price, even if Alcatel exercised control over the board such that they are not independent directors.  
B. Shareholder Ratification 

Majority of the minority approval by shareholders is not a requirement, but when it does occur the effect is to switch the burden of proof, retaining the fairness test, to the plaintiff.
Sale of Control 

Generally, a person is under no obligation to offer the same price to everybody.  One big exception, the McMullen case, if someone makes a tender offer, under federal law (the Williams act) you must offer everyone in the tender offer the same price.  Big loophole, there can be a private transaction contemporaneously with the tender offer. 

A. Looting 

Gerdes v. Reynolds, 28 N.Y.S.2d 622 (1941): a mutual fund with holdings of around $5,000,000 had shares worth approximately .06 each, considering a liberal markup for control and possible earnings, etc, maybe it was worth .75.  The control group sold their shares to a third party for 2.00 each and resigned their offices on the board, allowing the purchasers to take the seats. Once the new group bought their shares they liquidated the assets of the company and stole the money.—even though the transaction wasn’t itself illegal it was obvious that it was being undertaken for an illegal purpose.  Officers and Directors stand in a fiduciary duty to the corporation and its stockholders, and that duty is always dependant on context.  Here the directors of an incredibly liquid company sold control of the company to persons who clearly wanted to loot the company, they had a fiduciary duty not to go into a transaction where the company would undoubtedly be injured.  You can’t sell to thieves.  

B. The Perlam Case 

Perlman v. Feldmann, 219 F.2d 173 (2d Cir., 1955): derivative suit against Feldman, a controlling shareholder with 33% and a director for Newport Steel, for alleged illegal gains. There was an extreme shortage of steel and a high demand.  Newport was not a major seller, but in the tight market had more demand than they could supply.  Wilport, an end-user who wanted to buy more steel from Newport than they could sell, agreed to buy Feldman’s controlling shares.  Book value was $12.  Wilport paid $20, a control premium that the trial judge found to be fair.--a director and dominant stockholder stood in a fiduciary relationship to the corporation and to the minority stockholders as beneficiaries. Absolute and most scrupulous good faith was the very essence of a director's obligation to his corporation. The court held that when the sale of a controlling block of stock, as in the present case, necessarily resulted in a sacrifice of the element of corporate good will and resulted in unusual profit to the fiduciary who caused the sacrifice, he was required to account for his gains.  The basic rule is that you can sell controlling shares for a premium, but just as you can’t sell to looters you cannot sell to those who clearly intend to steal corporate opportunity. Here that was the case, and it was clear that Wilport was purchasing control solely for the purpose of self-dealing the limited steal supply at a cheap price.  There was a duty to the minority shareholders not to sell control in such a way that would detriment the corporation through a self-dealing theft of corporate opportunity.  On remand, recovery should go to the individual stockholders because they are individually harmed by the sale of a corporate asset (the leverage over wilport?) for which Feldman received a premium. 

Swan, dissent: Yes, Feldman was a fiduciary, but our inquiry must now include an analysis of whom he owed a duty to, the nature and scope of that duty, and whether it was breached.  The majority says that Feldman sold a corporate asset through a premium charged for his shares, but we must look at what that asset is. He sold control, received a premium for his control, and according to the trial court received a fair premium. There was no corporate asset other than control.  If the breach of duty is a sale that anticipates self-dealing by the new controlling shareholder to the minority then the issue is not yet ripe, since such self-dealing has not been pled nor has it occurred.  Further, if there was a corporate asset, perhaps the leverage over Wilport, recovery should be in the corporation not to the individual shareholders of the minority. 

C. The California Approach 

Jones v. H. F. Ahmanson & Co., 1 Cal. 3d 93 (Cal., 1969): Ahmanson was the controlling shareholder of Association Savings and Loan.  Ahmanson and others sold to a holding company which they created, United Financial, so that Financial now held 85%.  Ahmanson and the other shareholders selling stock for stock. Thus there was no change of control, but the controlling shareholders changed hats.  While it controlled the Association board United eliminated dividends and contemporaneously offered to purchase shares at a low price, essentially squeezing additional ownership of Association.  After a while United Financial went public.  Thus, the control group created a market for their majority shares without creating a market for the minority and essentially eliminating the opportunity for the minority to go public and receive a return on their shares.—Traynor., increasingly complex transactions of the business and financial communities demonstrate the inadequacy of the traditional theories of fiduciary obligation as tests for majority shareholder responsibility to the minority.  Courts have recognized that there is a potential for abuse when a majority shareholder sells his shares for a premium, Perlman v. Feldman [premium paid for allocation of production in a time of shortage], and Gerdes v. Reynolds [sale of control to looters or incompetents], and for control to be used unfairly against minority shareholders, Zahn v. Transamerica [control used to avoid equitable distribution of assets in liquidation by buying out minority while book value is below liquidation value of assets], there is no comprehensive rule defining the duty owed to minority shareholders.  The only rule comprehensive enough to encompass the ingenuity of greedy majority shareholders is the rule of good faith and inherent fairness towards minority in any transaction where corporate control is a material issue.  What happened here was simply not fair to the minority, using control to deprive them of a particular opportunity that the majority is taking advantage of.  For damages, this is a direct action, not derivative, since it is a claim by the shareholders not the corporation, and therefore the recovery should be in the amount the control group has profited by going public.  

D. Sale of Office 

Sale of Control takes place when directors resign and are required by the contract through which they sold their shares to select designated nominees of the purchaser as their replacements.  When there is 51% ownership there is no question that the selling director has power to replace directors, and in publicly traded organizations substantially less than 51% is required for de facto control.  Direct sale of office is illegal, however. And so, when there is a sale of control the transfer of office is only a formality, and the issue becomes whether the shares sold actually constituted control. 
Chapter 11: Closely Held Corporations 

Minority shareholders may use certain devices to maintain a level of control, such as (1) voting agreements, (2) irrevocable proxies, (3) voting trusts, (4) class voting, and (5) cumulative voting, as well as (6) greater than majority quorum and voting requirements.
  Contracts may be used to protect shareholder expectations, and although the courts were initially hostile to them they have made allowances given the special setting of the close corporation, so long as such agreements do not sterilize the board.  Clark v. Dodge.
  Courts will generally uphold a comprehensive shareholder agreement so long as it does not infringe on public policy or harm the creditors or handcuff future directors.  Galler v. Galler.  Close corporations may also remain close, similar to how partners are allowed to control who becomes a partner, by restricting the sale of shares; the court will allow restrictions and limitations so long as they are not prohibitions or otherwise unreasonable restraints on the right of alienation.  Allen v. Biltmore Tissue Corp.(more than mere disparity in price must be shown).
  
Close Corps also have a heightened fiduciary duty akin to partnerships. Donahue v. Rodd Electrotype.  It has been described as observing the “Punctilio of honor,” Meinhard v. Salmon, as well as a strict duty of “Candor, Unselfishness, and Good Faith.” Ghallagher, Kaye Dissenting.  Because of employment at will, however, not every discharge of an employee in a close corporation who happens to own stock will trigger the Donahue Duty.  Merolla v. Exergen.  When an employee is discharged in the face of a reasonable expectation of continued employment based on their stake in the company, however, it may trigger an involuntary dissolution or mandatory buy back statute on the grounds of oppression.  Jordan v. Duff.
  
(a) Voting Agreements

1. Introduction 
Donahue v. Rodd Electrotype (Mass, 1975): Rodd family owned 80% and Donahue owned 20% of Rodd Electrotype, a close corp.  Rodd family members sold shares back to the company at $800, Donahue’s requested same deal and the company (in Rodd control) offered them between $40 and $200.—A close corp has (1) few shareholders, (2) no market, and (3) majority shareholder participation .  Normally this would be the sort of decision protected by the Business Judgment Rule, but a close corp is similar to a partnership and imports heightened fiduciary duties, like partners, shareholders in a close corp must observe every “punctilio of honor.” Meinhard v. Salmon.  This tactic is a squeeze out, and it is a violation of the strict fiduciary duty for the control group to create a market only for its own shares. Ahmonson.  There is, therefore a rule of equal opportunity; when the control group in a close corporation sells its shares back to the company it must offer the same price, the control group cannot use their control of the company to give themselves an unfair advantage over minority shareholders. 

Nixon v. Blackwell (Del. 1993): it was not a violation of the strict fiduciary duty of a close corporation for the company to offer benefits to its class A employee stock holders, such as a buyback provision, that was not offered to class B non-employee stockholders since there is no rule of absolute equality between all stockholders. 

In Delaware you must elect to be a close corporation, whereas other states like California allow you to be one if you meet a definition.  

2. Special Voting Arrangements
Ringling Bros v. Ringling (Del, 1947): Widows own a minority stake in a corporation so that if they vote together they will control two seats on the board, they have a shareholder agreement to that affect.  After a dispute as to how to vote they went to arbitration.  When it came time to vote, however, one voted as the arbitrator had said while the other voted for herself, thus losing them a seat on the board.—This is a breach of contract, but the contract did not specify what would occur in the event of breach, therefore rather than changing the one lady’s vote after the fact we will simply nullify her votes, thus they have still lost their seat.  At this point, however, the next election is only a couple months away, so it doesn’t really matter anyway. 
On Voting Agreements: Although courts have split over whether a voting agreement is specifically enforceable the trend seems to go that way.  To the extent the enforcement of voting agreements is questionable, however, parties often choose using proxies instead. A proxy is ordinarily revocable at will, but can be irrevocable if it is coupled with an interest.  Courts have been generous with what is considered an interest, allowing it to be a general interest in the corporation and not in the specific shares.  
Haft v. Haft: father gave son his controlling shares in exchange for a perminant place on the board and a lifetime irrevocable proxy.  The son attempted to break his word.—Under Delaware law a proxy is irrevocable only if, and only so long as, it is coupled with an interest.  Here the father had an interest in the continued employment with the corporation.  Absent binding precedent to the contrary, I think this suffices.  It’s not quite the same interest as a secured creditor, the paradigm situation, but why not.  
(b) voting trusts

Generally, voting trusts exist when the technical ownership and beneficial ownership of a stock are separated.  Normally they require a written trust agreement, and a transfer of the ownership of the stock to the trustee.  Several statutes also require a certificate of beneficial interest be issued, place time limits on the trust, and require that the trust agreement be filed with the corporation and open for inspection.  

(c) Classified Stock and Weighted Voting 

Another protective device is creating classes of stock with supervoting rights, or classes with no voting rights, or classes with no beneficial interest. 

Lehrman v. Cohen (Del. Ch. 1966): two families owned a business, they issued three classes of stock (AC, AL, and AD), one to each of them and an additional class to their lawyer.  The lawyer’s class consisted of one share with no beneficial interest but entitled to a seat on the board and a vote in the event that the other two classes tied in a vote.—interesting, but legal.  

3. Agreements Controlling matters within the Board’s Discretion. 

McQuade v. Stoneham (NY, 1934): McQuade and Stoneham, with others, owned the NY Giants and had agreed to keep each other in executive offices.  After a disagreement the board decided to remove McQuade from office.—agreements cannot sterilize the exercise of a directors judgment. 

Clark v. Dodge (NY 1936): Clark and Dodge owned a pharmaceutical company, Dodge owned most of the company while Clark was the only one who knew the business. They agreed that in exchange for Clark teaching Dodge’s son the business Dodge would continue to vote Clark as a Director, and keep him as General Manager so long as he proved faithful, efficient, and competent.—the agreement is valid, unlike McQuade there is an out provision so that it does not entirely sterilize the board.  

4. Supermajority voting and Quorum requirements 

Sutton v. Sutton (NY, 1994): close corporation ran for 30 years requiring unanimous shareholder consent to any amendment to the corporate charter.  Now there’s a deadlock.—NYBCL 606(b) says that a certificate of incorporation can be amended by a two-thirds vote unless otherwise provided for in the agreement.  This agreement provided otherwise, so we won’t order the amendment.  We note, however, that minority shareholders are not without a remedy in the event of a deadlock.  
5. Fiduciary Obligations of Shareholders in a Close Corporation 
Donahue v. Rodd Electrotype (Mass, 1975): Close Corporations are like partnerships.  

Rosenthal v. Rosenthal (Maine, 1988): Close corps owe four specific fiduciary duties: (1) to act with the care, diligence, and skill that a reasonable person would under similar circumstances, (2) to discharge their duties with a view of furthering the interests of one another, (3) to disclose all relevant information affecting the status and affairs of the relationship, and (4) Not to use their position, influence, or knowledge to gain special advantages over others involved in the endeavor.  

Wilkes v. Springside Nursing Home (Mass, 1976): four men had agreed to run a nursing home together, after a falling out they decide that one of them, Wilkes, will no longer be a director and will no longer receive his salary.—Under Donahue v. Rodd a corporation is like a partnership.  This is a “squeeze out” wherein a controlling faction attempts to consolidate power.  The burden is on the control group to demonstrate a legitimate business purpose and we will weigh the purpose against the means taken.  Here there was no business purpose.
Morola v. Exergen Corp (Mass, 1996): Morola purchased some stock through an ESOP and said that he had an interest in continued employment and the opportunity to gain further equity.—He had no such interest, he was just an employee not an entrepreneur.  He received a salary in exchange for his work, he was fired, his salary stops.  Period. 

Barth v. Barth (Ind. 1995): One shareholder in a close corp alleges that another stole corporate opportunities for personal gain, but brings a personal rather than derivative suit—while we know Delaware doesn’t allow this, we’ll let them bring personal suits rather than derivatives for corporate harms in the context of a close corp. 

6. Valuation: skipped

7. Restrictions on transferability and mandatory-sale provisions 

Close-Corporations may have a mandatory sale provision granting them an option to purchase shares on a person’s death; these are valid even if arguably setting a low price, to be invalid more than a mere disparity between option price and current value must be shown.  Allen v. Biltmore (NY, 1957). 

Gallagher v. Lambert (NY 1989): Employee bought stock with a mandatory buy back provision that said prior to Jan. 31st the stock would be redeemed at book value based on assets, while after Jan 31st it would be redeemed at a substantial premium based on earnings.  Gallagher was fired Jan 10th.—Bellacosa, he agreed to a contract and got what he bargained for, he was an at will employee and could be fired at any time. Kaye, Dissenting: he got $89,000 instead of $3,000,000.  Regardless of being an at will employee he was a minority shareholder in a close corporation, that implies a strict fiduciary duty of “Candor, Unselfishness, and Good Faith.” This act was a violation of that duty. 
Jordan v. Duff (7th Cir. 1987): under “golden-handcuffs” employee stock option agreement Jordan waited until the end of the year to leave his job in order to redeem his stock at full book value.  Weeks later the company merged and he would have received a premium.  He sued.—Easterbrook, as a close corporation there is a duty akin to a partnership, and so there was a duty to disclose this information. Cudahy, Concurring: Furthmore, even at will employees may have an implied right of good faith and the employer has a duty to avoid opportunism.  
8. Dissolution for Deadlock

Under NYCBL 1104 there is a right for minority shareholders to seek dissolution and have their shares bought out at a fair price as determined by the court.  

Dissolution was traditional allowed for deadlock, Wollman v. Littman, and has been expanded, often by statute, to include oppression.  McCallum. Oppressive Conduct is conduct that substantially defeats the reasonable expectations of minority shareholders.  Kemp & Beatley (NY, 1984). 
McCallum v. Rosen’s Diversified (8th Cir, 1998): Close Corp fired its CEO, McCallum.  McCallum asked to have his shares repurchased for $5,000,000.  The Corporation offered him $600,000 based on the rates listed in the ESOP.
—Minnesotta has a statute allowing for forced buy-out at a fair value
 when directors have unfairly prejudiced a minority shareholder.  The fair value will be at the court’s discretion and they are free to consider McCallum’s interest of continued employment and control.  
Regarding Valuation, we already know about the control premium, but there are two types of discounts.  One is a lack of control discount (used in divorce and estate tax proceedings but not in NY 1104 proceedings, since the lack of control isn’t an issue).  The other is lack of Marketability discount.  Most jurisdictions don’t apply this one, but NY does.

By default, Partnerships are dissolvable at will or by any change in the partnership structure, but dissolution and winding-up are different.  Sophisticated partnerships, such as lawfirms, use contracts to accommodate for changes by stating that the partnership shall remain in tact.  Contracts can also change a partnership at will to a partnership for a term.  

When a partner in a term partnership forces dissolution he breaches the contract, and thus although he can have his dissolution, sortof, he is not entitled to any of the good will rights of the business and may be liable for damages.
Chapter 12: Hostile Tender Offers 

Introduction 

There are two ways a hostile takeover comes about.  First, a minority shareholder may seek to replace the board with their slate of directors through a proxy fight.  Second, a person may institute a tender offer with the object of taking control of the corporation and then replace the directors at their own accord.  
Rise and Fall of the Hostile Tender 

Hostile takeovers became popular in the 70’s and 80’s caused by a change in attitude within the private sector and a deregulation philosophy in the public sector.  Following the 80’s with a large economic recession caused in part by the collapse of the junk bond market and many large corporate bankruptcies traceable to the large amounts of debt they took on in takeover attempts, attitudes changed and hostile takeover’s waned.  The legal reaction to this change quickly evolved into a judicial deference for defensive tactics and in some states the legislative enactment of statutes explicitly allowing such defensive tactics.  
Tactics

A. Bidder Tactics

The acquisition of control is usually brought about by a tender offer rather than use of the public securities market, and consideration paid may be either cash or some other form of security.  Federal Securities law requires that all shareholders are entitled to an equal opportunity to tender their shares, but the bidder need not unconditionally accept shares and may condition their continued offer on receipt of a certain number of shares.  There will always be holdouts, and thus the second step of any takeover is a freezeout merger whereby the remaining shareholders are bought out through a merger.  

Controvertial tactics: 

1. front-loaded two-tiered offer: the bidder offers a premium but announces that it will pay less in the freezeout.  Because of the coersive effect of such an offer many states have made it illegal and required that consideration paid in the freezout be identical to the initial tender. 

2.  A Golden-Parachute: is when a bidder offers generous benefits to the targets management if they take-over the company, thus arguably preventing the use of defensive tactics.  Congress does not allow this to be deducted as a business expense.  
B. Target Tactics

There are many target tactics.  Some usually require pre-emptive planning in the structuring of the articles of incorporation, such as : 

· starggering directors terms of office so they cannot all be replaced at once, 
· super-majority requirements on mergers to make the freezeout more difficult, 
· recapitalization whereby there are multiple classes of stock an the public shares have limited voting rights and the control group owns a supervoting class.  
Others can be enacted by management at any time, such as: 
· Self-tender: the corporation makes a tender offer on itself.

· Greenmail, Directors cause the corporation to buy shares of the bidder.  This is arguably a means for the directors to perpetuate control, and thus Congress decided to tax the purchases.  
· Crown Jewel: the Corporation grants a third party the option to purchase its most significant assets at a discount in the event there is a takeover.  

· White Knight: the corporation seeks a friendly third party to outbid the bidder. 

· White squire: the corporation has a large minority shareholder agree not to sell. 

· Management buy outs, often also Leveraged Buy outs, wherein management freezes out its own shareholders.  
· Poison Pills: Also called the “shareholder’s rights plan” wherein an target enters a contract saying that after a triggering event (such as the purchase of a certain percentage of shares) the directors and other shareholders have a highly discounted option to buy stock from either the target (a flip-in plan) or from the bidder (a flip-over plan).  Most often there is a subsequent triggering event (usually a higher percentage) wherein the rights become nonredeamable.
  Because a bidder will acquire the contractual obligations of the target in a merger the flip-over pill works, and will dilute the shares of the bidder with the cheap option shares.  When a corporation has a poison pill in place the only way to acquire control is through a proxy fight to replace directors and then use the new directors to remove the pill.  Courts will not allow the pill to be effective in such a way as to impinge the power of a future board.  
State Law 

Defensive tactics are usually met with actions for breach of a fiduciary duty under state law.  Minority shareholders (particularly minority-shareholder-bidders) will argue that the defensive tactic involves a conflict of interest and thus the duty of loyalty is invoked.  While management has offered the interpretation that the defensive tactic is a matter of managerial discretion and thus can only be challenged under duty of care with the protection of the business judgment rule.  Delaware developed a modified approach that’s somewhere between the two.
A. The Delaware Approach

1. Cheff v. Mathes, 199 A.2d 548 (Del. Ch. 1964): A bidder bought shares of a target on the open market, sought a seat on the board, and was challenging the target’s management. The target directors caused the corporations to buy shares of the bidder at a premium over the market price as a sortof pay-off to keep the bidder happy and stop the takeover.  Minority shareholders sued arguing that this was an attempt to perpetuate control and thus should be considered a conflict of interest and a violation of the duty of loyalty—In the past we’ve considered management’s defense against a hostile takeover a matter of business judgment.  This case, however, is an illustration of why that is not sufficient.  Duty of loyalty, however, traditionally involves a conflicting pecuniary interest.  The perpetuation of control isn’t quite the same.  Thus we’re going to shift the burden of proof in the business judgment rule and have the directors show some rational basis for their decision and reasonable investigation of the facts.    
2. Unical Corp v. Mesa Petroleum Co., 493 A.2d 496 (Del. 1985):  Mesa, bidder, conducted a front-loaded two-tier offer of Unical.  The target board, with a majority of outside directors, saw the offer as inadequate in price. In response Unical self-tendered and financed the offer through debt.
 --defensive tactics raise the omnipresent specter that directors are seeking predominantly their own interest rather than that of the corporation.  For the board to meet its burden it must show (1) it had reasonable grounds for believing there to be a danger to the corporation by the takeover, (2) the defensive tactic was a reasonable response to the threat.  Thus we will examine not only the process but also the substance, somewhat.  Factors considered will be inadequacy of the price, nature and timing of the offer, and impact on the corporation or its creditors. Furthermore, approval by a majority of the disinterested board will show strongly in the board’s favor.  
3. Revlon Inc v. MacAndrews and Forbes, 506 A.2d 173 (Del. 1985): Bidder attempted to negotiate a friendly acquisition but was rebuffed by claims that the price was inadequate.  Revlon self-tendered and enacted a poison pill. The poison pill used was a flip-in pill, entitling Revlon shareholders to buy $65 bonds with a 12% interest rate and one year maturity for only 10 cents in the event Forbes purchased 20% of the company. In response, Forbes raised the price of their offer.  Seeing Forbes’ persistence Revlon found a White Night Investor, who offered a friendly competing bid in exchange for a no-shop provision, meaning they couldn’t look for a higher subsequent bid, a crown jewel entitling them to purchase the most valuable division of Revlon if they failed, and a $25 million dollar cancellation fee in the event the White Knight bid failed.  Seeing that they would lose tremendous amounts of money if they continued, Forbes stepped out.—Applying Unical, these measures were disproportionate to any threat and there was only minimal argument maid that there was a threat in the first place.  Furthermore, while during a takeover we will allow directors to use non-financial justifications for engaging in defensive tactics, such as the good faith belief that new management would be ineffective or would interfere with longterm plans, when a company effectively goes on the market these considerations cannot apply.  Using the white night put the company up for sale, and when a company is up for auction the only concern should be maximizing the gain for the shareholders.  The directors cannot play favorites. 
4. Paramount v. Time, 571 A.2d 1140 (Del. 1989): Time had been looking for partners to merge with. It ended up negotiating a merger with Warner Brothers.  Paramount, which was a shareholder in Time and one of the rejected merger candidates, argued against the merger with Warner Brothers and made a cash bid for control of Time at $200 per share.
  The control group of time rejected the bid and, fearing a proxy fight or a public tender offer from Paramount, bought Warner Brothers outright with cash rather than going through the merger process requiring a shareholder vote. Paramount sues to enjoin the merger, alleging that Time was effectively up for sale and could not reject Paramount’s offer.—Time wasn’t up for sale, it was merging and eventually just bought the other company, thus Revlon does not come into play and we will apply the ordinary Unical Test without consideration of a duty to maximize shareholoder profit directly.  The Unical Test hast two parts, first was there a rational basis for interpreting that the offer was a threat to the company, and second, if there was a threat, were the defensive measures taken proportionate to that threat.  Here the threat was the disruption of longterm plans, and the defensive measure taken was simply the speeding up of those plans so as to ensure that they occurred.  There is proportionality there. We will not say that there is an obligation to sell a corporation when a fair price, or even a premium, is offered, when such a sale would arguably disrupt longterm business plans.  
5. Paramount Communications v. QVC, 637 A.3d 34 (Del. 1994): Paramount had negotiated a merger/sale with Viacom.  70% of the end company would be controlled by Sumner Redstone, the owner of Viacom, and Viacom had in place a $100 million penalty if Paramount backed out as well as a stock option allowing them to buy 20% of Paramount.  QVC liked the idea, and proposed 1.3 billion dollars more than Viacom did to purchase Paramount.  Paramount, relying on Time, said that they had no duty to sell because the merger with Viacom was part of a longterm business strategy.  QVC sued to enjoin the merger and block the defensive tactics.—Revlon held that interference with longterm plans, the justification offered in Time, will not hold much weight under the first prong of Unical in situations when a company is effectively up for sale, and was predicated on a duty to minority shareholders to secure the highest price in the sale balanced with the minimal interest of management who will lose control regardless.   Here near total control is being lost and the minority of interest the public shareholders would have left can easily be lost in a freezeout, thus the company is not strategically merging but is rather up for sale.  Thus we will apply the enhanced version of Unical’s scrutiny that we developed in Revlon and will look to see if the price is within the range of reasonableness and the process was sufficiently diligent.  Here, while the merger with Viacom looks good, there is still a duty to treat competing bidders fairly and, with the defensive tactics in place and the competing bid being summarily dismissed, QVC was not treated fairly.  
6. Unitrin v. American General Corp, 651 A.2d 1361 (Del. 1995): American General was attempting a hostile takeover of Unitrin.  In response Unitrin self-tendered, public shares were cashed in but the directors shares were not, and thus the directors holdings increased from 23 to 28%, giving them sufficient weight to block any attempted takeover through the supermajority vote requirement.  There was also a poison pill set at 15%—In evaluating defensive tactics we use the Unical test, balancing the threat with the response.  The threat here was inadequate price and anti-trust concerns.  The lower court looked at the response in terms of whether it was necessary, and held that—since the supermajority requirement and the poison pill already made it difficult—the self-tender was unnecessary.  This necessity analysis is a misapplication of Unical.  Under Unical there still needs to be deference to the directors decisions.  The plaintiff must allege that the defensive tactic was draconian, preclusive of a take-over, or coersive, in order for Unical to shift the burden to the defendant corporation to show that it was a balanced response to the threat.  Here Unitrin’s self-tender simply provided liquidity to those shareholders who wanted to tender.  That said, we remand for a determination of whether the response was proportionate. 
7. Shareholder Voting and Tender Offers 

Blausius Industries v. Atlas Corp, 564 A.2d 652 (Del. Ch. 1988), had held that when a defensive tactic implicates voting rights then there is a strict duty of loyalty issue and the burden is immediately on the defendant to show a compelling justification.  How Blausius interacts with Unitrin and Unical was recently evaluated by the Delaware Supreme Court in MM Companies  v. Liquid Audio, 813 A.2d 1118 (2003), which held that the Blausius standard will apply when the defensive action’s primary purpose is to interfere with voting rights or impede with franchise in a contested election for directors.  Thus, under MM Companies if the plaintiff alleges that there is a breach of the duty of loyalty through the interference with voting rights by the defensive tactic, then the defendant corporation will have the initial burden to show compelling justification or to defeat the allegation of impaired voting rights and return the scrutiny to the Unitcal-Unitrin reasonable justification balanced to the threat standard.   
8. Summary 
There are three levels of review: Business Judgment Rule, Unical, and Duty of Loyalty.  When the pleading complains of a Defensive tactic used by the target, this implicates Unical, shifting the initial burden to the defendant.  The  court will examine whether the response was proportionate to the threat.  To determine the nature of the threat court will ask whether there was a good faith determination of a reasonable threat to the target or its shareholders.  This is usually easy to meet, and often based on the inadequacy of the price, it can also be based on a better alternative, or coersive nature of the offer.  Interference with longterm business strategy may also be a justification. Time. But, when the business is effectively up for sale, however, the duty to secure the best price for shareholders is implicated and the interests of management, since they are losing control anyway, are minimized. Thus  They will also examine the defensive tactic used, and will base their level of deference in determining proportionality on the severity of the tactic.  A tactic which hinders shareholder voting rights may implicate Blausius and the duty of loyalty, subjecting the threat to a “compelling justification” standard. MM Companies v. Liquid Audio.  If the tactic is draconian (coersive or preclusive) then the court will strictly scrutinize the proportionality to the threat.  Where the tactic is neither draconian nor does it implicate shareholders rights, then the court will still examine the proportionality to the threat by a “in the range of reasonableness” standard which, although not as deferential as the business judgment rule, is highly deferential. Unitrin.   
Question for Professor Pinto: I am somewhat confused by the language used in describing the Unical test and standards of review when challenging a defensive tactic.  The book and cases discuss it as a two step process with several caveats depending on the situation.  This characterization, however, seems to be post-hoc, since the analysis needed to determine the contours of the test in any given situation mirror the test that will eventually be applied.  It appears that, in application, this is how it works, but please let me know if I’m wrong.  The plaintiff, a shunned purchaser, pleads an improper defensive tactic.  The initial burden of proof is then placed on the defendant-target to show that their defensive action is proportionate to the threat posed.  Although they are discussed as two separate elements the court will examine both pieces contemporaneously, or at least in no particular order,  and determine the level of scrutiny to apply in their proportionality analysis based on the particular circumstances (what type of tactic in response to what type of threat).  Threat is generally easy to show, and can be towards the shareholders or the corporation itself; such as inadequacy of price, coersive nature of the offer, or potential interference with a longterm business plan.  When the corporation is effectively up for sale, however, the duty to secure the best price for the shareholders is implicated and any management prerogative in a longterm business plan, since they are losing control anyway, is minimized under Revlon, thus in that situation there interference with longterm goals is no longer a threat and defensive tactics cannot be used against competing bidders.  Regarding the tactic, the court will fit it into one of at least three categories: tactics implicating voting rights, draconian tactics (which are coersive towards shareholders or preclusive towards the bidder), and other tactics; these lead to a sliding scale of standards. Tactics implicating voting rights are subject to a “compelling interest” standard for analyzing their proportionality to the threat, draconian tactics are strictly scrutinized, and other tactics are looked at in a “range of reasonableness” standard with significant deference given to the directors.  The court will then undergo their substantive analysis under whichever standard of scrutiny is applicable.  
Federal Securities Law: The Williams Act 

A. History 

The Williams Act, Sections 13 and 14 of the 1934 Exchange Act,  was enacted in 1968 to govern tender offers.  Congress was frustrated that secret control exchanges were occurring and “Saturday night specials,” where a tender offer is made on a Friday and closes on Monday or Tuesday, were being used  to pressure public securities holders.  
B. Disclosure Rules

13(d) requires persons acquiring more than 5% of any class of securities to file a disclosure.  14(d) requires anyone making a tender offer to file a disclosure. 
C. Other Rules
Tender offers must remain open for 20 business days.  Shareholders have a right to withdraw at any time while the tender remains open.  Tender offers must be open to all holders of the class of securities sought.  If price changes during the offer all persons who tender must receive the highest price.
D. Section 14(e)
14(e) prohibits fraud through material mis-statements or omissions “in connection with” tender offers.  Although sometimes termed ‘constructive fraud,’ issues of fiduciary duty and substantive fairness, according to the Supreme Court in Schreiber v. Burlington Northern, 472 U.S. 1 (1985), are governed  by state law and cannot be attached to the Williams Act.  
State Takeover Statutes 

A. Introduction

State statutes often affect tender offers.  There have been three kinds.  First Generation statutes were premised on the possibility that shareholders lived in the state, and applied nation wide.  They were found unconstitutional in Edgar. Second generation statutes were enacted in response, and regulate companies doing “significant business.” Third Generation statutes don’t regulate the tender offer itself, but regulate the internal affairs of a target incorporated in the state once the shares are acquired.  Business combination statutes, which are third generation statutes that regulate internal affairs in such a way as to effect the tender offer itself. 
B. Constitutionality 
The Williams Act did not provide for complete pre-emption, thus it only pre-empts when there is a direct conflict.
1. Edgar v. Mite Corp, 457 U.S.624 (1982): States cannot enact nationwide regulations on tender offers simply because there may be shareholders living in that state.
2. CTS Corp v. Dynamics Corp of America, 481 U.S. 69 (1987): an Indiana statute saying anyone acquiring control shares through a tender offer of an Indiana Corporation must have a disinterested shareholder vote before they can have the voting rights for those shares.—alright, states can regulate the internal affairs of corporations incorporated there.  
3. Amanda Acquisition Corp v. Universal Foods, 877 F.2d 496 (7th Cir): a business combination statute in Wisconsin said that someone who takes control in a hostile takeover cannot sell the corporations assets for three years.  It was argued that this prevented the takeover itself, since the bidder could not rely on the assets of the target to pay for the takeover.  The court said it was fine.  
Chapter 13: SEC Rule 10b-5 and Insider Trading 

10b-5 Disclosures and Insider Trading

10b-5 is a general antifraud rule applicable to the “purchase or sale of any security,” and is sometimes referred to as the “insider trading rule even though it covers a wider range of fraudulent activity.  Insider trading involves the use of nonpublic information by any person having a relationship giving access, directly or indirectly, to information intended to be available only for a corporate purpose.  

Elements of a Cause of Action under 10b-5

A. Implied right of Action 

The Supreme Court acquiesced to 25 years of allowing implied rights of action under 10b-5 in Touch Ross Co v. Redington, 422 U.S. 560 (1977), and reaffirmed that allowance in Basic v. Levinson, 485 U.S. 224 (1988).  
B. Standing to Sue 

SEC v. Texas Gulf Sulpher Co, 401 F.2d 833 (2nd Cir. 1968): a belated report of a spectacular mining discovery.  Plaintiffs, uninvolved investors, argue that had they known they would have purchased shares.—Standing requirements are used to limit the universe of potential claimants.  Since we began hearing 10b-5 cases we have had the “Purchaser-Seller rule,” which we developed in Birnbaum v. Newport Steel, (2nd Cir.  1958), based on the phrase “in connection with the purchase or sale.” Although this rule would also limit current investors who  would have purchased more shares, the line must be drawn somewhere, and so it must be people who actually purchased or sold. 
Blue Chip Stamps v. Manor Drug Stores, 421 U.S. 721 (1975): As a remedy for an antitrust violation Blue Chip was required to offer shares to a particular retailer.  Blue chip was misleadingly pessimistic about their own stock, and the people didn’t buy their securies.  Under the traditional rule they did not have standing, since they had not purchased, but the Ninth Circuit carved an exeption.—Rhenquist., the Birnbaum doctrine is necessary in order to avoid vexatious litigation.  

C. Material Information 

The fact misstated or omitted must be such that there is a substantial likelihood that a reasonable investor would attach importance to in the making of their decision.  
Folger Adams Co. v. PMI Industries, 938 F.2d 1529 (2nd Cir. 1991): The district court’s instruction was that a material fact “alters the total mix of information.”—a material fact is one that has a propensity to alter the reasonable investor’s thought process.  It need not be outcome determinative or even one that would cause the investor to alter their view, it merely needs to be important.  The standard of objective importance, however, is not the same as saying anything that alters the total mix.  
A major problem has been at what point merger discussions become material.  

Basic Inc v. Levinson, 485 U.S. 224 (1988): Combustion wanted to acquire Basic, but Basic had anti-trust concerns.  In 1976 the anti-trust laws were changed, and Combustion made an inquiry.  They began discussing a merger, although for two months Basic publicly denied that negotiations were taking place, then, in 1978, announced that Combustion would acquire basic.  An action was brought by shareholders who had sold during the period, alleging that but-for the misrepresentation they would have taken advantage of the premium.  Because negotiations are inherently tentative, the trial court applied a rule used in the Third Circuit that required an “agreement in principle, price, and structure” before the information became material.  On appeal, the Sixth Circuit rejected the Third Circuit’s approach, arguing that tentative negotiations should be considered material when there is a denial that they exist.  Thus they can either say nothing, or admit that they are negotiating, but they cannot lie.—materiality cannot rest on the truth of the statement, giving rise to liability for untrue but otherwise insignificant comments.  Neither can we require such a stringent test as the “price and structure” requirement, since it runs contrary to the principles encouraging disclosure on which this area of the law is based.  Rather, at any given time, materiality will depend on balancing of both the indicated probability that the event will occur and the anticipated magnitude of the event in light of the totality of company activity.  Thus, the more  significant  the event, the more tentative its occurrence may be yet still give rise to a duty to disclose.  Petitioners raise two other issues. First they challenge the use of the “fraud on the market theory” to supplement reliance, second they question the allowance for an implied right of action and  ask us to overturn Touch Ross Co. v.  Redington.  We will allow the “Fraud on the Market” theory to create a presumption of reliance, and we decline to overturn Touch Ross Co. and will continue to allow an implied right of action.
D. State of Mind

Courts typically recognize five levels of scienter or fault: Strict Liability, negligence, recklessness, knowing conduct, and intentional conduct.  

Ernst & Ernst v. Hochfelder, 425 U.S. 185 (1976): Leston Nay solicited investments for a fictitious escrow account and developed a pyramid scheme: he used new investments to pay the interest on the older ones.  To keep from being caught Nay would not let  any of this employees open his mail, but did it personally.  Once the market was saturated and sufficient new investment could not be found to cover interest, Nay confessed what he did and committed suicide.  His estate was judgment proof, so his victims sued Ernst & Ernst, the accounting firm that audited his books, under 10b-5 on the theory that they had negligently audited and that had they uncovered the odd mail rule they would have been inclined to dig deeper. Thus they were part of the manipulation and deception.—10(b) of the 1934 Act gave the SEC power to promulgate rules preventing fraud or misrepresentation in connection with the purchase or sale of securities.  The SEC chose to make the scienter requirement of 10b-5 “knowing or intentional,” and therefore we will not allow negligence to suffice.  
Subsequent to Ernst & Ernst the Circuits decided that recklessness, if understood as a gross or extreme departure from ordinary care so as to evince a conscious disregard.  Satisfies the scienter requirement.  
E. Pleading State of Mind

Under the Private Securities Litigation Reform Act (PLSRA) of 1995 allegations under 10b-5 must plead particular facts “giving rise to a strong inference”  of the requisite state of mind, similar to the requirement that fraud be plead with particularity under FRCP 9(b).  The Complaint must state who said what, when and where, and how it was misleading.  

To meet this standard it must be plead that the defendant (1) benefited, (2) engaged in deliberate illegal behavior, (3) knew facts or had access to statements showing that the information was not accurate, (4) or failed to check information that they had a duty to monitor.  

There is a split between the circuits in applying this standard.  The Second Circuit, holding that the PLSRA merely codifies its prior application of 9(b), holds that pleading motive and opportunity is sufficient and that confidential sources need not be named.  Novak v. Kansas (2nd Cir 2000). The Ninth Circuit, on the other hand, says that motive and opportunity are insufficient and that confidential sources must be named.  In Re Silicon Valley Securities Litigation (9th Cir. 1999).  
F. Reliance 

Reliance, also called transaction causation, is presumed in 10b-5 cases.  And, if challenged, proof of indirect reliance is sufficient.  The reliance, of course, must be reasonable, and may be challenged by defendants through taking recourse to factors--plaintiffs business experience, personal experience with the company, access to relevant information, generality or specificity of the misrepresentation—to show that the plaintiff did not rely on the misrepresentation but, in fact, knew the truth (or that the defendant did not actually rely on the insider information?).  Affiliated Ute Citizens of Utah v. United States (US 1972).  

The PLSRA also has a statutory safe harbor for forward looking statements so long as they contain meaningful cautionary language.  Bear in mind, however, that this only applies to SEC reporting companies and does not apply to documents in connection with Tender Offers or IPO’s.  
G. Fraud on the Market Theory Replaces Reliance 

The Supreme Court gave credence to the Fraud on the Market theory as a burden shifting device to show reliance in Basic v. Levinson.  The fraud on the market theory may be rebutted, thus shifting the burden to the plaintiff to show reliance, if it can be shown that the market in question was not efficient because, among other reasons, there was a lack of trading volume.  Freeman v. Laventhal & Horwath (6th Cir. 1990).  
H. Loss Causation 

In addition to transaction causation (which is presumed), the plaintiff must show that the injury was a proximate cause of the loss, this is done through the ordinary tort but-for and substantial factor tests.   
I. “In connection with” the sale or purchase of a security

Under 10b-5 the wrongful act must be “in connection with” the purchase or sale of a security.
J. Privity

10b-5 has no privity requirement.  
K. Secondary Liability 

For 25 years plaintiffs had been allowed to join people for “aiding and abetting” 10b-5 violations.  Central Bank of Denver v. First Interstate Bank of Denver (US 1994) said that there was no statutory basis for this.  Now, unless a particular statutory allowance is granted (the PLSRA specifically allows for it in criminal violations brought by the SEC) aiders and abbetters must be attacked as primary violators.  

In Re Enron & Erisa Litigation (S.D.Texas 2002): Enron set up small independent companies and used them to sell assets and shield liabilities, thus playing with its books and altering its accounting ratings.  The accountants and lawyers were joined, but moved to dismiss based on a lack of scienter.—There was “motive and opportunity” to give rise to a strong inference of scienter based on failure to monitor where there was a professional duty to monitor, concrete benefits, and access to information that showed that the public statements being issued were not accurate.  
Policy 

Henry Manne, a founder of the law and economics movement, argued that insider trading should be legal on the grounds that no-one is harmed (since the people would have bought or sold anyway), that the use of the information gets the market moving in the right direction (up for good news, down for bad), and that it aligns management and shareholder interests as well is offering a bonus for ingenuious entrepreneurs.  Judge Easterbrook took a different view, countering that allowing insider trading promoted withholding good information, provided a shield against loss where there was bad information, and created doubt in the integrity of the market thus harming the economy as a whole.  
Law of Insider Trading 

A. Common Law

The Common Law Approach required privity.  Further, there was a great deal of emphasis on the idea that there could be no action for silence unless there was a duty to speak, which, in this context, was most readily found in a fiduciary relationship.  The fiduciary relationship, however, was found by the majority of courts to exist only between the insider and the corporation rather than the particular shareholder and, in matters of insider trading, the corporation suffered no damage suffered by the trading.  The courts fashioned exceptions this rule: actual fraud (misrepresentation), constructive fraud through half-truths in circumstances calling for full disclosure, and “special facts.” Special facts was the biggest of these exceptions, and allowed relationships between insiders and individuals to impose the duty to disclose.  The minority rule was known as the “kansas rule,” through which courts found a fiduciary duty between insiders and the shareholders directly, thus eliminating the lack of damages problem, but this was a limited solution since it only applied to shareholders who were current shareholders at the time the duty to disclose was breached.  
B. Nature of Prohibition

The nature of the prohibition is a duty to either disclose or abstain.  In Re Cady Roberts & Co. 
C. Who is an Insider 

Traditionally, an insider is a person who by virtue of their position in a corporation has access to material non-public information about their own corporation.  The modern formulation allows anyone to be an insider who has access to material non-public information. In Re Cady Roberts  expanded the obligation to abstain or disclose beyond traditional insiders, formulating a two element test for who is an insider.  First, access to material information intended only for a corporate purpose, and second, inherent unfairness if that information were to be used for personal gain.  Lower courts focused only on access to information, until, in Chiarella v. United States, which involved a printer taking advantage of advance tender offer information, the Supreme Court said that a duty must be predicated on a relationship between parties, and thus absent a fiduciary or other relationship a person cannot be considered an insider by virtue solely of access to information.  The SEC, in response to Chiarella and under their power to “prevent fraud,” enacted 14e-3, which  expanded liability to “any person” with access to material information relating to a tender offer, and eliminated any reference to Duty. The Supreme Court assented to their power to promulgate such a rule in United States v. O’Hagan. 
D. Tipper-Tippee Liability 

The relationship required to give rise to liability may extend through a tippee-tipper relationship.  A tippee receives the tipper’s duty to abstain or disclose and the tipper is responsible whether or not they trade.  
Dirks v. SEC, 463 U.S. 646 (1983): Dirks, an investment advisor, received information from Secrest, an insider, that Secrest’s company’s value was overstated.  Dirks flew to the company’s headquarters and corroborated the information from lower level employees.  Dirks then went to his firm’s client’s informed them of the fraud, and they sold their stock.—tippee liability if derivative of the tipper’s obligation.  The SEC’s access theory is wrong.  The starting point for tippee liability is whether the tipper breached their fiduciary duty.  Absent some personal gain, then there will be no breach, therefore the tipper must have received some direct or indirect benefit.  This gain may be interpreted broadly, such as increased reputation, reciprocal exchange of information, or merely a gift in furtherance of some relationship.  
SEC v. Switzer, 590 F.Supp 756 (W.D. Ok. 1984): Barry Switzer, University of Oklahoma football coach, sat behind two corporate officers at a football game.  He overheard that Phoenix Corp might liquidate.  Switzer bought shares and made a substantial profit—applying Dirks, the Officers received no benefit and thus did not breach their duty, therefore Switzer is not liable.  
E. The Misappropriation Theory 

The misappropriation theory is that a person commits fraud in connection with the purchase or sale of a security, violating 10b-5, if he or she misappropriates confidential information  and trades, breaching a duty owed to the source of the information.  Misappropriation has its roots in Justice Berger’s dissent to Chiarella.  Thus there are four ways to classify insider traiders: 

1. Classic: fiduciary or similar relationship giving access to nonpublic information

2. a termporary insider or quasi-insider: a lawyer, accountant, or banker who temporarily has access to confidential information

3. tipper-tippee: tippee receives tippers obligation with the information, tipper must receive some benefit. 

4. misappropriation theory: breach of duty to the source of the information where the source had a duty themselves.  
SEC v. Charif (7th Cir. 1991): bank employee kept key card after being fired, snuck in and stole information about M&A financing.  

US v. Liberia (2nd Cir. 1993): Printer gave traders advance copy of business week—you can have a misappropriator-tippee liability.  The printer is liable because he knew he was breaching a duty owed to the owner of the confidential information and, although he didn’t trade on it himself, knew that in passing that information on it might be traded on. 
F. Misappropriation Theory and the Supreme Court

United States v. Carpenter (US, 1987): Wall street journal columnists tipped Carpenter  as to the content of his own column, not company information but rather his review of public information, who then tipped a broker.  A rule at the Journal listed such trading as a conflict of interest and also said that all news material was company property.—although no-one had any duty to the corporation, the columnist breached a duty owed to the Journal.  Had their been no duty to the journal then his own opinion of the company would be his to trade with or tip with, but it was not.  There is, therefore, missappropriator-tippee liability.  
US v. O’ Hagan (US, 1997): lawyer for Sullivan Cromwell learned that the firm was representing Grand Met, who was purchasing Pillsbury.   He bought Pillsbury stock, then attempted a complicated argument saying that there was no duty because of the “direction the privity was flowing” –the lawyer misappropriated material non-public information of a transaction from his employer.  He breached a duty to his employer, it doesn’t matter whether his employer had a duty to Pillsbury or Grand Met.  
G. Tippees of Misappropriators

United States v. Falcone (2nd Cir, 2001): Same facts as US v. Liberia, except tippee gave info to a remote tippee—you can have misappropirator-tippee-remote tippee liability.  
H. Pushing the Envelope

Martha Stewart sold stocks after learning from her broker that an insider, Sam Wacksal, had sold his, but it was not revealed that the insider had was trading on insider information. Dismissed and obstruction of justice charges brought, but raises interesting questions on whether market information can give rise to liability. 
I. Remedies and Enforcement

Section 20A of the Securities and Exchange Act uses the “disgorgement” method for calculating damages in private 10b-5 cases, allowing contemporaneous traders to recover pro-rata the amount gained or lost by the insider.  This, however, creates the “heads-I-win, tails-i-break-even”  moral hazard.  Note, however, that a tipper is liable for the tippee’s gain or loss.
Section 21A allows the SEC to bring an action for treble damages against insider traders. These damages are a civil penalty in addition to 20A disgorgement.  There are also possible criminal damages.  21A also extends civil penalties to “controlling persons” (brokerage houses, law firms) of  traders and tippers, requiring them (under Section 15f) to establish adequate supervisory controls to prevent securities fraud. 
Regulation FD (fair disclosure), added in 2000, prohibits selective disclosure.  
State Law Prohibition 

A. Common Law 

At common law the majority rule was that silence was actionable only in situations where a duty to speak was owed, which only occurs in face-to-face transactions where the silence is a constructive misrepresentation based on actual knowledge (such as being asked by the purchaser about something) that such silence will foster a wrong assumption that will be part of the basis of the bargain. This doesn’t work in impersonal stock exchanges.
B. Exceptions: the Kansas Rule 

Kansas, however, condemned insider trading and said that insiders owed a “strict fiduciary duty” to those with whom they dealt.  
C. Exceptions: Special Facts Doctrine 

There was also a common law “special facts” doctrine, which created a fiduciary duty.  Strong v. Ripide (US, 1909).  

Modern courts have extended this doctrine to say that a special fact is “any fact that bears upon the potential increase or decrease in the value of the shares,” and it now makes up the majority rule.  
D. Harm to the Corporation

Because of harm to the reputation of the corporation, some states allow derivative suits based on insider trading. Diamon v. Oreamuno (NY, 1969).  
1934 Act § 16

A. Statutory Provisions
16(a) requires officers, directors, or those who hold 10% or more of a corporation to disclose their purchases.  Under Sorbanes-Oxley the statements must be made public before the end of the second business day after the transaction. 

16(b), the short swing profits provision, creates strict liability for anyone of those officers, directors, or 10%  holders who make 2 trades in the same six months.  For 10% holders the trade bringing them to that status doesn’t count, since they did not have the duty at that time.  Recovery is factored in a lowest price in, highest price out relationship (potentially giving rise to huge liability where little or no real profit has been made).  The Court has made an exception for unorthodox transactions such as defeated takeovers, where no possibility for a short swing profit exists.  Kern County Land v. Occidental. 
Text Book  and Class Notes 

Common Law Background 

Goodwin v. Agassiz, 283 Mass. 358 (1933): 

Notes: 

· Goodwin represents the common law majority rule and was applicable in both face to face and impersonal transactions.  The minority rule, sometimes called the Kansas rule, which required full disclosure in face-to-face transactions and was generous with fiduciary duties. The problem with fiduciary duties, however, is that they will not apply when a purchaser did not already hold stock.  Thus liability was difficult under the common law.

· Drawing from Contracts and Torts, the Goodwin rule was subject to several exceptions.  Cases of Fraud (and telling half-truths) were an exception, as well as fraudulent concealment (where there is purposeful concealment of the truth), and “special facts” creating a fiduciary or similar relationship of trust and confidence.    

· Insider Trading Common Law has atrophied after the emergence of federal 10b-5 litigation.  

Diamon v. Oreamuno, 24 N.Y.2d 494 (1969)

SEA of 1934 § 16: Securities and Exchange Act 16(a) covers required disclosures when a person becomes a director or 10% owner, or when persons in that position buy or sell.  Sorbanes-Oxley decreased the time allowed for this disclosure. 16(b) creates a private right of action with strict liability where a person sells has more than one transaction within 6 months as a means to prevent insider trading and short-term speculation by these owners.  The messed up part is that it is calculated by Highest sale minus lowest purchase rather than by time, thus even if a person actually lost money on a series of transactions it will be calculated in such a way that they will still be liable.

SEA of 1934 § 10(b), makes it illegal: To use or employ, in connection with the purchase or sale of any security registered on a national securities exchange or any security not so registered, or any securities-based swap agreement (as defined in section 206B of the Gramm-Leach-Bliley Act), 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.  16(b) is a minor player, whereas 10b-5 is the major insider trading law.
SEC rule 10b-5
 says: It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce, or of the mails or of any facility of any national securities exchange, 

a. To employ any device, scheme, or artifice to defraud,

b. To make any untrue statement of a material fact or to omit to state a material fact necessary in order to make the statements made, in the light of the circumstances under which they were made, not misleading, or

c. To engage in any act, practice, or course of business which operates or would operate as a fraud or deceit upon any person, 

in connection with the purchase or sale of any security.
Kardon v. National Gypsum, 69 F.Supp 512 (E.D. Penn, 1946): Party in close corporation sold their interest without disclosing information that belied the true value of the shares, appeal on procedural issues—10b-5 is not limited to publicly traded corporations but is predicated on the interstate commerce power in its broadest application and so also applies to closely held corporations.  Even though it doesn’t say it, we’ll allow for an implied cause of action.  

Matter of Cady, Roberts & Co., 40 S.E.C. 907 (1961): The duty under 10b-5 is to either disclose information or abstain from trading.  It covers “any person,” not just traditional corporate insiders such as directors and primary shareholders, but any person who meets two elements. First, the existence of a relationship giving access, directly or indirectly, to information intended to be available only for a corporate purpose and not for the personal benefit of anyone. And Second, the inherent unfairness involved where a party takes advantage of such information knowing it is unavailable to those with whom he is dealing.  A corporate insider must abstain from trading in the shares of his corporation unless he has first disclosed all material inside information known to him.
Who is an insider? P. 836 -866. 

There are two theories of 10b-5 Insider Trading.  The Classical theory, espoused in the Dirks case, and the Missappropriation theory, espoused by Blackmun’s dissent to Chiarella and the O’Hagan cases. There are issues of tippee-tipper trading under each theory. There is also rule 14e-3, which governs tender offer insider trading.  

Chiarella v. United States, 445 U.S. 222 (1980)(the key to this case is Blackmun’s dissent): Chiarella, an employee of a financial printer, used his pre-distribution access to disclosure statements that would be used in tender offers in order to buy stocks that would shortly be sought at a premium.  He made $30,000 over a 14 months period.—The theory under which the Chiarella has been convicted is “insider trading” under 10b-5(a) and (c), for acting so as to defraud in connection with the sale or purchase of securities.  A corporate insider, under the definition provided in Cady Roberts, must abstain from trading in the shares of his corporation unless he has first disclosed all material inside information known to him.  Thus, under Cady Roberts there is an affirmative duty to disclose or else to abstain from action.  Without this duty, there is no violation for action.  One of the traditional means under which a duty to disclose arises is a fiduciary relationship of trust and confidence.  Liability under 10b-5 for nondisclosure has been premised on this theory, despite a lack of explicit language making non-disclosure punishable.  The problem in this case is that neither the trial nor appellate courts identified the parties to the relationship giving rise to the duty to disclose, but used a blanket standard saying "[anyone] -- corporate insider or not -- who regularly receives material nonpublic information may not use that information to trade in securities without incurring an affirmative duty to disclose.”  The Second Circuit commented that regular access to market information" test would create a workable rule embracing those who occupy strategic places in the market mechanism. The problem is that this is insufficient, duty arises from a relationship between the parties.  There must be a relationship.  This does not effect tipper-tippee liability, since the tippee receives the tipper’s obligation with the information they knew or should have known was confidential. We will not expand the statute beyond its text.  

Blackmun, Dissent: We should adopt the general rule that persons having access to confidential material information that is not legally available to others generally are prohibited from engaging in schemes to exploit their structural informational advantage through trading in affected securities.  I liked the Second Circuit’s theory. Essentially, Chiarella stole insider information and in stealing that information also usurped the duties attached to it.  

United States v. O’Hagan, 521 U.S. 642 (1997): lawyer used confidential information obtained through representing company to buy and sell stocks at a substantial profit.—10b-5 liability may be predicated on the misappropriation theory.   Furthermore, lawyers accountants etc., may be considered temporary insiders.  Furthermore, the enactment of rule 14e-3, giving rise to liability for using confidential information regarding tender offers for personal gain prior to disclosure regardless of any particular fiduciary duty, was within the scope of the SEC’s authority.  
Regulation FD-

Elements of 10b-5.

Basic Inc v. Levinson, 485 U.S. 224 (1988):

· Forward Looking Statements are specially protected by a safe-harbor provision in Section 21E of the SEA of 1934.  Forward looking statements include projected revenues, future operations, and analysis of future performance.  A person is shielded from liability if the statement is identified as a forward looking statement, or it is immaterial, or the plaintiff cannot prove that the natural person or executive officer making the statement subjectively knew it to be false and misleading.

· The “Bespeaks Caution” Doctrine: Even if a statement is misleading it will not give rise to liability if there is sufficient cautionary language.  

· Fraud on the Market Theory: the idea that the average investor need not be personally fooled by misleading information but rather the fraud is on the market as a whole and the person committing fraud may be liable to an investor even if they never saw or heard the fraudulent statement.  

815-829 

Causation and Reliance: From page 815-817, but I don’t like it: use the understanding book.  In theory causation and reliance are both required for recovery under 10b-5.  In practice they are often illusory.  Causation in this area distinguishes between “transaction causation” and “loss causation.” Meaning that both actual and proximate cause must be shown for both the particular sale of that security and the loss incurred by that sale.  The Fraud on the market theory, however, has eroded transaction causation quite a bit.  Reliance, which is conceptually related to transactional causation, was formerly required and meant that the person must have relied on the fraudulent statement.  In Affiliated Ute Citizens of Utah v. United States, 406 U.S. 128 (1972), the Supreme Court created a presumption of reliance in cases of omission.  In cases of face-to-face transaction and affirmative misrepresentations there is still a requirement of reliance, but it is easy to argue.  

Blue Chip Stamps v. Manor Drug Stores, 421 U.S. 723 (1975), says that under the “in connection with” clause of 10(b) only a person who had purchased or sold stock had standing to bring a private action under rule 10b-5.  Thus, a person cannot sue because they would have sold but didn’t or would have bought but didn’t.  The definition of Sale is expansive. 

Chapter 14: Corporate Litigation 

Suits may be Derivative or Direct.  Derivative suits pose particular problems.  To avoid Strke suits states required derivative litigants to: post security, be record shareholders, continue to hold shares throughout the litigation, own shares at the time of the wrongdoing, and exhause intra-corporate remedies.  

A direct suit may only be brought when there is a special duty, such as contractual duty, between the plaintiff and defendant, or there are special damages suffered by the particular plaintiff, while derivative suits are brought for harms to the corporation.  The direct action avoids the hurdles of derivative suits and also allows for a right to trial by jury.  Courts have been more generous in allowing close-corporation issues to be litigated directly rather than derivatively, but some judges—notably judge Easterbrook of the 7th Circuit—say corporation means corporation and they shouldn’t get any special privileges.  Often in close corporation cases the court will have the action proceed derivatively but allow personal damages, since allowing the wrongdoer majority shareholder to pay the corporation would essentially give them a discount on their damages.  The New York Court of Appeals, however, is firmly oppose d to this “pro-rata” recovery.  

In derivative actions the court will decide on a controlling attorney, based on attorney’s qualifications.  Often courts will per se disqualify an attorney seeking to also be a plaintiff as a conflict of interest, since they stand to gain extra profit.  Judges will use a three part test: quality of pleading, economic stake, and enthusiasm.  Once important, but no longer, is the race to the courthouse.  

The Demand Requirement
The biggest deal for derivative litigation is the demand requirement.   If the plaintiff submits a demand and it is refused then the litigation generally stops, not only is the decision protected by business judgment rule but, under Speigel v. Buntrock (Del. 1990), they have conceded the impartiality of the board.  If the Demand is accepted the corporation will hire special counsel and deal with the problem themselves, often settling with themselves. Demand can be excused, and the action brought originally in the court, when demand is futile.  This can be shown by either showing that the critical mass of directors have a conflict of interest or that they lack independence and are controlled by a shareholder with a conflict of interest.  Demand may thus be refused if the plaintiff has created reasonable doubt that the board would be protected by the business judgment rule either in the challenged transaction or in the exercise of the demand proceeding.  NY allows for the demand to be excused where the directors are interested. Also, although little case-law exists, the threat of irreparable harm may also be grounds.  

Close corps need not bring claim derivatively and thus can get around the demand requirement.  

Unreasonable delay after demand or equivocal statements as to whether the corp. will proceed on the merits of the demand let the plaintiff proceed in court.  

In situations where shareholder ratification would excuse the act then demand on shareholders should also be made.  The majority view, Delaware,  recognizes he exceptions as waste (shareholders cannot ratify waste) and when the controlling shareholder is the alleged wrongdoer. The minority view, from Massachusetts, is that shareholder demand is necessary in every case.   NY and Cal statutes deliberate omit any reference to shareholder demand in their statutes.  

The Special Litigation Committee is a device to ensure board neutrality and thus the power to dismiss derivative suit demands.  A dismissed demand will be viewed under the business judgment rule (since the plaintiff accedes to impartiality by making demand).  

Delaware approach v. New York Approach to Special Litigation Committees.

In any case where a majority of directors are disinterested there is a demand requirement.  If the majority are interested, however, but a disinterested SLC is appointed, then there is a presumption of demand with futility tested under a procedural basis in NY and the two-pronged Zapata test looking at both process and the court’s own business judgment as to fairness.  Disney Litigation, Oracle Litigation

Auerbach v. Bennet (NY, 1979) The substantive aspects of a SLC recommendation are beyond inquiry.
Zapata v. Moldinado (Del.  1981) A court  may look at both the objectivity of the SLC and the substance of the decision.  
Since Zapata Delaware has limited the second step to demand excused cases, not allowing them in demand refused cases.  

Alford v. Shaw (NC 1987): we, North Carolina, will always follow the Zapata second step regardless of whether it’s a refused or excused case.  Massachusetts does the same thing. 

New Jersey has a modified test, used in both refused and excused cases, where it looks (1) were the directors disinterested, (2) did they take reasonable care in coming to their decision, (3) was the decision reasonable.  The first two look at process, the reasonable inquiry looks at the merits but grants great deference.  

Pennsylvania and the ALI pretty much follow the NJ rule, but use a rational basis test for duty of care cases and reasonable for conflict of interest (duty of loyalty) cases.  

Attorney’s fees are subject to the court’s review.  Usually done by percentage of a common fund approach, but sometimes (particularly in the 80’s using a lodestar.  A lodestar is a system whereby billable hours are calculated and then a multiplier is used as a sort-of bonus, usually ranging from 1 to 2.  

Objectors may appear to contest settlement amounts or attorneys fees.  Some jurisdictions require them to formally intervene in the suit in order to have standing to appeal; the 2nd circuit doesn’t.  

Fiduciary duty cases usually have a contract type Statute of Limitations, 6 years rather than the tortuous 2 or three years.  Delaware sometimes applied laches rather than a SOL, but this may be limited to only extreme cases.  
Corporations - Professor Pinto

Sample Exam - 3 hours

Question I 40% of examination (suggested time: 70 minutes)

Ronnie Raygun, Maggie Thatcher, Frank Mitterand, Helmit Hohl and Tom Nakasome are equal

shareholders of Star Wars, Inc., a New York corporation. The corporation was set up in 1982 to

develop laser technology. The corporation currently has authorized 2,000 shares of which 1,000 shares are outstanding and 500 shares are treasury shares.

In 1982, the stockholders signed an agreement which provided that an 81% vote would be

required for all corporate decisions. They also agreed to select each other to the board and that each would be officers in the corporation. They executed irrevocable proxies which were due to expire after 12 months. The contract was not put in the certificate of incorporation.

Things are running smoothly until January 1985 when Frank goes out and signs a contract to

sell technology for $100,000 on behalf of Star Wars to Soviet Ltd. and its president Mike Gorby. The others are angry about it because they have never liked Gorby or Soviet. They refuse to honor the contract and Gorby threatens to sue Frank and Star Wars. They believe that Frank is not "right" for the company and should be "left" out.

A board meeting is held in March, 1985 and all directors attend. The board votes to fire Frank

as an officer and split his salary (approximately 20% of the profits since 1982) between the other

officers. They also vote to issue the 500 treasury shares to all the shareholders at a fair price but they exclude Frank. Naturally, Frank votes against both board actions. Frank is upset and comes to seek your advice on what he can do about what has transpired. He recounts the facts and tell you that he has been told that the other shareholders are planning to sell their

shares, which control Star Wars, to a newly formed holding company. The holding company will then sell a large portion of its shares to the public. The proceeds of the sale will be given to the four shareholders. This will also give the four other shareholders effective control of Star Wars through the publicly-held parent and they will each be able to cash in on the current market attraction forhigh tech
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stocks. Frank will remain shareholder and director of Star Wars.

What are Frank's possible causes of actions, relief sought and likelihood of success?

II - 60% of Examination (suggested time: 1 hr. 10 minutes)

United States Armament, Inc. ("USA") is a New York Company whose stock is listed on the

American Stock Exchange. There are 500,000 shares issued and outstanding. The board of directors is made up of Ronnie Raygan, George Bushed, Cap Swineburger, George Schults, Bill Spasey and Jeanne Curt-Patrick. Ronnie is the president and owns 20,000 shares. The other directors own 5,000 shares each. USA manufactures and sells weapons overseas and business is booming. But there are deep policy and personality divisions within the directors. Cap wants to expand at all costs; George wants to diversify the company; Jeanne wants George's job; Bushed wanted to make Ronnie happy; and Bill wants to keep things secret.

The most recent issue is whether to sell arms to Contra Ltd., in Nicaragua. It appears that

Jeanne is on the board of Contra but that fact is not known to USA. The board votes to do so with

Schults dissenting and Jeanne abstaining. Schults realizing that he is in a minority position decides to wage a proxy fight for control of the board. He resigns from the board and requests a shareholders' list. USA refuses but offers to mail out his proxies. Schults nominates his own slate of directors to replace the current board. He also proposes in his proxy statement that the USA cancel all agreements with Contra Ltd. He predicts in his proxy statement that the agreements will have a negative impact on USA since Contra Ltd. is unpopular with other countries. USA prepares its proxy materials but fails to include the fact that Bushed was fined by the IRS over the tax treatment of his principal residence. In addition, the board authorizes $300,000 for the proxy battle which is ten times greater than the amount used in last year's proxy solicitation.
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While Spasey is on vacation he meets and socializes with Ferdinand Macho who heads

Philippines, Inc. Ferdinand tells Spasey that the chances of a civil war in his country are high. Spasey calls his broker and buys 5,000 shares of USA believing that a war will have a positive impact on all armaments companies.

Jeanne is back at the company and she receives a phone call from Barbara Wawa, who asks her

what's been happening at USA since she is considering doing a story on U.S.A. Jeanne, who loves the press, inadvertently tells her that the company is developing a new weapon that will revolutionize the industry. Wawa immediately buys 1000 shares of stock and her broker, who is surprised by Wawa's purchase since she rarely buys more than 100 shares, decides to buy 1,000 shares. You are an attorney for the SEC who is asked to review the situation as described and to

discuss both the state (even though the SEC has no authority) and federal causes of action that may be available to different plaintiffs including the SEC and the likelihood of success for those actions.
� Stroud v. Grace, 505 A.2d 75 (Del. 1992): Stroud challenges actions of directors recommending new charter provisions.  The Chancellery Court used the “compelling justification” standard of Blausius, but we disagree.  Blausius is only triggered when there is unilateral action by the board in response to a threat. Here there was no apparent threat to the board and it wasn’t a unilateral action, the shareholders ratified the actions.  Thus the business Judgment Rule applies. 





� Cf. Quickturn.  Pinto suggests that it can be inferred from the tone of this decision that Delaware would not find the same way that Oklahoma did.  


� But See, Coggins v. New England Patriots Football Club, 492 N.E.2d 1112 (Mass. 1986), rejecting Weinberger and deciding to retain the business purpose test in Massachusetts. 


� The Delaware Block Approach to valuation: Weighs market value, earnings value, and asset value, assigning a percentage to give weight to each.  Market value is usually determined by five year average, where it works.  Weinberger overturned the traditional block approach, and held that it would no longer be the exclusive method, but could rather be supplemented by proof from any method considered generally acceptable in the financial community.





� But See, Stringer v. Car Data Systems, Inc., 841 P.2d 1183 (Ore. 1992), taking the MBCA  approach and limiting challenges to mergers based on unlawful or fraudulent actions as well as limiting the remedy to appraisal even if the majority shareholder acted in bad faith.  





� If the subsequent freezout is at a lower price then it is considered a coercively front-loaded two tier offer.  


� Although there was once judicial hostility towards greater than majority requirements, that appears to have dissipated.  


� Thus, courts will generally not allow shareholders to entrench themselves permanently in management without any sort of “out” clause.  In Delaware, however, once a corporation elects to be a close corporation it is subject to the Delaware statute which allows for the corporation to be managed by the shareholders rather than the directors.  


� Many courts will, however, strictly construe such agreements in favor of alienation. 


� The other ground is deadlock.


� In case you forgot, ESOP stands for Employee Stock Ownership Plan.  


� For contrast, NY has a buy-out or Dissolution statute. 


� to counter an argument that the statute creates a market, NY values the shares as of the day before the complaint is filed… a ridiculous legal fiction, but interesting.  


� There are also occasionally provisions called “dead hand provisions” whereby a director must be in place for a certain period of time before the pill will take effect, thus a new director appointed by the bidder will not be able to redeem the pill.  Delaware and New York consider these illegal limitations on directors rights.


� At the time, 1985, it was legal for Unical to exclude Mesa from its self-tender, now under SEC rules it is illegal to exclude any shareholder.  Also, notice the effect of the Unical test is to side-step a fairness inquiry, many states have not followed suit.


� This was referred to as the “just say no” defense, 


� The numbers of the rules are derived from the sections of the 1934 act, but the federal rules giving the SEC these powers are shuffled around the USC, 10(b) is found at 15 U. S. C. § 78j,. the administrative regulation 10b-5 is found at 17 CFR § 240.10b-5 (b). 
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